October 7, 2013
Ronald W. Smith
Corporate Secretary
Municipal Securities Rulemaking Board
1900 Duke Street
Alexandria, VA 22314
Re:

MSRB Notice 2013-16(August 6, 2013):
Request for Comment on Execution Standard

Dear Mr. Smith:
The Securities Industry and Financial Markets Association (“SIFMA”)1 appreciates
the opportunity to comment on the Municipal Securities Rulemaking Board’s (“MSRB”)
Request for Comment on Whether to Require Dealers to Adopt a “Best Execution” Standard
for Municipal Securities Transactions2 (the “Concept Release”). Earlier this year, SIFMA
met with certain MSRB and Securities and Exchange Commission staff to present its
“Execution with Diligence” proposal to improve the execution standard in the municipal
market (the “SIFMA Proposal” or “Proposal”).3 SIFMA’s Proposal, suggesting revisions to
MSRB Rule G-18, is attached hereto, and incorporated herein, as a part of SIFMA’s
response to MSRB Notice 2013-16. SIFMA feels strongly that raising execution standard
provides an opportunity to improve public trust and confidence in the municipal securities
market. More important than a rule’s label, is the process that dealers would have to
undertake.
SIFMA agrees with the MSRB that “execution” targets the process by which firms
handle orders and is complimentary to existing MSRB rules and interpretive guidance
1

SIFMA brings together the shared interests of hundreds of securities firms, banks and asset
managers. SIFMA’s mission is to support a strong financial industry, investor opportunity, capital formation,
job creation and economic growth, while building trust and confidence in the financial markets. SIFMA, with
offices in New York and Washington, D.C., is the U.S. regional member of the Global Financial Markets
Association (GFMA).
2

MSRB Notice 2013-16 (August 6, 2013) available at http://msrb.org/Rules-andInterpretations/Regulatory-Notices/2013/2013-16.aspx?n=1
3

See letter from David L. Cohen, SIFMA, to Lynnette Kelly, MSRB, dated June 24, 2013, available
at http://www.sifma.org/issues/item.aspx?id=8589944578 , proposing an “execution with diligence” standard
for the municipal securities market and detailing unique attributes of this market.
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governing fair pricing obligations. This standard appropriately balances investor-protection
interests with the need for efficient municipal markets. SIFMA is also in agreement with
the MSRB that copying the existing standards from the equity and corporate fixed income
markets may not be the optimal manner to promote fair pricing in the municipal market.
We concur with the MSRB that any new execution requirements should be uniquely tailored
to the municipal securities market. Any divergence from existing equity and corporate debt
securities execution requirements should not be intended to dilute them, but to impose
requirements that are properly tailored for the municipal market. SIFMA’s Proposal moves
the industry forward in a robust way that further enhances standards so that customers
receive fair and reasonable prices. While the market may evolve to a central trading
platform over the next several years, SIFMA’s Proposal advances the industry towards a
higher execution standard, in a way that is achievable, in the near term.
I.

Market Structure

There are significant municipal market structure barriers to “best execution” – as it is
commonly perceived to operate by investors. Many investors are familiar, at least at a high
level, with equities market structure – they are traded on exchanges with constant liquidity
and a view into the entire market. Since municipal bonds are not traded on a central
exchange and there is no central aggregator of bid/offers, execution in the municipal market
cannot be mirrored on either an equities or corporate debt “best execution” standard. As
detailed in the charts below, the municipal securities market has fundamental differences
from other markets, including other fixed income markets4. These differences include its
diverse and fragmented nature, small securities trade sizes and far less liquidity than
corporate bonds. SIFMA supports efforts to improve trade execution standards while noting
that the inherent unique characteristics of the municipal market do not lead to a simple one
size fits all solution. Accordingly, SIFMA’s Proposal is structurally similar to FINRA 53105
but modified to reflect the unique characteristics of the municipal securities market.

4

See Corporate Bond E-Trading: Same Game, New Playing Field by McKinsey & Company and
Greenwich Associates (August 2013).
5

In absence of written guidance from FINRA regarding the application of FINRA 5310 to other fixed
income securities markets, municipal securities dealers are concerned how such a rule could be enforced in the
municipal market in light of these significant market differences.
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II.

Focus on the Process

SIFMA’s Proposal is principles based. Additionally, it does not favor one execution
venue over another. Similar to FINRA 5310, dealers would be required to “use reasonable
diligence to ascertain the market for the subject security so that the resultant price to the
customer is fair and reasonable[6] under prevailing market conditions.” We believe it is
more productive to focus on the actual process that dealers would have to undertake rather
than the label, as “best execution” is a term of art and will have a different meaning in each
market as each market functions differently. The SIFMA Proposal contains a nonexhaustive list of factors that may be considered in determining whether a dealer has used
6

“Fair and reasonable” is the current MSRB pricing standard. See MSRB Notice 2013-15 (August 6,
2013) , available at http://msrb.org/Rules-and-Interpretations/Regulatory-Notices/2013/2013-15.aspx?n=1 .
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reasonable diligence. SIFMA encourages the MSRB to include statements in subsequent
regulatory notices that a dealer’s obligation is inherently one to observe a reasonable /
quality process -- a process that may or may not ultimately lead to an execution price that is
incrementally away from some other reported trade on the day. Certainly other reported
trades are relevant -- for surveillance, for compliance, for supervisors, for customers -- but
the rule and guidance ought not to lead regulatory staff to form an inflexible view that the
low price on the day, without more, is necessarily the product of deficient execution
assuming a sound process is in place.
III.

One Execution Standard for All Customers

MSRB rules exempt dealers from certain obligations when dealing with
sophisticated municipal market participants (“SMMPs”). Accordingly we believe this
would be the logical dividing line consistent with the current MSRB rule structure for a
different execution standard for retail versus institutional customers. However, SIFMA
believes there should be one execution standard for all customers for the following reasons:





Many institutional customers have a view of the depth of market and can direct
trades to a particular counterparty (See SIFMA Proposal (a)(1)(E));
Absence of a rationale for a different standard for institutional investors;
Distraction from main goal of improving the execution standard; and
FINRA 5310 does not differentiate between retail and institutional customers.
IV.

Use of ATSs and Broker’s Brokers

SIFMA’s Proposal supports the consideration of the full range of counterparties and
does not favor one execution counterparty over another. SIFMA’s Proposal defines
“market” or “markets” as encompassing “those brokers, dealers, and municipal securities
dealers that are known to transact in a particular security. This interpretation is meant to
both inform brokers, dealers, and municipal securities dealers as to the breadth of the scope
of counterparties that may be considered in the furtherance of their execution obligations
and to promote fair competition among brokers, dealers, municipal securities dealers, such
as dealers acting as municipal securities “broker’s brokers” as defined in Rule G-43,
alternative trading systems or platforms, as well as any other counterparties that may
emerge, by not mandating that any trading counterparties have more or less relevance than
others in the course of determining a firm's execution obligations.”
Any rule that would require dealers to seek quotations from one or more alternative
trading systems (“ATS”) or municipal securities broker’s brokers (“MSBB”) would be
problematic, and in some cases hinder liquidity:


Despite G-43’s prohibitions, ATSs and MSBBs are often used for price discovery
rather than trade execution, so some prices may not reflect market participant’s
views of true market value;
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Since there is no central trading platform, duplicate offerings for the some bonds
often occur, falsely indicating more activity/interest than exists;
Many bids are not credible;
May have a chilling effect on market, limiting bids;
Many bid-wanteds do not result in any bids;
Results from a bid-wanted is one piece of information in deciding whether to
execute that sale at that price;
Since most bid-wanteds do not result in any trades, this may reduce incentives to bid
aggressively;
Because the winning bid in a bid-wanted auction may not reflect a fair price, it
would be inappropriate for dealers to depend solely on this process;
A dealer buying or selling from its own inventory is often able to get its customer a
fair and reasonable price without using an ATS or MSBB; and
FINRA 5310 does not have such a requirement, nor does FINRA 5310 require a
minimum number of quotations that must be received.

An enhanced MSRB execution rule should be prescriptive as to results instead of
prescriptive as to process. Accordingly, SIFMA opposes any rule that would require dealers
to seek quotations from one or more ATS or MSBB or mandate a minimum number of
quotations that must be received Each dealer must decide on its own the manner in which it
will obtain fair and reasonable prices for its customers.
V.

Supervisory Post Trade Review of Execution Quality

The Supplementary Material in FINRA 5310 requires firms to conduct reviews of its
execution quality. Similarly, SIFMA’s Proposal would require dealers, as part of its system
of supervision, to conduct periodic reviews of the fairness of customer execution prices.
Firms would also be required to analyze whether the frequency of their reviews are
sufficient. To assure that a dealer complies with its obligation to provide fair and reasonable
pricing for customer transactions, it should compare, among other things, execution prices
that they are obtaining via current execution practices (including the internalization of
customer transactions) to the execution prices that the dealer could obtain from alternative
practices. SIFMA’s Proposal contains a non-exhaustive list of factors that may be
considered. This aspect of the SIFMA Proposal would be a new regulatory requirement, as
many dealers currently conduct post-trade reviews of execution prices. It, however, would
require them to, as described above, consider alternative execution practices, if for example
better prices could be obtained from other trading counterparties.
VI.

Economic Analysis

SIFMA and its members believe that evaluating the costs and burdens of new
regulation, and weighing those costs against any benefits derived from such new
regulation, is critical to ensure efficient regulation. An essential component of this
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principle is conducting a true, reality-based, (and if possible dollar-specific) costbenefit analysis of new rule proposals and other initiatives. Fully consider the costs
and burdens to both the MSRB and its funders weighed against potential benefits,
which we understand are much more difficult to value. SIFMA is pleased that the
MSRB has adopted a formal framework for its approach to integrate economic analysis
into it proposed rulemaking.7
Prior to proceeding to rule making on whether to require dealers to adopt a
“best execution” standard, SIFMA urges the MSRB to conduct a cost benefit
analysis of all of the components of any future MSRB proposal. There is a concern
that imposing an equities-like “best execution” standard on the municipal market
would impose undue costs and burdens on dealers (without necessarily resulting in
better outcomes) which may result in some discontinuing offering municipal
securities to their retail customers negatively impacting liquidity in this market. It is
critical that the MSRB strike the appropriate balance between investor protection
interests and the efficient operation of the municipal markets.
VII.

Conclusion

SIFMA sincerely appreciates this opportunity to comment upon the Concept
Release. SIFMA supports raising the execution standard in the municipal market in a way
that reflects the current market structure and unique characteristics of the municipal market.
We believe SIFMA’s Proposal meets this criteria.
SIFMA looks forward to continuing its dialog with the MSRB on this important
topic.
Please do not hesitate to contact me with any questions at (212) 313-1265.

Sincerely yours,

David L. Cohen
Managing Director
Associate General Counsel
Attachments: Letter to Lynnette Kelly, dated June 24, 2013
Proposed Amendments to MSRB Rule G-18: Execution of Transactions
7

Policy on the Use of Economic Analysis in MSRB Rulemaking (September 26, 2013) available at
http://msrb.org/About-MSRB/Financial-and-Other-Information/Financial-Policies/Economic-AnalysisPolicy.aspx
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cc:
Municipal Securities Rulemaking Board
Lynnette Kelly, Executive Director
Gary L. Goldsholle, General Counsel
Kathleen Miles, Associate General Counsel

