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Specific
Identification of
Municipal Securities

In recent months the Board has been considering several
closely-related questions bearing on the manner in which
issues of securities which have the same issuer, interest rate,
and maturity date but different dated dates. call provisions,
and/or security or sources of payment are traded and deliv-
ered. The Board's discussions have focused particulagy on
the following questions:

1. Fungibility— Are securities of these issues fungible,
i.e., may they be grouped together in a single delivery on
a single transaction, without regard to the differences
between them?

2. Specific |dentification—Must 3 dealer effecting a
transaction in one of these issues identify at the time of
trade which particular issue is involved in the transaction?

3. Specific Description—If a-dealer must identify the
particular issue at the time of trade, how must this identi-
fication be reflected on the conirmation?

These questions have arisen from several different
sources, certain of which are reviewed below. In its consid-
eration of these questions, however, the Board has been
particularly mindful of their importance to the future devel-
opment of more advanced systems for the comparison,
clearance, and settlement of transactions in municipal secu-
rities. Such systems depend heavily on the use of a CUSIP-
like security identification numbering system for purposes of
data entry, comparison, and generation of instructions. If the
industry is to adapt successfully to the use of such systems,
some means must be found of coordinating the industry's
current trading and delivery practices with the need to iden-
tify securities by their appropriate security identification num-
ber. This means that trading must be conducted in a manner
that is sufficiently specific to permit identification of the pre-
cise security identification numbeér needed for properinstruc-
tions to these advanced comparison and clearance systems,
and that deliveries must also be made in accordance with
this identification of the securities.” The Board believes that
the questions referred to above canceming fungibiiity, spe-
cific identification, and specific description must be consid-
ered in the context of the changes necessary to further the

"Al 1h@ same time. il 15 aiso necessary (hat the sacufity idantification numbenng system mmimize, 10 tha extent possible, me d

unnecessary burdens on tha irading and sales functions,

development of more efficient comparison and clearance
systems.

This notice reviews these questions in detail, sets forth the
Board's current thinking on them, and solicits comments from
the industry and interested members of the public concern-
ing passible courses of action toward their resolution.

The Board is very interested in the views of
municipai securities brokers, municipal securities
dealers, issuers of municipal securities, and con-
cerned members of the public regarding the ques-
tions and the proposais discussed in this notice.
Written comments are welcomad, and shouid be
submitted, not later than March 15, 1982, to Donaid
F. Donahue, Deputy Executive Director.

Fungibility

The Board has received inquiries from industry members
concerning the degree to which securities must be identical
to be fungible {i.e., interchangeable) for delivery purposes.
Dealers have inguired, for exampie, whether non-callable
securities may be grouped together in a single delivery with
callable securities of the same issuer, interest rate, and
maturity date. Similarly, industry members have asked
whether securities may be delivered without regard to differ-
ences in the “in whole” call provisions if the securities are
ctherwise identical. The Board responded to both of these
inquiries indicating that the sacurities must be identical with
respect to these features. The Board has responded in the
same fashion to other, sirmnilar inquiries on other aspects of
the required securities description.

On November 4, 1981 the Board filed with the Securities
and Exchange Commission a proposed amendment to Board
rule G-12 which would provide that all of the securities deliv-
ered on a single transaction must be identical with respect
to certain specified elements of the securities description.
These are

* the issuer, interest rate, and maturity date of the
securities;

* whether the securities are subject to redemption prior
to maturity;

¢ whether the securities are general abligation, limited
tax, or revenue securities;
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* the type of revenue, if the securities are revenue
securities;

* the identity of any company or other person (in addi-
tion to the issuer) obligated on the debt service of the
issue;

* the specific provisions of a call or advance refunding,
if the securities have been called or advance refunded:

* the dated date and first coupon date, if the securities
have an "oadd” (short or long) first coupon; and

® the details of the "in whole" call provisions (opticonal
redemption features), if any, applicable to the securities.

This amendment simply incorporated into a single section of
the rule certain rule provisions and interpretive pasitions pre-
viously adopted by the Board. The Board believes that inclu-
sion of this provision in the rule will clarify the current status
of the question of the fungibility of different issues in deliv-
eries, and will provide a basis for resolving the remaining
aspects of the fungibiiity probiem.

The Board's discussion of this “fungibility” question is cur-
rently focusing on certain remaining distinctions between
securities, particularly (1) distinctions in the “in part” call
provisions {extraordinary or sinking fund redemption fea-
tures) applying to otherwise identical securities, and
{2) distinctions in the security or sources of payment of the
debt service on otherwise identical general obligation secu-
rities. The Board is of the view that such distinctions represent
significant differences between issues of securities. For
example, differences bstween the mandatory sinking fund
requirements on two otherwise identical issues of securities
may significantly affect the market vaiue of the two issues,
particularly at the time of the exercise of the sinking fund call
or a request for sinking fund tenders. Similarly, differences
between the security or sources of payment piedged to the
debt service of two atherwise identical generai obligation
issues are often of significant interest to investors, with “dou-
ble-barrelled” securities sumeatimes being preferred to secu-
rities backed solely by the general obligation of tha issuer.

The Board is currently taking action to ensure that distine-
tions in the “in part” call provisions applying to otherwise
identical securities are observed in deliveries, On December
16, 1981, the Board filed an amendment to its previousiy-
filed ruie change regarding fungibility of securities to specify
that such “in part” call provisions must be identical on all
securities delivered on a single transaction. Upon approval
of this amendment the Board's rule will require that securities
delivered on a transaction must be identical with respect to
any applicable call feature, in addition to those items (listed
above} currently required under rule G-12.

While the Board believes that it is equally important that
distinctions in the security or sources of payment of otherwise
identical securities be observed in delivery, the Board is
aware that the CUSIP numbering system currently does not,
in the case of general obligation bonds, generally recognize
such distinctions in its assignment of CUSIP numbers. The
Board has recently written to the CUSIP Service Sureau

advising it that the Board believes strongly that these dis-
tinctions must be reflected in CUSIP number assignments on
future new issues; the Board has also expressed its concemn
regarding the need to identify outstanding issues on which
numbers have been assigned on a basis inconsistent with
the Board's determination and arrange for correction of such
number assignments. As changes are effected to remove
impediments to making these distinctions in deliveries, the
Board wili consider further action to implement such a
requirement.” ..

As noted above, the Board recognizes that, as the industry
moves toward the use of automated processing and clear-
ance techniques, it will become essential that the standards
used in the assignment of CUSIP identification numbers be
compatible with those gaverning the delivery of securities,
so that, for example, two distinct CUSIP numbers are not
assigned to securities which are fungibie for delivery pur-
pases. The standards which the Board is setting concerning
the fungibiiity of municipal securities issues are, with the one

-indicated exception, in accord with the present method of

CUSIP number assignrent. In addition to these standards,
the current CUSIP system also assigns different numbers to
otherwise identical securities if such securities have different
dates of issuance. The Board is currently reviewing the
appropriateness of requiring that the securities delivered on
a single transaction be identical with respect to the date of
issuance or dated date. The Board would welcome industry
camment on this proposal.

Specific Identification

The Board's consideration of the question of whether a
dealer must specify (or be abie to specify) at the time of trade
the precise issue of securities involved in a transaction
resulted from its continued monitoring of the industry's expe-
rience with the CUSIP number requirement.”™ Since CUSIP
number assignments reflect (except as nated) all of the dis-
tinctions between securities of the same issuer, interest rate
and maturity date discussed above, accurate selection ofthe
correct CUSIP number wouid necessitate identification of the
specific issue at the time of trade. At the time of the initial
implementation of the CUSIP number requirement the Board
recognized that the industry's lack of familiarity with the use
of CUSIP numbers for municipal securities might unduly com-
plicate this task of accurate selection of CUSIP numbers;
accordingly, the Board provided, through interpretations and
rule amendments, certain flexibility in the selection process
during this initial implementation period. As emphasized ear-
lier. however, the Board continues to beliave that greater
specificity in the identification of the issue of securities
involved in a transaction (so as to permit the accurate selec-
tion of the proper CUSIP number on all transactions) is a goal
which the industry must accomplish, in view of its importance
to the development of automated comparison, clearance,

*Certain mdustry members nave previcusly exoressed concem over the possiDily that the Board migrt request that CUSIP numbers De assigned 1o raflect ine “purpose™ of parts of a general
ophgauon ssug. The Boara bakeves Inal a clear aistinclion must be drawn batween (e “purposa of 3 generar cbligaton bond (i.e.. INal project of program which was hinanced by the
proceeas of the new 1ssue) and an acditional secunty or “source of gayment” of a general ODNGARON DONG Ir.e.. SPECIC fuNaS OF revenues that Ara pledgea. over ana anove the general
Suhganen predge, 1o the gedt service of that part of e 15sue). The Boara baweves (hat i 1S assantal that CUSIP numpers celtect the (aller rype of distinction.

*"As of January 1. 1979 inter-dealer contirmations ana detvery fickets were réquired 1 set fonth the "CUSIP numoer, If any, assignad 10 the secunties” involved in 1he ransaction,
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and book-entry delivery systems. Since these systems have
or will shortly become availabie for municipal securities trans-
actions, the Board believes that reconsideration of this spe-
cific identification question is appropriate at this time.

The Board is also aware that certain industry members
have found it necessary to adopt a policy of specifically
identifying the issue of securities involved in a transaction in
conngction with the recent amendments to rule G-15. Com-
pliance with these amendments necessitates, in certain cir-
cumstances, that dealers be able to identify the specific call
features applicable to an issue of securities. These dealers,
most of which maintain safekeeping positions for sizeable
numbers of customers, have concluded that they must be
able to identify the call features applying to all municipal
securities they hold, so that, in those instances where com-
pliance with rule G-15 necessitates identification of the call,
they can do so without difficulty. The Board believes that this
development aiso creates additional impetus for industry-
wide adoption of a practice of identifying the specific issue
of securities involved in transactions.

The Board proposes to mandate adoption of this practice
through the revision of an existing interpretation regarding
the effect of CUSIP number errars on deliveries of securities.
One of the interpretations issued at the time of the initial
implementation of the CUSIP number requirement provided
that deliveries of securities could not be rejected solely due
to an error in the CUSIP number shown on the delivery ticket.
The Board proposes to revise this interpretation to specify
that a delivery of securities bearing a CUSIP number other
than that agreed upon at the time of trade (and reflected on

the inter-deaier confirmations) may be rejected.” The Board
betieves that providing for rejection of a delivery in the event
that the CUSIP number of the securities delivered does not
correspond with that agreed upan at the time of trade will
ensure that dealers adopt a policy on all transactions of
specifically identifying the issue invalved in the transaction,
SO as 1o ensure proper selection of the CUSIP number.
The Board welcomes comments on this approach.

Specific Description

The question of how specifically securities must be
described on a confirmation is a necessary corollary of the
specific identification issue described above. If dealers must
specifically identify the particuiar issue of securities involved
in a transaction, this identification must be reflected in some
fashion on the transaction confirmation.

At thig time the differences between issues that give rise
to the need for specific identification at the time of trade are
or wilt be reflected in the CUSIP numbers assigned to the
issues. The Board is currently of the view, therefore, that the
inclusion of the CUSIP number on the interdealer confirmation
may be sufficient to identify the particular issue for securities
description purposes. The Board would welcome cormments
on the adequacy of the CUSIP number designation as a
means of describing a specific issue, or, alternatively, the
need for further detail in the written securities description to  .__
achieve this end.™ : :

"The Board notas that this nlermretve position would only affsct dalivenes batween dealers, and would not have appkcanion 10 a dekvery of new i1ssue secunties oM an 1Ssuer 1 the
underwnters. i the latier case, if an iIncorrect CLUSIP number were imonnted an 1he sacunilies cenihcate, e Soard's ruses stll would NOt grve authonty to the underwntars ta refuse [0 accept
Ine dekvery, The underwntars wouid tharafore have 16 arrange (ol ine COMEction ol tha KMDINing error Delore radekvery (o customers and other dealars. ,

**The Board notes ihat CUISIP numoers are not Currently réquued on customer confirmations. The Board wouid ba paricutarty imerested in the views ot iInvestors concerming tha desirathlity

of 2 CUSIP number requirement for customer conhrmatans.
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Exposure Draft
Rule G-34 on CUSIP Numbers

The Board has approved for circulation this exposure draft
ofanew rule, rule G-34, which would set forth certain require-
ments concerning the assignment of CUSIP numbers to new
issues of municipal securities. The draft rule is being circu-
lated for public comment prigr to further consideration by the
Board and filing with the Securities and Exchange Comrmis-
sion.

Board rule G-12 requires that inter-deaier confirmations
and delivery tickets set forth the “CUSIP number, if any,
assigned to the securities” involved in the transaction. The
Board adopted this requirement, after extensive deliberation,
due to its belief that the use of a uniform security identification
system would promote efficiencies in the proeessing and
clearance of municipal securities. The Board believes that
the industry’s experience with the CUSIP requirermnent since
its January 1, 1979 effective date has generally been favor-
able, and that the industry has become acclimated to the use
of security identification numbers in centain of its processing
and clearance activities.”

The Board is also of the view, however, that the industry's
ability to make full use of the CUSIP identification system is
significantly impaired by problems in the assignment of num-
bers to CUSIP-eligible new issues, and by the lack af
imprinted numbers on the securities certificates. The
absence of a standard procedure for requesting the assign-
ment of CUSIP numbers to gligible new issues causes. in
certain cases, lack of any number assignment at all, and, in
other cases, assignment of numbers relatively late in the
underwriting process. The absence of imprinted numbers on
the securities certificates means that dealers are unable to
compare the CUSIP securities identification on the delivery
documents with the securities actually delivered, and, as a
result. cannot easily use the CUSIP numbers to assure them-
selves that the issue contracted for is the issue delivered.
Both of these deficiencies limit the usefuiness of the CUSIP
systemn in the industry’s processing and clearance of trans-
actions.

The Beard believes that the full benetits of the use of the
CUSIP systern can be regiized only if these deficiencies are

resolved. Further, the industry's movement toward the use of
automated trade comparison and netting systems and
toward the immebilization of the municipal securities cenrtifi-
cate will piace greater emphasis on the need for full use of
the CUSIP system in all aspects of the settlement and clear-
ance of transactions. Failure to ensure assignment of num-
bers to eligible issues, and the absence of numbers on the
certificates themselves, may prove a serious difficulty in
adapting advanced clearance methods to the municipal
securities industry.

Accordingly, the Board proposes to adopt requirements
that wouid remedy both of these deficiencies. These require-
ments are propased 1o be adopted pursuant to the Board's
authority under section 15B(b)(2)C) of the Securities
Exchange Act of 1934, as amended, which directs the Board
to adopt rules which are

designed . . . to foster cooperation and coordination with

persons engaged in...clearing,” settling, processing

information with respect to, and facilitating transactions in

municipal securities . . .

The proposed requirements are described below.

The text of the draft rule fcllows this notice, All
interested persons are invited to submit written
comments to the Board on the draft ruie. Letters
of comment should be submitted to the Board on
or beforea March 15, 1982, and shouid be sent to
the attention of Donaid F. Donahue, Deputy Exec-
utive Director. Written comments will be available
for public inspection.

Number Assignment

Craft rule G-34(a) wouid require that underwriters of new
issues of municipal securities which are eligible for CUSIP
number assignment” apply for assignment of such numbers

" during the initial stages of the underwriting process. The

underwriters would aiso be required o supply in the appli-
cation process certain information, specified in the draft rule,
regarding the new issue in order to facilitate the comect
number assignment, Underwriters would be required to make

“The CUSIP system s engibhity ruigs currently speciy that CUSIP numbers will De assigned 10 any municipal issue (wilh the general exceonion of issues of local assessment bonds of notes

of ane year ¢ 1855 [0 maturity} which megts one of he foliowing cnlena:
11} he ssue nas a par vawe of $500.000 or more;

{2) tnesssue nas a par valye of $250,000 or more, and the ssuer nas aulstanding dedt in excess of $250,000: or
(3} the issuer nas outstanding debt n excess of $500.000, ana a CUSIP subscnber requests assignment of a numboer 10 an 1ssue (of any par amount).
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such application as promptly as possible. The Board intends
that such appiication should be made at a time sufficiently
garly in the underwriting process to permit the imprinting of
the numbers on the securities certificates and the dissemi-
nation of the numbers in time for inclusion on dealer confir-
mations.

The drait rule would reguire that underwriters make appli-
cation for CUSIP number assignment to the Board, or to an
entity designated by the Board. The Board intends to des-
ignate the organization assigning CUSIP numbers to raceive
such applications on its behaif, so that underwriters will apply
for CUSIP numbers directly to the organization responsible
for assigning thern. This will ensure that number assignments
will be made expeditiously.

Number Affixture

Oraft rule G-34(b) would require that underwriters ensure
that the CUSIP number applying to a new issue of municipal
securities is affixed to the securities certificates prior to dis-
tribution of such securities to customers, syndicate members,
or other dealers. The draft rule would permit the underwriter
to affix the CUSIP number by means of a rubber stamp,
stickering, or other similar method. As a practical maiter, the
Board anticipates that most managers would arrange to have
the numbers imprinted during the normal certificate printing
process.

The Board weicomes comments on the draft rule. In addi-
tion to the generai proposals of the draft rule, the Board would
panicula(!y weicome comment on the foliowing issues:

(1) Should the rule establish a specific time limit by which
application for the CUSIP number assignment must be
made? If so, what time limit would be appropriate for
comgpetitive issues? What time limit would be appro-
priate for negotiated issues?

{2) Are the itams of information to be provided in connec-
tion with the number assignment sufficient o ensure
correct assignment? Should other iterns of information
be provided? If so, which items?

(3) Should an attempt be made to affix CUSIP numbers
on outstanding issues of municipal securities? If so,
how should this be done?

Text of Draft Rule

Rule G-34, CUSIP Numbers

{a) Each municipal securities broker or municipal securi-
ties dealer who acquires, whether as grincipal or agent, a
new issue of municipal securities from the issuer of such
securities for the purpose of distributing such new issue shall
apply to the Board or its designee for assignment of a CUSIP
number. The municipal securities broker or municipal secu-
rities dealer shall make such application as promptly as pos-
sible. In making such application, the municipal securities
broker or municipal securities dealer shall provide to the
Board or its designee the following information:

(i) complete name of issue and series designation, if
any;

(ii) interest rate(s) and maturity date(s) (provided, how-
ever, that, if the interest rate is not established at the time
of application, it may be provided when it becomes avail-
able);

(iii} date of issuance;

{iv) type of issue {generai obligation, limited tax or rev-
enue);

{v) type of revenue, if the issue is a revenue issue;

(vi) details of all redemption provisions;

(vii) the name of any company or other person in addi-
tion to the issuer obligated, directly or indirectly, with
respect to the debt service on all or part of the issue (and,
if part of the issue. an indication of which part); and

{vii) any distinction(s) in the security or source of pay-
ment of the debt service on the issug, and an indication of
the part(s) of the issue to which such distinction(s) reiate.
{b) Each municipal securities broker or municipal securi-

ties dealer who acquires, whether as principal or agent, a

new issue of municipal securities from the issuer of such

securities for the purpose of distributing such new issue shall
affix to, or arrange to have affixed to, the securities certificates
of such new issue the CUSIP number assigned to such new
issue pursuant to the requirements of section {a) of this rule.
if more than one CUSIP number is assigned tb the new issue,
each such number shall be affixed to the securities certifi-
cates of that part of the issue to which such nurnber relates.

{c) In the event a syndicate or similar account has been
formed for the purchase of a new issue of municipat securi-
ties, the managing underwriter shall take the actions required
under the provisions of this rule.

{d} The provisions of this rule shall not apply to a new
issue of municipal securities which does not meet the eligi-
bility criteria for CUSIP number assignment as established
by the CUSIP Board of Trustees.

»
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Rule G-12
Amendments Filed on Fungibility

The Board filed on November 4 and December 18, 1881,
two amendments affecting the fungibility {interchangeability)
for delivery purposes of different issues of municipal secu-
rities. The two amendments are discussed below.

November Amendment

The amendment filed on Novermber 4, 1981, specified that,
with respect to a delivery of securities on an inter-dealer
transaction, ail of the securities delivered must be identical
with respect to (1} each of the elements of a securities
description specified in subparagraphs (¢}(V)(E), (c)(vi)(A),
and (c)(vi)(C) of rule G-12,* and (2) the details of the “in
whole" ¢all provisions of such securities (i.e.. those provi-
sions under which the issuer of the securities may call the
whole of the issue, or the whole of a maturity of the issue).
This amendment incorporated into the section of rule G-12
pertaining to “good delivery” certain requiraments goveming
the fungibility of municipal securities for delivery purposes
which had previously been reflected solely in the “reclama-
tion” section of the rule, in the case of the first requirement,
and as an interpretation of such section, in the case of the
second requirement. The Board notes that the substantive
provisions of this amendment were effective and applicable
to inter-dealer deliveries of municipal securities at the time of
fiing of the amendment; the amendment simply accom-
plished the technical resuit of setting forth the requirements
in the appropriate section of the rule.

December Amendmant

On December 18, 1981 the Board filed a change to the
above amendment to specify that, in addition to the items
previausly covered in the rule, all of the securities delivered
on a transaction must be identicaf with respect to the details
of the "in part” cail provisicns of such securities (i.e., those
provisions, such as “sinking fund” features or extracrdinary
redemption features, under which the issuer of the securities

may, or would be likely to, call onily a part of the issue). This
change would have the effect of requiring that all securities
delivered on a transaction must be identical with respect to
any call provision applying to such securities.

The Board is of the view that any call provision is a signif-
icant aspect of a security’s description, and that different cali
features can have different effects on the market value af a
security or the likelihood that it will be called. Accordingly,
the Board conciuded that any cail feature distinction should
be recognized when delivering securities, and otherwise
identical securities having differences in the specifics of the
applicable call provisions should not be considered to be
fungible for delivery purposes.

The text of the amendment filed in November, as modified
by the amendmaent filed in December, is set forth below.

Questions or comments concerning the amend-
ments shouid he directed to Donaid F. Donahue,
Deputy Executive Director.

Text of Proposed Amendment**

Rule G-12. Uniform Practice

{(a) through (d) No change.

{e) Delivery of Securities. The foilowing provisions shall,
uniess otherwise agreed by the parties, govern the delivery
of securities:

(i) Nochange.

(i) Securities Delivered. All securities deliverad on a
transaction shail be identical as to the inforrnation set forth
in subparagraph (E) of paragraph {c)(v) and, to the extent
appilicable. the information set forth in subparagraphs (A)
and (C) of paragraph (c){vi). All securities delivered shall
also be identical as 1o the call provisions of such securities.

{ii) through {xv) renumbered as (iii) through (xvi). Na
substantive change.

{f) through (I) No change.

—_—

*Rule G-12(c)v)(E) requices that secunties descriplions on inter-dealar confimmations comann the followng specific items of infomation: )
name of ihe issuer, iNlerest rate, Matwnty date, and if the secunnes are limited tax. SLDEC! 1 redempoA por Lo Matunty (Callable), or revenua bonds. an \ndicaton 1o such eifect. including
in INa case of revenya bonds (he tyoe of revenue. if necessary or a matenally complels descnpnon of the secunties and in Mme case of anv secuntes, if necessary for 3 matenally comptale
cescnoton of the securines. the name ol any company or oiher persan in additon (o the issuar OBkgatad, directly or inckractly, with respect 10 caot service or, if there s more than ane such

omgnr. tne statement “muilipté ODIGOrS ™ may og shown . . .
Rule G- 12ickvi)(A) requires that such comliemanons specily

dalaa gate i | aifacts the proo or INtarest caiculauon, and first imerest payment dale, i other tan semeannuat . . .

and rure G- 12icivi(C) requires,

il the securites are “callea” or “pre-refunded,” a designaton to suck etfect, he date of matunty wmeh has bean fixea by the call nonce. and the amount of the can pnea . . .

""Underining naicales additions,
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Application of
Board’s Rules to
Municipal
“Commercial
Paper’”.

In a recent letter to the Office of the Comptroller of the
Currency, the staff of the Securities and Exchange Commis-
sion has taken the position that certain short-term tax-exempt
notes issued by a municipal issuer and marketed as munic-
ipat “commercial paper” would constitute “municipal secu-
rities” as defined in the Securities Exchange Act of 1934 and,
therefore, be subject to the Board's rules.

The Board believes that most of its rules will apply to
municipal “commercial paper” which is deemed to be
municipal securities in the same way. as they do to more
traditional municipal securities. The Board has determined
lo express its views at this time conceming the application
to such municipal “commercial paper" of certain provisions

of Board rutes G-3 on professional qualifications, G-12 on’

uniform practice, and G-15 on customer confirmations.

Professional Qualifications

The Board wishes to remind securities professionals that
persons effecting transactions in such municipal “"commer-
cial paper” must be qualified as municipal securities repre-
sentatives or general securities representatives. Further.
dealers who effect transactions in such municipal “commer-
cial paper” must be designated with the Board. pursuant to
fule A-12, as municipal securities dealers.

Confirmation

A. Customer Confirmations of “Roliover” Transactions

Rule G-15(a) requires that at or before completion of a
municipal securities transaction with a customer. a municipal
securities dealer or broker must send the customer a written
confirmation. In the Board's view this requirement will apply

"Aule G-12 requires disclosure of the yield onty if the yield 15 the pnce basis of the transacuon.

nat only to the initial sale of municipal “commercial paper” to
a customer but also to any “rollover” transaction with a cus-
tomer. Thus, if a municipal securities dealer effects a "roil-
over” transaction with a custemer, the dealer must, prior to
completion of the transaction, send the customer a written
confirmation ¢ontaining the information specified in the rule,

B. Confirmation Disclosures for Transactions in
Municipal “Commaerciai Paper” Traded on a
Discounted Basis

As indicated above, rule G-15 sets forth certain require-
ments concerning the information to be set forth in customer
confirmations of transactions in municipal securities: rule G-
12(c) sets forth comparable requirements concerning inter-
dealer confirmations. Among other items, both rules require
that confirmations contain information concerning the yield
of the transaction® and detail of the principal and interest
dollar amounts.

On October 23, 1981 the Board fited with the Commission
certain amendments to these rules which are designed to.
establish appropriate confirmation requirements for munici-
pal securities traded on a discounted basis, rather than on
the basis of a yield or doilar price. Upon approval by the
Commission these new confirmation disclosure provisions
will apply to municipal “commercial paper” sold on a dis-
counted basis.

* o * -

The Board intends to continue considering the application
of its rules to municipat “commercial paper” and welcomes
the written comments of industry members and other inter-
ested persons concerming this subject. Based on such further
consideration the Board may modify the views expressed
herein.

The text of the Commission's letter follows. Questions con-
cerning whether particular issues of municipal “commercial
paper” are “municipal securities” should be directed to the
Commission’s Division of Market Regulation. To the extent
that such issues are deemed to be "municipal securities,”
and therefore subject to the Board's rules. the interpretations
contained in this notice wouid apply.

Questions rejating to this notice may be directed
to Richard B, Nesson, General Counse.
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Washington, D.cC. 20549 ' Ndustriz) development bond (as defined in Section
103(c)(2) [103(b)( N of the Interng Revenys Code of
August 12, 1981 1954) . . Phasis agd .

Owen Camey, Direcior
lnvestment Secun'ties Divisian

Office of the Comptroller of the Currency
490 F, L'Enfant Plaza, s.w

Washington, p,¢| 20215 limited.” Thig Provision in the Exchange Acy i simitar to the
This is in réSponse to your Jette, dated February 11 1981, COmmercial paper EXemption in Section 3(a)(3) of the Secy-
réquesting gyr views ooncernr‘ng a transactign Proposed by rities Act of 1933 (the "Securitipg Act™. Section 3(a)(3) of the
a national bank {the "Bank"). pecificaily, YOU have inquired SCurities Agt reats as g pted Securities:
Whether certain short-term, -exempt notes Issued by 5 any note, draft, pij of XChange, or banker's acceptance
pubnciy-owned utility ang which you Characterize as “"munie- which arigeg out of 5 Current transaction or the Proceecs
ipal Cormmergijg| Paper” agre Municipay Securities within the of which have baen Orare to be used for currgny ransac
Meaning of that term in ection 3(3)(29) of the Securitieg tions, ang which hag 5 Maturity at tha time of Issuance of
change Act of 1934 (th “Exg, ange Acty 1 ased upon Nt exceedin nine months, exclusive of days of race, or
Your letter ang Subsequent Conversationg we understang any renewal therepft € Mmaturity ofwhich ig likewisa limiteg
the facts 1o be as foliows, In &CUrities Agt Release No. 4412 (Septemper 20, 1961
e Bank, which IS registerey with the Commrssron as a (hereinafter “Releasa No. 412", tha Ommission inter.
Municipal SeCurities degja, Pursuant 1 Section 158 of the Préted thege féqQuirements, Stating that the &xemption in Sgc.
ACt, together With three other banks, ig Currently lending tion 3(a)(3) is available for (1 Prime quatity Negotiable pape,
unds to the utifity for the construction of Paliution congref (2) of 3 Pe not ordinarily Purchased by the general pubjie
faciiities, pending the 'SSuance by the utitity of an Industrig (3) used 1o facilitate wely '€Cognized typeg of current gpey.
development bond. The Ban Proposes o convert the' entig ational businegs feQuirements ang (4) of a typg eligible for
loan to Short-term, tax-exempr notes? ang 1o market the notes dr'sc_ounting by fedsraj réserve bankg.
as "rnur*n‘c:'p:aau| Commercig) Paper"” with Maturities of upto 270 As a generg| matter, the safe of tax~exempt Commercig)
ays. The Bank would self the nNotes in denomr'nations from Paper, bath of the type You have describeg and as issyeq
$100,00 to 3 million g « gent” tp Corras, ondent bankg by Municipalities for their own usg 3 appears 1o be a recent
and rax-exempt mutual fundg No sajeg will be made tQ indj- Market deve!opment and differs from the commercia) Paper
viduals or trust accounts, As the Promigso Notes matyre which wag Prevatent in the 1930's and which Congress
they woulg be “rolled-over" and resgjg either to the originat Sought tg exempt from registration under the Securitieg Act
Rurchasers or o other nvestors, It jg éxpected that approx; and genergj feQuiatory reQuirements of the change Act «
IMately §50-g miflion jn frnancrng would be Obtained in € primary drstrngurshmg Characteristic 'S, of course the
this manna lax-exempt Nature of municipat COMmmercig| Paper, but it also
The Municipaj CoOmMmercig) Paper woyig be backeq by the appears that the Mmunicipaj Commercia) Paper you describg
utifity's Rromise to Pay the principa| of the Paper upon maty- is issyeq for Purposesg Other than the'types of “Currant trang.
fity. Ag Par of the totg ffnanoing Package, the Bank woulg actions” that Characterize traditionaj Commercig) Paper.
Make availaple 4 fine of credit i fung the neagg of the utility In this regard, it is important 10 nate thay the Comrnission's
if the Bank is unable to sell the notes, either a the time the staff hag Qranted a number of no-action Positions under Sec-
Notes ara initiaily offerag or as the are “rofled-over The tion 3(a)(3) of the €Curities Act for the sale qof Commergiaj
Ban would afgg Issue g Standpy letter of Credit payapie ta Daper by entities Including the sale of Commercigy pPaper
the holder of the ¢ Mmercigt Paperin the Bvent of defayy by issued by utilitieg The rOceeds from the sales of sych paper
the utility, The letter of credit would Secured by a first lien issue by Utilitieg have Ben used in 2 Number of ways,
on the pollution centrof tacility. The Municipa; Commereiy) Mcluding working Capital, and fo, “additions 1o and exten
Paper woyig eventually pe Paid with tha Proceeds from the $ions of the utility Properties,”s 7, e Commercig Paper which
S5uance of Poliution controj Ndustria| devefopment bonds, was issuegd by these entities wag generaily part of the enter.
Section 3(a)29) of ¢ € Exchange Act defingg Municipaj prise’s negy for working Capital ang, 4 ough the Proceeds
Securities ag: were useq during a periad of construction, the commergig
Securities which are direct Obligationg of, or Obfigationg Paper was ngt issued solely for the Specific purpose of con-
Suarantegqy as to principal or interagt by, a State or any strucrr’ng a single Lermanegnt facr'lity for use by the issuer.s

! S.C.§ 780 \
'According o the Bank_ Interest on (he notes s lax-exemp; under Secion 103 of the ntemay Revenye Code. Section 103tby4) of tha Codeprowuas an exempiion from fedarat NCome taxangn
fot nteresy O an indystrig developmant bong, tne Proceads from which are used (g CoNstruct air g waler poliuon conngl facitigg,

tr naf, 3 « 0. 42,
‘Consrs!enr with thig POSan 15 the fact thay Munigipgy COmmarzia) Dapar, whelhay 155Uy by a n'nmrcmamy for itg awn Bwoosaes, of by a SOrporation hrough an maustnar o‘evg‘onmsm
authonty tor constasenpn of 1acilites, 1s SXEMBL from (he TeQistration Provisions of ing Secunhas ACT Dursyang 10 Seehon a2y of Ihar Agy
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The commercial paper to be soid by the Bank, however,
would be used specifically to construct a single facility. The
tax-exempt commercial paper will be continually ralied-over
untit the facility is completed, at which time it will be paid off
with the proceeds of a tax-exempt pollution control industrial
development bond issue. It appears generaily, therefore, that
this type of tax-exempt obligation should be treated as a
muricipal security despite the fact that it matures in less than
nine months.

Furthermore, the regulatory system applicable to municipal
securities appears 10 be appropriate for these tax-exempt
notes. They are exempted securities under Section 3(a)(2) of
the Securities Act, and are apparently sold in the tax-exempt
market without compliance with the Commission's registra-
tion or prospectus delivery requirernents. Short-term prom-
issory notes such as these may be viewed as investment

alternatives by persons desiring tax-exempt income and sold
in and traded in this market with other municipal securities.
In 1975, Congress, recognizing the unique nature of the tax-
exempt municipal markets, created a special regulatory sys-
tem applicable to municipal securities.” Municipal commer-
cial paper, including the tax-exempt notes which you have
described, appears t© be an increasingly large companent
of this tax-exempt municipal market and would appear to fail
within the class of securities Congress sought to include
within the municipal regulatory system. Accordingly, the tax-
exermnpt notes should be treated as municipal securities,

Sincerely,
Thomas G. Lovett
Attorney

"In enacnng the lequsiation creanng fhis system. Congress createa the Municipal Securmes Aulemaking Board fthe “MSAB™ ang arected it to adopl ruies with respect 1o ransachions in
mumCIpal securiies ettectad by brokers, gealers, and municioal secuniies dealars, The MSRE has recogrizedd 1hat citferent Types of SBCuni:es are traged in the muracinal market and adopled
fuies dasignea 1o accommodale thesa Gillarent secunies. See, 8.g.. MSRB Rule A-13 {municipal underwning assessment not apglicanle 1o securilies wiih a stated matunty Gate ot fess than
fwa years rom e date of 1ssue.) See also. MSAB. Notca qatea January 22, 1981. concerning applicanon of Board's nuses 10 Muncipal Assistance Corporangn Warrants.
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Application of
Board’s Rules to
Participation
Interests in
Municipal Tax-
Exempt Financing
Arrangements

In a recent letter to the Office of the Comptroller of the
Currency, the staff of the Securities and Exchange Commis-
sion has taken the position that certain participation interests
in tax-exempt installment sales contracts or lease purchase
agreements are “municipal securities” as defined in the
Securities Exchange Act of 1934, and, therefore, subject o
the Board's rules. The Board believes that most of it rules
will appily to these participation interests in the same way as
they do ta other kinds of municipal securities. The Board will
continue to consider the application of its ruies to participa-
tion interests and expects to publish further guidance on this
matter within the near future. The Board would welcome the
written comments of industry members and other interested
persons concerning this subject.

The text of the Commission’s letter follows. Questions can-
cerning whether particular issues of participation interests in
municipal tax-exempt financings are “municipal securities”
should be diraected to the Commission's Division of Market
Regulation. :

Comments or questions relating to this notice
may be directed to Richard. B,.Nesson, Ganerai
Counsel.

Securities and Exchange Commission
Washington, D.C. 20549

, September 1, 1981
Owen Carney
Diirector
Investment Securities Division
Office of the Comptralier of the Currency
Washingtan, D.C. 20219

This is in response to your letter requesting our views
concemning whether participation interests in tax-exempt
financing arrangements such as instaliment sales contracts
or lease purchase agreements {"tax-exempt leases” or "tax-
exempt financing arrangements") are municipal securities
within the meaning of Section 3(a)(29) of the Securities
Exchange Act of 1934 (the “Act"). As an exam ple of the type
of security in which you are interested. you have referred
specifically to a Master Equipment Lease {the "

.

Lease”) dated
November 1, 1978, pursuant to which Tulsa County, Okla-
homa as lessee (“Tulsa") agreed to purchase from (tei Cor-
poration as lessor (“Itet”) computer equipment to provide
services for county and city deparntments and agencies. The
Lease provides for a total purchase price of $1,539.914, with
payment t0 be made over a 36-month period. ltel's interest
in the Lease was fractionalized and sold to a number of
investors by E.F. Hutton & Company, Inc. In the opinicn of
counsel for the transaction, tha Lease represents a binding
obligation of Tulsa. and, in addition, the interest gortion of
payments made pursuant to the Lease is exempt from federal
income taxation.

The definition of municipal securities in Section 3(a)(29) of
the Act includes:

securities which are direct obligations of, or obligations

guaranteed as to principal or interest by, a State or any

political subdivision thereof, or any agency or instrumen-

tality of a State or any political subdivision thereof. . . .
tn determining whether participationinterests in a lax-exempt
lease are municipal securities, it is important first to detarmine
whether the tax-exempt lease is a direct obligation of a state
or poiitical subdivision of a state ("municipality™), and second
whether the participation interests in such a tax-exempt lease
are aiso direct abligations of such a municipality.

Although the Act does not define the term “obligation” in
connection with the definition of municipal security, it appears
that the term as used in the definition of municipal security
would generaily include these instruments which are “obii-

See. e.g.. latter qated May 10. 1978. from Anne E. Chaler, Attomey. Division of Markes Regulanon, o M. C.H, Watt of Bedford-Want Enteronses. See alsa. H.R. Rep. No, 85, 73rd Cong . 15t
Sess. 14 (1933) {Congress, 11 crezina exemplion from registration undar Sacunnes Act of 1933, artempied to covar ganerally those obligations axampted ftom federal income taxauon),
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gations™ within the meaning of that term as it is used in
Section 103 of the Internal Revenue Code (the “Code"”).' The
exemption from federal income tax in Section 103 of the
Cade, which provides that “gross income does not include
interest on the obfigations of a state, . . . or any political sub-
division [ of astate] . . . . {emphasis added),” has been inter-
preted to apply to a number of different types of instruments.
As a general matter, the exemption has not been limited to
the interest on any particular form of obligation, but may aiso
be "appiicable to an ordinary written agreement of purchase
and sale, in which the political subdivision agrees to pay
interest."? In the context of a revenue ruling, the Intemnal
Revenue Service (the “IRS") has enumerated a number of
factors that are generalfly indicative of whether a specific
transactton is a purchase and sale transaction, and therefore
an obligation, rather than a standard commercial lease.? The
IRS has subsequently, in private letter rulings, indicated that
these factors may be applied to tax-exempt financing
arrangements to determine if they are obligations.* As a
general matter, tax-exempt leases that are structured to cre-
ate “obligations” within the meaning of the Code would
appear o constitute "cbligations” within the definition of the

'Sew, #.g., iaitar dated May 10, 1578, rom Anne E. Chafar, Altomey. Division of Market R

municipat security. It appears that the Lease is such an
obligation.
in addition to determining whether tax-exempt financing

arrangements such as the Lease are obligations within the
meaning of Section 3{a){29), however, it is necessary to
determine whether participation interests in such obligations
are municipal securities. Although it is not possible to reach
a conclusion with respect to all participation interests in tax-
exempt financing arrangements, it appears that, as a general
matter, such a participation interest would represent an
obligation of a municipaiity if the financing arrangement were
structured so that the holder of the participation interest
fooked primarily to the municipality as the source of pay-
ment.% Based upon this analysis, if appears that such partic-
ipation interests, including the participation interests in the
Leasea, are also obligations as that term is used in the defi-
nition of municipal securities, and that such interests are
municipal securities within the meaning of Section 3(a)(29)
of the Act.®

Thomas G. Lovett

Aftorney

Municipal Securities Branch

equlation, 10 Mr. C.H. Watt of Beotord-Wat Enteronses. See aiso. H.R. Rep. Na. B5, 732 Cong,. 15t

Sass. 14 (1933) (Congress, i craaling exemphion from regpstranon under Secuntes Act of 1933, atlempied to cover generaliy hose obhgatrons exempted from fegeral Income taxation).

25ea Newlin Machinary Corporation, 28 TC 837 1957
Cir. 1937), cevt. denrad, 304 LS. 559 (1938).

3Thesa faciors include whether:

{a} porons of the panadic pa:

ransfer Binder) Stand., Fed. Tax Aep. (CCH) % 22.475. See ais0 Kings County Deveioomant Co. v.-Commissianar, 93 F.2d 33 (%th

s are mage specificaily apphcable 1o an equty to be acouned by thé lessee:

(D) 1ha lessea will acqure tilel 1o 1ne propenty| upon the payment of a $lated amount Of tenals wrich under the contract fie 1S required 1o make:
{C) he tora amount winch the lessee 1s required to pay lor 3 relatively short penod of use consuiutes an ncfainaledy iarge propodtion ol 1he totat sum required 10 be paid 10 secure the

transter of the tilke;
{d) e agreed rental payments matenally axceed the current farr rental value:

{e) Ihe properny may be acquired under 3 prchass oplion at a pnce which 1§ norminal 1n relation 1o the value of the froperty at the ume when (e oplion may be exercised, as determned
al the hma of amerlg? INto ihe onginal agreamant. or wrich 1S a relanvely smait amount wnen compared with the total payments which ars required [0 pe mage: and

if} some portion
Rev. Aul. 55-540. 1855-2 C

N1é peromc payments s speciically designated as interest of 15 otherwise raadily recognIzabie as the equivalent of imerest.

. 39
‘Se8. 8.g., IRS letier rukng 7821068 (February 24, 1978), The IRS staif has indicaled, however, it will o Jonger 1s5ue.d runng detenTwiing whether a particular agreement is 3 sale of lease. See.
IRS prvate letter ruing 8115078 (January 16. 1981), refetnng 1o Revenus Procedyra 80-22, 1380-1 C.5, £54
*It e purchasar of ine paricipation looks 10 someane other than the Municipakly lor regayment, (hen the parmcipaion may replesent a S8narale S&CurTy, and an obhgation of a persen other
Inan the municipaidy. See, e.g., lefters dated Octaber 1. 1976, and Decemoer 8. 1976, from Cansuela M. Wasnington, Attarney, Division ol Corparanan Finance, 1o Harvey B. Baum, Esq.: letter
:‘laled Decambaer 18, 1979, from Marcia L. MacHarg, Altamey, Dvision of Market Regulanon, 10 Maicus M. Wasson, Esq.. Anarews Mesbury Dawis Blan Legg & Bixler. Inc.

The Commussion’s Dvision ol Corparaton Finance nas. in (ne Dasl, granted no-achon postions wilh respect 1o he regisiranon provisions of tne Secunnes Act lor the sale of sarcipaton
Intérests in lax-exempt inancing arrangements. See lattar dated January 7, 1977, from Consuela M. Washington. Attomey. £-asion of Corporatian Finance, ta Cynt V. Smun, Jr., Esa.. Covinglon
and Burting; letier datea June 4. 1975, Irom Jonn Henegnan, Chie! Counsel. Dvision of Corporation Fnance 10 Gregory O. Erwin. Esq., Kutak, Rock. Conen, Campbell, Garfinkie. & Woooward,






