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August 24, 2001 

Mr. Gary Goldsholle
Assistant Director

Office of the General Counsel
NASD Regulation, Inc.

1735 K Street, N.W.
Washington, D.C. 20006

Re:
Applicability of NASD Rule 3040 to Bank Employee/Registered Representative Dual Employees

Dear Gary:

The American Bankers Association (“ABA”)
 and the ABA Securities Association (“ABASA”)
 seek clarification that the National Association of Securities Dealers (“NASD”) Rule 3040 (the NASD’s “selling away” rule) does not apply to persons employed concurrently by banks and broker-dealers (“dual employees”).   We believe that the Congress did not intend that bank securities activities excepted from broker-dealer registration under Title II of the Gramm-Leach Bliley Act (“GLBA”), nor the dual employees effecting transactions under those exceptions should be subject to the NASD’s jurisdiction or to Rule 3040.  Moreover, as the attached index of banking laws and regulations demonstrates, application of Rule 3040 to bank/broker-dealer dual employees would be duplicative of existing federal and state regulation and unworkable in the unique context of bank securities activities.  For these reasons, the ABA and ABASA respectfully request that the NASD issue an interpretation making clear that bank/broker-dealer dual employees are not subject to Rule 3040. 

*
*
*

The GLBA was intended to facilitate the provision of multiple financial services by financial institutions that heretofore had been separated by the securities, banking and insurance laws.  Financial institutions like ABA and ABASA member firms have responded to the GLBA, as well as to other trends in the financial services industry, by adopting business models that allow seamless delivery of all financial services products to the customer.  The essence of that model is the designation of a “relationship manager” to address all of a client’s financial services needs.  Under the “functional regulation” approach adopted under the GLBA, the use of dual employees has become vital to implementation of this business model in a manner consistent with the GLBA’s provisions.  Dual employees permit financial service institutions to comply with the GLBA and the differing requirements of the functional regulators while consolidating in one relationship manger the delivery of several types of financial services and products to consumers.  Many of the benefits of this approach are undermined, however, to the extent that different functional regulators impose conflicting and/or redundant regulatory requirements on such dual employees.

Given these considerations, we believe that it is an opportune time to review Rule 3040’s scope and application to dual employees to ensure that the Rule “yields the maximum benefit for the minimum burden” as NASD CEO Robert Glauber stated earlier this year.  Indeed, examining Rule 3040 would be an ideal starting point for the “fundamental, no-holds-barred assessment of all [the NASD’s] rules” that Mr. Glauber has publicly suggested.  There is no better example of the need for regulatory reform than with respect to application of Rule 3040 to bank/broker-dealer dual employees.

I. The Purpose of Rule 3040 

NASD Rule 3040 (the so-called “selling-away” rule) requires registered representatives involved in securities transactions outside of their employment and member firms to comply with certain notice, approval, record retention, and supervision requirements. In promulgating Rule 3040, the NASD intended to ensure that investors receive the regulatory benefits of due-diligence investigations and suitability determinations that adequate supervision of NASD member employees’ provides.
  Concerns had been expressed about transactions in which associated persons of member firms were selling securities on behalf of another party.   Such “private securities transactions” potentially were not subject to adequate supervision, might lead investors to conclude that the employee’s member firm stood behind the product, and could subject a member firm to civil liability for the employee’s actions, notwithstanding the firm’s ignorance of such activities.  

In response to these concerns, the NASD adopted a rule that provides that any employee of a member that wishes to engage in a “private securities transaction” (i.e., essentially any securities transaction outside the regular course or scope of employment with a NASD member) must provide written notice to the employer member describing the proposed transaction in detail, including if the employee will receive selling compensation.
  If the transaction is for selling compensation, the employer member must approve the private securities transaction in writing in advance, and supervise the employee’s participation to the same extent as if the transaction were executed on behalf of the member firm itself.  Moreover, the member firm must record the transaction on its books and records.
  For transactions not for compensation, the member firm must provide written acknowledgement of the submitted notice.

II. The Congress Intended the Gramm-Leach-Bliley Act to Maintain Existing Regulatory Structures for Bank Securities Activities Not Pushed Out of the Bank.


The GLBA removed the blanket exemption from broker-dealer registration for those bank brokerage or dealing activities not specified in section 201 of Title II of GLBA.  Thus, those areas that are not “pushed out” of the bank remain exempt from registration to the same extent as before passage of the GLB Act.  Section 201 amended the definition of a broker under the Securities Exchange Act of 1934 (“Exchange Act”) to except from broker-dealer registration those bank activities involving third party brokerage arrangements, trust activities, certain exempt securities transactions, stock purchase plans, sweep accounts, affiliate transactions, private securities offerings, safekeeping and custody activities, transactions in “identified banking products,” municipal securities, and any other securities transactions that do not exceed a specified de minimis level (the so-called “push-out provisions”).
  Identified banking products are defined to include certain deposit accounts and instruments, banker’s acceptances, debit accounts arising from credit card or similar arrangements, loan participations, or swap agreements, including credit and equity swaps except for equity swaps sold directly to non-qualified investors.


The legislative history of Title II confirms that the statute was meant to:

“retain[] certain limited exemptions [from the definition of broker and dealer under the Federal securities laws] to facilitate certain activities in which banks have traditionally engaged.  These exceptions relate to third-party networking arrangements, trust activities, traditional banking transactions such as commercial paper and exempted securities, employee and shareholder benefit plans, sweep accounts, affiliate transactions, private placements, safekeeping and custody services, asset-backed securities, derivatives and identified banking products.”  H. Conf. Rep. 106-434 at 163-164 (Nov. 2, 1999).

            The Congress never intended for securities regulators to reach dual employees when functioning under the push-out provisions in their bank employee capacity.  As employees of banks, any securities activities effected in compliance with the Title II exceptions are to be regulated by the banking regulators.  For example, securities activities conducted under the trust and fiduciary exception are to be regulated by the bank regulators.  Indeed, in order to qualify for the trust and fiduciary exception, bank fiduciary departments must be adequately examined by bank regulators for compliance with fiduciary principles.  No need exists, the Congress determined, for broker-dealers to supervise bank employees when executing securities transactions under the trust and fiduciary exception or, indeed, any other Title II exception.

            The Conference Report affirms our position.  Specifically, the Conference Report directed the NASD to revise one if its rules (Rule 1060), which was in conflict with Title II’s networking exception.  See Conference Report 106-434, 106th Congress, 1st Session at 164 (1999) (“Revisions to Rule 1060 recently approved by . . . the NASD are in conflict with this provision.  As a consequence, revisions to the rule should be made to exempt banks and their employees from the provisions’ coverage.”)

             NASD Rule 1060 would have required bank employees involved in introducing bank customers to securities services offered by broker-dealer affiliates to submit to the NASD’s jurisdiction.  Yet the networking exception specifically permitted bank employees to do exactly what the NASD sought to assert jurisdiction over.  The Congress settled the issue by making clear that activities permissible under the networking exception are not properly subject to the jurisdiction of securities regulators. 

             This same reasoning holds true here.  Activities properly conducted under the Title II exceptions are not subject to the jurisdiction of securities regulators. And, conversely, securities regulators cannot claim jurisdiction over activities that the Congress specifically permitted to be performed in the bank.


The Congress made this position abundantly clear with regard to the trust and fiduciary exception.  Specifically, the Congress instructed that the SEC was  “not [to] disturb traditional bank trust activities under this [the trust and fiduciary exception] provision.”
  The Senate Banking Committee similarly determined that regulation of bank trust departments should remain unchanged in the post-GLBA era.  “Banks are uniquely qualified to provide these [trust] services and have done so without any problems for years.  Banks provided trust services under the strict mandates of State trust and fiduciary law without problems long before Glass-Steagall was enacted; there is no compelling policy reason for changing Federal regulation of bank trust departments, solely because Glass-Steagall is being modified.”
  If the Congress directed the SEC not to assert jurisdiction over traditional trust activities and that federal regulation of bank trust activities should remain unchanged, then it is logical to assume that the Congress intended for its admonition to extend as well to securities self-regulatory organizations such as the NASD.


Moreover, the Gramm-Leach-Bliley Act specifically embraced the concept of functional regulation.  Allowing the Commission or the NASD to supervise legitimate bank securities activities flies in the face of that concept.  Accordingly, we urge the NASD to clarify that Rule 3040 does not require broker-dealer supervision of permissible bank securities activities engaged in by dual employees.

III. GLBA Exempted Bank Securities Activities Are Subject to Banking Agency Regulations that Address the Purpose of NASD Rule 3040
           The Congress exempted the specific bank activities listed in Section 201 of GLBA  from the securities laws because it recognized, among other things, that supervision by the bank regulators effectively addressed the investor protection concerns—concerns that NASD Rule 3040 was intended, in part, to cover.
  Banking supervisors frequently review bank compliance with these and other regulations, examining larger banks annually and smaller banks every 18 months.  Indeed, some of the larger institutions even have on-site resident bank examiners.  In addition, banks have both audit and compliance departments overseeing their banking activities, as well as outside auditing firms.  Application of Rule 3040 as currently configured would in many instances conflict with the manner in which these highly regulated activities are conducted.  In addition, the protections and purposes sought to be served by Rule 3040 are unnecessary in light of the extensive system of regulation applicable to securities activities conducted in the bank.  We highlight below the current scheme of regulation for those bank securities activities where we believe there is some possibility that the applicability of Rule 3040 could be called into question. 

A.  Trust and Fiduciary Activities

As we have previously discussed with staff of the NASD, the trust and fiduciary area of the bank is quite likely to have dual employees involved in offering customers asset management services through the trust department and brokerage services through a registered broker-dealer.
  In fact, dual bank trust department/broker-dealer employees is very common at both large and small institutions.  As we demonstrate below, the regulatory system applicable to bank trust and fiduciary activities does not warrant application of Rule 3040 to those securities activities conducted by bank trust department employees.

Bank trustees and fiduciaries are subject to a variety of common law fiduciary duties.  Many states have codified these equitable principles in statutes governing the actions of fiduciaries.  Additionally, bank trustees are subject to federal banking regulations, many of which embody these common law principles as well as providing additional guidance regarding bank securities activities effected on behalf of trusts and other fiduciary accounts.  Finally, when employee benefit plans are involved, the fiduciary protection provisions of the Employee Retirement Income Security Act are triggered.


One of the most important trustee duties is the duty of loyalty.  That duty requires the trustee to administer the trust solely in the best interests of the beneficiaries.  Self-dealing transactions, i.e., transactions that create a potential conflict between the trustee’s personal interests and its obligations as trustee, are strictly prohibited.  Thus a trustee is prohibited from using trust property for its individual benefit and cannot invest trust funds in the trustee bank’s own stock or proprietary mutual funds.  The only way to surmount a conflict of interest is for the self-dealing transaction to be authorized by the trust instrument, court order, and local law or with the consent of all beneficiaries.  With respect to employee benefit plans, plan assets cannot be used for the benefit of any party other than the plan or its beneficiaries, absent a prohibited transaction exemption granted by the Department of Labor.


Another important fiduciary duty is the trustee’s duty to exercise such care and skill as a person of ordinary prudence would exercise in the conduct of his or her own affairs.  The “prudent person” rule is a general statement of the fiduciary’s investment responsibility.  In recent years, the prudent person rule has incorporated the “modern portfolio theory” of investing providing trustees with greater flexibility to achieve a higher degree of diversification and more appropriate risk management techniques for a trust portfolio.  Under the modern portfolio theory, no investment is per se imprudent, but rather must be appropriate for the portfolio as a whole and as part of an overall investment strategy, taking into account diversification, appropriate determinations of risk and return for the trust, and delegation of investment decisions.  


At the federal level, national bank fiduciary activities are regulated by Part 9 of the Office of the Comptroller of the Currency’s (“OCC”) regulations.  While Part 9 technically applies only to national banks, most state banks also conform their fiduciary activities to its requirements and are examined by state and federal bank examiners for compliance with those requirements.  OCC regulations require a national bank to obtain a fiduciary license from the OCC before the bank may act in a fiduciary capacity.  To qualify for a fiduciary license, the bank must demonstrate that it has qualified fiduciary management, adequate capital to support the activity, and is operating in a safe and sound manner.


Under Part 9, a national bank is required to adopt written policies and procedures to ensure compliance with applicable fiduciary laws and is subject to regular examination by the OCC to ensure compliance.  Such policies and procedures must address, among other things: brokerage placement practices; prevention of use of material inside information by fiduciary officers and employees; prevention of self-dealing and conflicts of interest; selection and retention of legal counsel available to advise bank and fiduciary officers and employees on fiduciary matters; and investment of funds held as fiduciary, including short-term investments and treatment of fiduciary funds awaiting investment or distribution.  Part 9 also adopts the duty of loyalty in its provisions prohibiting self-dealing and conflicts of interest, as have many states through statute and regulations.


A national bank fiduciary also must review annually all assets in each individual fiduciary account to determine whether they are appropriate for the account individually and collectively.  Annual audits of fiduciary activities are required unless the bank adopts a continuous audit system that audits each fiduciary activity at intervals consistent with the nature and risk of the activity.  Assets of fiduciary accounts must be held in the joint custody or control of not less than two custodial officers or employees, and must be separate from the bank’s assets and separate from all other fiduciary accounts.  Finally, policies and procedures to ensure the fair and equitable allocation of trades among accounts and reporting of personal securities transactions by investment officers is also required by OCC regulations.

As we highlight above, bank trust and fiduciary activities are highly regulated by state or federal regulators.  Investor protections are assured under common law and state and federal banking and fiduciary laws.  Investors understand that they are purchasing trust and fiduciary services through a bank or trust company.  All the reasons advanced for promulgating Rule 3040 are satisfied and no need exists to require bank securities activities conducted under the trust and fiduciary exception by dual bank/broker-dealer employees to be subject to the Rule 3040.

B. Safekeeping and Custody

            Banks serve as custodians for a variety of customers including mutual funds, investment managers, retirement plans, bank fiduciary accounts, charitable foundations and endowments.
  As a custodian, a bank is generally responsible for:

· Safekeeping of stocks and bonds;

· Execution of purchases and sales according to the principal’s instructions;

· Issuance of itemized statements showing cash and securities transactions; including a list of current market value;

· Daily sweep and investment of idle cash;

· Collection of dividends and interest plus disbursement or reinvestment according to the principal’s direction;

· Notification of security changes such as defaults, tender offers, and stock splits;

· Receipt and delivery of securities according to the principal’s directions, and

· Recordkeeping for tax purposes.

Generally, a bank custodian is not considered a fiduciary, unless the custodian performs functions that are fiduciary in nature.  For example, a custodian may be charged under the governing instrument or contract with investing idle cash in investment grade investments.  In making the investment selection, the custodian is exercising investment discretion and would be acting in fiduciary capacity subject to the rules and regulations cited in the section above.

Governing laws may also determine that bank custodians are fiduciaries.  For example certain state laws,
 as well as ERISA, specify that custodians are fiduciaries and are thus subject to state fiduciary law, Regulation 9 and/or ERISA.

As a custodian, banks are potentially subject to numerous other rules and regulations, including the Investment Company Act of 1940, the SEC’s shareholder communication rules, recordkeeping and confirmation requirements, brokerage placement requirements and personal trading requirements.
    In addition, bank custodians must comply with state unclaimed property laws, privacy rules, anti-money laundering and suspicious activity reporting requirements, tax treaties between the U.S. and foreign countries, and various other regulatory guidance directed at such topics as free-riding and securities lending activities.

Bank custodial services are often housed in or near the bank’s trust department.  As discussed above, custodians may legally be fiduciaries under certain circumstances or with respect to certain types of accounts, e.g., employee benefit accounts.  In addition, custodial services are often times viewed by the bank as an entrée to full trust and fiduciary services.  Consequently, it makes sense to house custodial activities within an existing fiduciary framework (sales, administration, investment, operations, legal, compliance and auditing) and custodial clients reap the benefits of these associations.

It would not be uncommon for a relationship or administrative officer in the safekeeping and custody area of the bank to also be a registered representative of an NASD member firm.  Banks often use these dual employees when selling or explaining bank custodial services to customers.  For example, a bank custodial employee may visit with a plan sponsor/ employer for whom the bank serves as employee benefit plan custodian to explain investment options to plan beneficiaries/employees.  Those same employees may approach the bank employee regarding investing after-tax dollars (retail monies) in mutual funds offered by the bank.  The employee, not wanting to turn the prospective customer away, dons his registered representative hat and discusses investments with the prospective customer.  Any retail sale activity engaged in by the dual employee would, of course, be conducted through the brokerage firm, subject to firm supervision and NASD oversight and examination.  The employee’s employee benefit custodial activities should not, however.

As discussed above, bank custodial activities are subject to numerous investor protection provisions of the law including fair and equitable trade allocation requirements, privacy protections, prohibitions against self-dealing and, where appropriate, prudent investor rules.  In addition, bank custodial activities are examined no less frequently than every 18 months by bank regulators for compliance with these and numerous other provisions of law.  Accordingly, we would submit that no need exists to extend Rule 3040’s protections to dual bank custodial/broker-dealer employees.

C. Networking Arrangements

Title II exempts from push-out support services provided by bank employees to third-party and affiliated brokers in connection with the sale of securities to bank customers.  In order to qualify for the exception, such networking services must satisfy a number of conditions that closely parallel similar requirements under the Interagency Statement on Retail Sales of Nondeposit Investment Products (Interagency Statement).
  These conditions are:

· Clear identification that the broker is providing the brokerage services;

· Brokerage services are provided in an area that is clearly marked and, to the extent practicable, physically separate from routine deposit-taking activities;

· Advertising or promotional materials clearly indicate that the brokerage services are being provided by the broker, not the bank;

· Such materials comply with the federal securities laws before they are distributed;

· Bank employees perform only ministerial or clerical functions in connection with the brokerage activities (but they can forward customer funds or securities and can generally describe the range of investment vehicles available);

· Bank employees (other than those who are “associated persons” of a broker-dealer) do not directly receive “incentive compensation” for any brokerage transaction (but they may receive referral fees if the compensation is a one-time cash fee of a fixed dollar amount and the fee is not contingent on a transaction occurring);

· All customers who receive brokerage services are fully disclosed to the broker-dealer;

· The bank does not carry a securities account of the customer except as a custodian or trustee; and

· The customer is informed that the securities services are provided by the broker, not the bank, and the securities are not deposits or other obligations of the bank, are not insured by the Federal Deposit Insurance Corporation. 

The SEC has permitted registered broker/dealers to enter into “networking” arrangements with depository institutions under similar circumstances.
  Specifically, a written customer access agreement that sets forth the responsibilities of the parties is required, including the broker-dealer’s responsibility to control, supervise and be responsible for all of its registered representatives.   And the NASD has approved the brokerage activities of its members conducted on the premises of federally regulated banks in Rule 2350.
  Indeed, in this connection, the NASD has described the Interagency Statement as embodying “many of the investor protection concepts of the SEC’s Chubb letter.”

   In light of this history and the NASD’s own recognition that investors are adequately protected under existing bank regulatory guidance, no need exists to extend Rule 3040 to regulate bank employees performing services specifically permitted under the networking exception, for example, describing investment products generally available through the registered broker-dealer.  When acting as bank employees in accordance with the dictates of the networking exception, dual employees are subject to supervision by their federal banking regulator.  In addition, it would be largely redundant to subject transactions effected by dual employees to the written notification and approval procedures of Rule 3040 when many of these same procedures are required under the customer access agreement mandated under the Chubb no-action letter.  

D.  Equity Derivative Activities


Broker transactions involving certain “ identified banking products” are excepted from being pushed-out of the bank even if the banking product were later determined to be a “security” under the federal securities laws.  “Identified banking products” includes “any swap agreement, including credit and equity swaps,” except for equity swaps that are sold directly to non-qualified investors.  “Qualified investors” include numerous sophisticated persons such as banks, insurance companies, registered investment companies, retirement plans under ERISA and other institutional investors, as well as individuals, business entities and governments and governmental agencies that have specified levels of discretionary investment assets.  Thus, a bank may sell a derivative product, including an equity derivative, directly to any institutional investor, as well as to certain non-institutional investors without the assistance of a registered broker-dealer.  


Specifically, only equity derivative transactions with individuals, corporations, partnerships or other business entities with less than $25 million in discretionary investments or governments (including political subdivisions or agencies) with less than $50 million in discretionary investments arguably must be executed through a registered broker-dealer.  In addition to this ceiling on the definition of a non-qualified investor, there is a floor -- the general requirement of the Commodity Exchange Act that over-the-counter derivatives be traded only among eligible contract participants.  An eligible contract participant is defined in a manner similar to a qualified investor with the exception that corporations and natural persons must have $10 million in assets and governmental entities must have more than $25 million in assets to trade in such instruments.  

Consequently, if it were to be determined that certain equity derivatives are “securities,”
 then a bank that wished to sell these equity derivatives to municipalities with investment portfolios of less than $50 million or corporations or natural persons with investment portfolios of less than $25 million would have to sell these instruments through a registered broker-dealer.  The bank could still book the equity derivatives in the bank, however.  In order to maximize efficiency with respect to equity derivatives activities, banks will require their salespersons to be dual-hatted as bank and broker-dealer employees.  This situation is most likely to occur in those banks that cater to the risk management needs of all sorts of customers, including those that do not meet the definition of qualified investor. 



All bank derivative activities are subject to extensive and frequent regulation by federal banking supervisors.  Guidance issued by the Office of the Comptroller of the Currency, for example, identifies the safe and sound banking practices national banks engaged in derivatives transactions must follow.
  These practices include a requirement that: “senior management of national banks that act as dealers of financial derivatives…establish policies to ensure that individuals involved in the sales and trading units sufficiently understand derivatives instruments to identify instances in which a bank customer may not fully understand the risks associated with a particular transaction.”  National banks also must have comprehensive risk management systems that incorporate effective management supervision and oversight by the bank’s board of directors, as well as limits and controls on the level of risk with respect to counterparty credit, concentrations and other relevant market factors.  


Bank regulatory guidance also requires national bank management to ensure that personnel independent of the trading unit provide credit authorizations.  Credit officers must be sufficiently qualified to identify and assess the level of credit risk inherent in a proposed derivatives transaction and to identify if a proposed derivatives transaction is consistent with a counterparty’s policies and procedures with respect to derivatives transactions.  Banks that function as dealers need to ensure that the credit officers responsible for establishing and changing financial derivatives credit lines understand the applicability of financial derivatives instruments to the risks the bank customer is attempting to manage.


Prior to engaging in derivatives transactions, a national bank must reasonably satisfy itself that its counterparties have the legal, and any necessary regulatory, authority to engage in such transactions and that the terms of any contract governing its derivatives activities with a counterparty are legally sound.

 Bank regulation imposes an “appropriateness” standard on bank derivative transactions. The “appropriateness standard” applies to banks acting in either a principal or agency capacity, requiring it to assess, based on currently available information, whether a cash or derivative instrument to be sold is appropriate for a customer.  A bank must understand the risk its counterparty is trying to manage or assume in designing a derivatives transaction.  Unless it does so, the bank cannot make an appropriate evaluation of the credit risk of the transaction.  The bank must also ensure that its counterparty understands the general market risk profile of the derivative transaction, and should explain how (particularly if the counterparty lacks sophistication in derivatives) the transaction will achieve the counterparty’s objectives.


If the bank believes a particular transaction is inappropriate for a customer, and that customer insists on proceeding after the bank advises against the transaction, the bank must document its analysis and the information it provided to the customer.  

Given the extensive regulation of bank derivatives activities by federal banking supervisors and the investor protections provided by bank regulatory guidance, no need exists to apply Rule 3040 to bank/broker-dealer dual employee situations involving equity derivative activities.  Indeed, it would be needlessly duplicative and burdensome to apply it to these activities.

E. Government, municipal securities and other activities

Banks may continue under Title II of GLBA to sell U.S. government and agency and municipal securities through the bank.
  Under some circumstances, the bank securities salesperson may also hold a Series 7 license with an affiliated or third-party broker in order to sell through the brokerage firm mutual funds, annuities and corporate debt and equity securities.  Dual hatting of bank government and/or municipal securities sales persons will occur where the bank does not have the requisite book of business to employ individuals dedicated to selling only government and/or municipal securities.

Banks involved in government securities sales activities are extensively regulated.  Banks that hold themselves out as selling U.S. government securities must register as government securities brokers under regulations promulgated under Section 15C of the Exchange Act.
  These regulations, equally applicable to all financial institutions, bank and broker-dealer alike, involved with the sale of government securities, address possession and control of customer securities, recordkeeping, and reporting requirements.  Examination for compliance with these regulations is vested with the banks primary federal regulator:  the Federal Reserve Board, the Office of the Comptroller of the Currency, or the Federal Deposit Insurance Corporation. 

Sales practice rules for banks that are registered government securities brokers or dealers require banks to observe high standards of commercial honor and just and equitable principles of trade in the conducts of its business as a government securities broker or dealer.  Bank broker-dealers must have reasonable grounds for believing that a recommendation concerning government securities is suitable for a customer based on any fact disclosed by the customer concerning the customer’s financial situation and other securities holdings.  These rules are substantially identical to the NASD’s suitability rules.

With respect to municipal securities activities, bank dealers are required to follow the rules of the Municipal Securities Rulemaking Board, the exact same rules and interpretations applicable to NASD member firms engaged in municipal securities activities.  Because the MSRB lacks inspection or enforcement authority, examination and enforcement of its rules rests with the banking regulators for banks and the NASD or SEC for broker-dealer firms.  As the NASD is aware, the MSRB’s rules and interpretations require securities professionals to be qualified and licensed and subject them to continuing education requirements.  MSRB rules also address, among other things, suitability of customer recommendations, use of customer assets, reporting, and recordkeeping responsibilities of municipal securities professionals.

The ABA and ABASA would submit that, given the extensive regulation of bank employees engaged in government and municipal securities activities—regulation that is virtually identical to that applicable to broker-dealers—no need exists to apply Rule 3040 to bank/broker-dealer dual employee situations where the bank employee is effecting securities transactions under either the government or municipal securities exceptions from push-out.

We would also submit that no reason exists to apply Rule 3040 to those situations involving bank/broker-dealer employees involved in private placement activities.  Specifically, the Congress determined to allow private placement activity to continue to be conducted in the bank, so long as the bank does not have an affiliated broker-dealer engaged in corporate debt and equity underwriting.  It is conceivable that a bank with a broker-dealer engaged in underwriting and dealing in securities other than corporate debt and equity or simply engaged in retail brokerage activities could have a dual employee engaged in private placement sales through the bank and, at the same time, engaged in some other securities sales activities (not protected from push-out) through the broker-dealer.  

Finally, brokering of loan participations and dealing in asset-backed securities are two other exceptions from push-out that raise the possibility of dual bank/broker-dealer employees.  Similar to the equity derivative situation, both exceptions turn on the definition of qualified investor, although this time the requisite dollar amount in an investment portfolio for corporations and natural persons is lowered from $25 million to $10 million (the investment portfolio for municipalities continues to be pegged at $50 million).  Again where a bank caters to customers that fall below and above the dollar thresholds for qualified investor status, the use of dual employees is likely to increase.  Because these activities are subject to bank regulation and supervision, we would submit that no reason exists to apply Rule 3040 to these situations as well.

*
*
*


In conclusion, the ABA and ABASA do not believe that Rule 3040 should apply to the activities of bank/broker-dealer dual employees when effecting securities transactions specifically permitted under Section 201 of the Gramm-Leach-Bliley Act.  As the attached documentation makes clear, dual employees when serving in their bank employee capacity are already subject to a comprehensive system of regulation.  Applying Rule 3040 to these employees would be, in our view, unnecessary and counter to the intent of Congress in enacting Title II of the Gramm-Leach-Bliley Act.  If the NASD’s purpose has never been regulation for its own sake, as NASD CEO Glauber has stated, but “efficient self-regulation for the sake of market integrity and investor confidence,” then we urge the NASD to consider what purpose application of Rule 3040 would have in the context of dual bank/broker-dealer employees.


Please do not hesitate to contact the undersigned should you have any questions or wish to discuss this matter further.

Sincerely,

Sarah A. Miller

Attachments:

Tab A - Index of Statutes and Regulations

 Governing Bank Securities Activities


� The ABA brings together all categories of banking institutions to best represent the interests of this rapidly changing industry.  Its membership—which includes community, regional, and money center banks and holding companies, as well as savings associations, trust companies, and savings banks—makes ABA the largest trade association in the country.





� ABASA is a separately chartered affiliate of the ABA representing those holding company members of the ABA that are most actively engaged in securities underwriting and dealing activities, offering proprietary mutual funds, and derivative activities.


� See “Re: New Rule of Fair Practice Relating to Private Securities Transactions,” NASD Notice to Members 85-84.


� “Selling compensation” is defined as “any compensation paid directly or indirectly from whatever source in connection with or as a result of the purchase or sale of a security, including, though not limited to, commissions; finder’s fees; securities or rights to acquire securities; rights of participation in profits, tax benefits, or dissolution proceeds, as a general partner or otherwise; or expense reimbursements.”  See Rule 3040(e)(2).


� In addressing recordkeeping requirements when a dual employee is both a registered representative and a registered investment adviser, the NASD has indicated that the Rule’s books and records requirements could involve maintaining:


Dated notifications from the dual employee detailing the services to be performed by the dual employee and the identify of each customer of the dual employee serviced at another firm in a private securities transaction;


Dated responses from the NASD member to the dual employee acknowledging and approving or disapproving the dual employee’s intended activities;


A list of dual employees approved to engage in private securities transactions;


A list of customers of the dual employee, including those that are customers of both the member firm and the dual employee, with a cross reference to the dual employee;


Copies of customer account opening cards to determine, among other things, suitability;


Copies of discretionary account agreements;


Duplicate confirmation statements;


Duplicate customer account statements;


A correspondence file for customers of the dual employee;


Investment advisory agreements between the dual employee and each advisory client;


Certain advertising materials and sales literature used by the dual employee;


Certain exception reports; and


Supervisory procedures designed to address compliance with Rue 3040.


NASD Notice to Members 96-33 (May 1996).


�  Section 202 excepts from the definition of a dealer under the Exchange Act certain bank activities including those transactions in commercial paper or bills, bankers acceptances, exempted securities, or in identified banking products.





� Conf. Rep. 106-434, 106th Cong. 1st Sess. at 164 (1999).





� S. Rep. No. 106-44, 106th Cong. 1st Sess. at 10 (1999).  See also S. Rep. No. 105-336, 105th Cong. 2nd Sess. at 10 (1998).





� For the NASD’s convenience, ABA has provided binders containing applicable statutes and regulations governing bank securities activities.  This compilation of laws and regulations is not exhaustive, rather it is a fair sampling of the existing laws and regulations applicable to bank securities activities. Tab A to this letter contains an index of the laws and regulations submitted with this letter.


� Title II excepts trust and fiduciary activities from brokerage registration so long as the bank effects transactions in a trust or fiduciary capacity; the trust department is regularly examined by bank examiners for compliance with fiduciary principles and standards; the bank is chiefly compensated by way of an administrative or annual fee; a percentage of assets under management; a flat or capped per order processing fee that does not exceed the cost of executing the securities transaction for trust or fiduciary customers, or a combination of such fees; the bank does not publicly solicit brokerage business, other than by advertising that it effects transactions in securities as part of its overall advertising of its general trust business; and the bank directs all trades of publicly traded domestic securities through a registered broker-dealer, except for certain cross trades made by the bank or between the bank and an affiliated fiduciary.  See Section 201 of Title II adding new paragraph (B)(ii) to Section 3(a)(4) of the Exchange Act.


� See, e.g., Restatement (Second) of Trusts Section 170; Mich. Comp. Laws Section 700.1212 (trustee shall discharge duty of undivided loyalty to all heirs, devisees, beneficiaries, protected individuals or wards for whom the person is a fiduciary).


� See 12 CFR 12.7. 


� Section 201 of Title II excepts from push-out activities conducted in connection with safekeeping and custody services, specifically those services where the bank, as part of customary banking activities provides safekeeping or custody services with respect to securities.  See new paragraph (B)(viii) added to Section 3(a)(4) of the Exchange Act.


� Monty P. Gregor, Trust Basics at 43 (1998).


� See, e.g., Colo. Rev. Stat. Section 11-10-105(6) (“Fiduciary business” means “estate and trust administration, conservatorship, agency, escrow, and custodian business ….”).


� See, e.g., 12 CFR 12.3, 12.4, 12.5, and 12.7.


� The Interagency Statement was jointly issued by the Board of Governors of the Federal Reserve System, the Federal Deposit Insurance Corporation, the Office of the Comptroller of the Currency, and the Office of Thrift Supervision (“OTS”) on February 15, 1999.  It was subsequently amended on September 15, 1995.


� See Chubb Securities Corporation No-Action Letter (November 24, 1993).


� See SEC Issues Policy Governing Broker Dealer Activity on Bank Premises, NASD Notice to Members 94-47.  


� The recently-passed Commodity Futures Modernization Act of 2000 (“CFMA”) has substantially reduced the possibility of that an equity derivative will be defined as a “security.”  This is so because the CFMA amends the definition of “security” under the Securities Act and the Securities Exchange Act to make clear that “security-based swaps” are not securities.  However, the term “security-based swaps” does not encompass options on securities, and as a result, options on securities remain within the definition of “security” under the securities laws.  It is therefore conceivable that certain equity derivatives could be determined to be options on securities and that such instruments are “securities” and not “security-based swap agreements.” A bank would be prohibited from providing such instruments to non-qualified investors, except through a registered securities broker-dealer.


� The OCC’s Handbook “Risk Management of Financial Derivatives” includes extensive questions and procedures for evaluating a bank’s compliance with BC-277 and other OCC requirements for bank derivatives activities.  Other banking agency guidance on bank derivative activities includes: “FFIEC Supervisory Policy Statement on Investment Securities and End User Derivatives Activities,” 63 Fed. Reg. 20191 (April 23, 1998); Federal Reserve Board Supervisory Release 99-3; Federal Reserve Board Trading and Capital Markets Activities Manual; Federal Reserve Board Supervisory Release 93-69; OCC Interpretive Letters Nos. 652 (Sept. 13, 1994); 725 (May 10, 1996); 892 (Sept. 13, 2000); and 982 (Sept. 8, 2000); Banking Bulletin 96-43 (Aug. 12, 1996); and OCC News Releases 95-58 & 96-52





� See Section 201 adding new subparagraphs (B)(iii) and (x) to Section 3(a)(4) of the Exchange Act.


� 17 CFR Parts 400-450.
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