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Partial Amendment

The self-regulatory organization must provide all required information, presented in a
clear and comprehensible manner, to enable the public to provide meaningful
comment on the proposal and for the Commission to determine whether the proposal
is consistent with the Act and applicable rules and regulations under the Act.

The Notice section of this Form 19b-4 must comply with the guidelines for publication
in the Federal Register as well as any requirements for electronic filing as published
by the Commission (if applicable). The Office of the Federal Register (OFR) offers
guidance on Federal Register publication requirements in the Federal Register
Document Drafting Handbook, October 1998 Revision. For example, all references to
the federal securities laws must include the corresponding cite to the United States
Code in a footnote. All references to SEC rules must include the corresponding cite
to the Code of Federal Regulations in a footnote. All references to Securities
Exchange Act Releases must include the release number, release date, Federal
Register cite, Federal Register date, and corresponding file number (e.g., SR-[SRO]
-xx-xx). A material failure to comply with these guidelines will result in the proposed
rule change being deemed not properly filed. See also Rule 0-3 under the Act (17
CFR 240.0-3)

The Notice section of this Form 19b-4 must comply with the guidelines for publication
in the Federal Register as well as any requirements for electronic filing as published
by the Commission (if applicable). The Office of the Federal Register (OFR) offers
guidance on Federal Register publication requirements in the Federal Register
Document Drafting Handbook, October 1998 Revision. For example, all references to
the federal securities laws must include the corresponding cite to the United States
Code in a footnote. All references to SEC rules must include the corresponding cite
to the Code of Federal Regulations in a footnote. All references to Securities
Exchange Act Releases must include the release number, release date, Federal
Register cite, Federal Register date, and corresponding file number (e.g., SR-[SRO]
-Xx-XX). A material failure to comply with these guidelines will result in the proposed
rule change, security-based swap submission, or advance notice being deemed not
properly filed. See also Rule 0-3 under the Act (17 CFR 240.0-3)

Copies of notices, written comments, transcripts, other communications. If such
documents cannot be filed electronically in accordance with Instruction F, they shall be
filed in accordance with Instruction G.

Copies of any form, report, or questionnaire that the self-regulatory organization
proposes to use to help implement or operate the proposed rule change, or that is
referred to by the proposed rule change.

The full text shall be marked, in any convenient manner, to indicate additions to and
deletions from the immediately preceding filing. The purpose of Exhibit 4 is to permit
the staff to identify immediately the changes made from the text of the rule with which
it has been working.

The self-regulatory organization may choose to attach as Exhibit 5 proposed changes
to rule text in place of providing it in Item | and which may otherwise be more easily
readable if provided separately from Form 19b-4. Exhibit 5 shall be considered part
of the proposed rule change.

If the self-regulatory organization is amending only part of the text of a lengthy
proposed rule change, it may, with the Commission's permission, file only those
portions of the text of the proposed rule change in which changes are being made if
the filing (i.e. partial amendment) is clearly understandable on its face. Such partial
amendment shall be clearly identified and marked to show deletions and additions.
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1. Text of the Proposed Rule Change

Pursuant to the provisions of Section 19(b)(1) of the Securities Exchange Act of
1934 (the “Act” or “Exchange Act”),! and Rule 19b-4 thereunder,? the Municipal
Securities Rulemaking Board (the “MSRB” or “Board”) is filing with the Securities and
Exchange Commission (the “SEC” or “Commission”) a proposed rule change consisting
of proposed new Rule G-42, on duties of non-solicitor municipal advisors (“Proposed
Rule G-42” or “proposed rule”) and proposed amendments to Rule G-8, on books and
records to be made by brokers, dealers, municipal securities dealers, and municipal
advisors (collectively, the “proposed rule change”). The MSRB requests that the
proposed rule change be approved with an implementation date six months after the
Commission approval date for all changes.

(@) The text of the proposed rule change is attached as Exhibit 5. Text proposed to
be added is underlined, and text proposed to be deleted is enclosed in brackets.

(b) Not applicable.
(c) Not applicable.
2. Procedures of the Self-Regulatory Organization

The proposed rule change was approved by the Board at its meeting on September
17, 2014. Questions concerning this filing may be directed to Michael L. Post, General
Counsel - Regulatory Affairs, Sharon Zackula, Associate General Counsel, or Benjamin
A. Tecmire, Counsel, at (703) 797-6600.

3. Self-Regulatory Organization’s Statement of the Purpose of, and Statutory
Basis for, the Proposed Rule Change

(@) Purpose

Following the financial crisis of 2008, Congress enacted the Dodd-Frank Wall
Street Reform and Consumer Protection Act (the “Dodd-Frank Act”).® The Dodd-Frank
Act establishes a new federal regulatory regime requiring municipal advisors to register
with the SEC, deeming them to owe a fiduciary duty to their municipal entity clients and
granting the MSRB rulemaking authority over them. The MSRB, in the exercise of that
authority, is currently developing a comprehensive regulatory framework for municipal
advisors. A significant element of that regulatory framework is Proposed Rule G-42,
which would establish core standards of conduct for municipal advisors that engage in

! 15 U.S.C. 78s(b)(2).
2 17 CFR 240.19b-4.

3 Pub. Law No. 111-203, 124 Stat. 1376 (2010).
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municipal advisory activities, other than municipal advisory solicitation activities
(hereinafter, “municipal advisors”).* Proposed Rule G-42 is accompanied by associated
proposed amendments to Rule G-8.

Proposed Rule G-42

Proposed Rule G-42 would establish the core standards of conduct and duties of
municipal advisors when engaging in municipal advisory activities. The proposed rule
draws on aspects of existing law and regulation under other relevant regulatory regimes,
including those applicable to brokers, dealers and municipal securities dealers under
MSRB rules and the Exchange Act, investment advisers under the Investment Advisers
Act of 1940° (“Investment Advisers Act”) and commodity trading advisors under the
Commodity Exchange Act (“CEA”).°

In summary, the core provisions of Proposed Rule G-42 would:

e Establish certain standards of conduct consistent with the fiduciary duty owed
by a municipal advisor to its municipal entity clients, which includes, without
limitation, a duty of care and of loyalty;

e Establish the standard of care owed by a municipal advisor to its obligated
person clients;

e Require the full and fair disclosure, in writing, of all material conflicts of
interest and legal or disciplinary events that are material to a client’s
evaluation of a municipal advisor;

e Require the documentation of the municipal advisory relationship, specifying
certain aspects of the relationship that must be included in the documentation;

e Require that recommendations made by a municipal advisor are suitable for
its clients, or determine the suitability of recommendations made by third
parties when appropriate; and

4 See Registration of Municipal Advisors, Rel. No. 34-70462 (Sept. 20, 2013), 78
FR 67467, at 67519, note 679 (Nov. 12, 2013) (“SEC Final Rule”) (recognizing
that the regulation of municipal advisors includes the “application of standards of
conduct . . . that may be required by the Commission or the MSRB, and other
requirements unique to municipal advisors that may be imposed by the MSRB”).
The proposed rule change would not apply to municipal advisors when engaging
in the solicitation of a municipal entity or obligated person within the meaning of
Exchange Act Section 15B(e)(9) (15 U.S.C. 780-4(¢)(9)).

> 15 U.S.C. 80b-1 et seq.

® 7U.S.C. 1etseq.
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e Specifically prohibit a municipal advisor from engaging in certain activities,
including, in summary:

O receiving excessive compensation;

o0 delivering inaccurate invoices for fees or expenses;

o0 making false or misleading representations about the municipal
advisor’s resources, capacity or knowledge;

O participating in certain fee-splitting arrangements with underwriters;

O participating in any undisclosed fee-splitting arrangements with
providers of investments or services to a municipal entity or obligated
person client of the municipal advisor;

o0 making payments for the purpose of obtaining or retaining an
engagement to perform municipal advisory activities, with limited
exceptions; and

O entering into certain principal transactions with the municipal
advisor’s municipal entity clients.

In addition, the proposed rule change would define key terms used in Proposed
Rule G-42 and provide supplementary material. The supplementary material would
provide additional guidance on the core concepts in the proposed rule, such as the duty of
care, the duty of loyalty, suitability of recommendations and “Know Your Client”
obligations; provide context for issues such as the scope of an engagement, conflicts of
interest disclosures, excessive compensation and the impact of client action that is
independent of or contrary to the advice of a municipal advisor, and the applicability of
the proposed rule change to 529 college savings plans (“529 plans”) and other municipal
entities; provide guidance regarding the definition of “engage in a principal transaction;”
the continued applicability of state and other laws regarding fiduciary and other duties
owed by municipal advisors; and, finally, include information regarding requirements
that must be met for a municipal advisor to be relieved of certain provisions of Proposed
Rule G-42 in instances when it inadvertently engages in municipal advisory activities.

Standards of Conduct

Section (a) of Proposed Rule G-42 would establish the core standards of conduct
and duties applicable to municipal advisors. The approach toward the core standards and
duties in Proposed Rule G-42 flows from the distinctions drawn in the Dodd-Frank Act
between a municipal advisor’s duties owed to clients that are municipal entities and those
duties owed to clients that are obligated persons. The Dodd-Frank Act specifically deems
a municipal advisor to owe a fiduciary duty to its municipal entity clients.” In contrast,

! See Section 15B(c)(1) of the Exchange Act, 15 U.S.C. 780-4(c)(1) which
provides:

A municipal advisor and any person associated with such
municipal advisor shall be deemed to have a fiduciary duty to any
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the Dodd-Frank Act does not impose a fiduciary duty with respect to a municipal
advisor’s obligated person clients.®

Subsection (a)(i) of Proposed Rule G-42 would provide that each municipal
advisor in the conduct of its municipal advisory activities for an obligated person client is
subject to a duty of care. Subsection (a)(ii) would provide that each municipal advisor in
the conduct of its municipal advisory activities for a municipal entity client is subject to a
fiduciary duty, which includes, without limitation, a duty of loyalty and a duty of care.
The standards contained in these subsections would not supersede any more restrictive
provisions of state or other laws applicable to the activities of municipal advisors.

Proposed supplementary material would provide guidance on the duty of care and
the duty of loyalty. Generally, in lieu of providing detailed requirements, the duties
would be described in terms that would empower the client to, in large part, determine
the scope of services and control the engagement with the municipal advisor (with the
municipal advisor’s agreement).

Paragraph .01 of the Supplementary Material would describe the duty of care to
require, without limitation, a municipal advisor to: (1) exercise due care in performing its
municipal advisory activities; (2) possess the degree of knowledge and expertise needed
to provide the municipal entity or obligated person client with informed advice; (3) make
a reasonable inquiry as to the facts that are relevant to a client’s determination as to
whether to proceed with a course of action or that form the basis for any advice provided
to the client; and (4) undertake a reasonable investigation to determine that the municipal
advisor is not basing any recommendation on materially inaccurate or incomplete
information. The duty of care that would be established in section (a) of Proposed Rule
G-42, would also require the municipal advisor to have a reasonable basis for: any advice
provided to or on behalf of a client;® any representations made in a certificate that it signs
that will be reasonably foreseeably relied upon by the client, any other party involved in
the municipal securities transaction or municipal financial product, or investors in the
municipal entity client’s securities or securities secured by payments from an obligated

municipal entity for whom such municipal advisor acts as a
municipal advisor, and no municipal advisor may engage in any
act, practice, or course of business which is not consistent with a
municipal advisor’s fiduciary duty or that is in contravention of
any rule of the Board.

8 See SEC Final Rule, 78 FR at 67475, note 100.

The duty of care, which is applicable to all municipal advisory activities, would
apply to the provision of comments following the review of any document and the
provision of language for use in any document -- including an official statement --
to the extent that conduct constituted municipal advisory activity. Furthermore,
such conduct would be required to comport with the fiduciary duty owed in the
case of a municipal entity client.
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person client; and, any information provided to the client or other parties involved in the
municipal securities transaction in connection with the preparation of an official
statement for any issue of municipal securities as to which the advisor is advising.

Paragraph .02 of the Supplementary Material would describe the duty of loyalty
to require, without limitation, a municipal advisor, when engaging in municipal advisory
activities for a municipal entity, to deal honestly and with the utmost good faith with the
client and act in the client’s best interests without regard to the financial or other interests
of the municipal advisor. Paragraph .02 would also provide that the duty of loyalty would
preclude a municipal advisor from engaging in municipal advisory activities with a
municipal entity client if it cannot manage or mitigate its conflicts of interest in a manner
that will permit it to act in the municipal entity’s best interests.

Paragraph .03 of the Supplementary Material would specify that a municipal
advisor is not required to disengage from a municipal advisory relationship if a municipal
entity client or an obligated person client elects a course of action that is independent of
or contrary to advice provided by the municipal advisor.

Paragraph .04 of the Supplementary Material would specify that a municipal
advisor could limit the scope of the municipal advisory activities to be performed to
certain specified activities or services if requested or expressly consented to by the client,
but could not alter the standards of conduct or impose limitations on any of the duties
prescribed by Proposed Rule G-42. Paragraph .04 would provide that, if a municipal
advisor engages in a course of conduct that is inconsistent with the mutually agreed
limitations to the scope of the engagement, it may result in negating the effectiveness of
the limitations.

Paragraph .07 of the Supplementary Material would state, as a general matter,
that, municipal advisors may be subject to fiduciary or other duties under state or other
laws and nothing in Proposed Rule G-42 would supersede any more restrictive provision
of state or other laws applicable to municipal advisory activities.

Disclosure of Conflicts of Interest and Other Information

Section (b) of Proposed Rule G-42 would require a municipal advisor to fully and
fairly disclose to its client in writing all material conflicts of interest, and to do so prior to
or upon engaging in municipal advisory activities. The provision would set forth a non-
exhaustive list of scenarios under which a material conflict of interest would arise or be
deemed to exist and that would require a municipal advisor to provide written disclosures
to its client.

Paragraph (b)(i)(A) would require a municipal advisor to disclose any actual or
potential conflicts of interest of which the municipal advisor becomes aware after
reasonable inquiry that could reasonably be anticipated to impair the municipal advisor’s
ability to provide advice to or on behalf of the client in accordance with the applicable
standards of conduct (i.e., a duty of care or a fiduciary duty). Paragraphs (b)(i)(B)
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through (F) would provide more specific scenarios that give rise to conflicts of interest
that would be deemed to be material and require proper disclosure to a municipal
advisor’s client. Under the proposed rule change, a material conflict of interest would
always include: any affiliate of the municipal advisor that provides any advice, service or
product to or on behalf of the client that is directly related to the municipal advisory
activities to be performed by the disclosing municipal advisor; any payments made by the
municipal advisor, directly or indirectly, to obtain or retain an engagement to perform
municipal advisory activities for the client; any payments received by the municipal
advisor from a third party to enlist the municipal advisor’s recommendations to the client
of its services, any municipal securities transaction or any municipal financial product;
any fee-splitting arrangements involving the municipal advisor and any provider of
investments or services to the client; and any conflicts of interest arising from
compensation for municipal advisory activities to be performed that is contingent on the
size or closing of any transaction as to which the municipal advisor is providing advice.
Paragraph (b)(i)(G) would require municipal advisors to disclose any other engagements
or relationships of the municipal advisor that could reasonably be anticipated to impair its
ability to provide advice to or on behalf of its client in accordance with the applicable
standards of conduct established by section (a) of the proposed rule.

Under subsection (b)(i), if a municipal advisor were to conclude, based on the
exercise of reasonable diligence, that it had no known material conflicts of interest, the
municipal advisor would be required to provide a written statement to the client to that
effect.

Subsection (b)(ii) would require disclosure of any legal or disciplinary event that
would be material to the client’s evaluation of the municipal advisor or the integrity of its
management or advisory personnel. To facilitate the use of existing records, a municipal
advisor would be permitted to fulfill this disclosure obligation by identifying the specific
type of event and specifically referring the client to the relevant portions of the municipal
advisor’s most recent SEC Forms MA or MA-1' filed with the Commission, if the
municipal advisor provides detailed information specifying where the client could access
such forms electronically. The requirement to specifically refer to the relevant portions of
the forms would not be satisfied by a broad reference to the section of the forms
containing such disclosures. Similarly, the specific-information requirement for access to
the forms would not be satisfied by a general reference to the SEC’s Electronic Data
Gathering, Analysis, and Retrieval system (“EDGAR”). A municipal advisor could
alternatively meet this latter requirement, for example, by publishing its most recent
forms on its own website and then providing the client with the direct web link or internet
address.

Paragraph .05 of the Supplementary Material would provide that the required
conflicts of interest disclosures must be sufficiently detailed to inform the client of the
nature, implications and potential consequences of each conflict and must include an
explanation of how the municipal advisor addresses or intends to manage or mitigate

10 See 17 CFR 249.1300 (SEC Form MA); 17 CFR 249.1310 (SEC Form MA-I).
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each conflict.! Coupled with its duty to disclose material conflicts of interest, a
municipal advisor’s obligation to explain how it addresses or intends to manage or
mitigate its material conflicts of interest was included in the proposed rule to reflect the
Board’s intent to eliminate, or at least to expose and reduce the occurrence of, material
conflicts of interest that might incline a municipal adviser to provide advice or a
recommendation which was not disinterested.** If not properly managed or mitigated,
material conflicts of interest could lead to a failure to protect a municipal advisor’s
client’s interest, thereby causing a breach of the duty of care and/or loyalty that would be
established by proposed section (a).

Paragraph .06 of the Supplementary Material would provide that a municipal
advisor that inadvertently engages in municipal advisory activities but does not intend to
continue the municipal advisory activities or enter into a municipal advisory
relationship™® would not be required to comply with sections (b) and (c) of Proposed Rule
G-42 (relating to disclosure of conflicts of interest and documentation of the
relationship), if the municipal advisor takes the prescribed actions listed under paragraph
.06 promptly after it discovers its provision of inadvertent advice. The municipal advisor
would be required to provide to the client a dated document that would include: a
disclaimer stating that the municipal advisor did not intend to provide advice and that,
effective immediately, the municipal advisor has ceased engaging in municipal advisory
activities with respect to that client in regard to all transactions and municipal financial
products as to which advice was inadvertently provided; a notification that the client
should be aware that the municipal advisor has not provided the disclosure of material
conflicts of interest and other information required under section (b); an identification of
all of the advice that was inadvertently provided, based on a reasonable investigation; and

1 This requirement is analogous to the requirement of Form ADV (17 CFR 279.1)

under the Investment Advisers Act (15 U.S.C. 80b-1 et seq.) that obligates an
investment adviser to describe how it addresses certain conflicts of interest with
its clients. See, e.q., Form ADV, Part 2, Item 5.E.1 of Part 2A (requiring an
investment adviser to describe how it will address conflicts of interest that arise in
regards to fees and compensation it receives, including the investment adviser’s
procedures for disclosing the conflicts of interest with its client). See also, Form
ADV, Part 2A Items 6, 10, 11, 14 and 17.

12 See, e.d., SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 191-92
(1963),

13 Under subsection (f)(vi) of Proposed Rule G-42, a municipal advisory

relationship would be deemed to exist when a municipal advisor enters into an
agreement to engage in municipal advisory activities for a municipal entity or
obligated person, and would be deemed to have ended on the earlier of (i) the date
on which the municipal advisory relationship has terminated pursuant to the terms
of the documentation of the municipal advisory relationship required in section
(c) of Proposed Rule G-42 or (ii) the date on which the municipal advisor
withdraws from the municipal advisory relationship.
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a request that the municipal entity or obligated person acknowledge receipt of the
document. The municipal advisor also would be required to conduct a review of its
supervisory and compliance policies and procedures to ensure that they are reasonably
designed to prevent inadvertently providing advice to municipal entities and obligated
persons. The final sentence of paragraph .06 of the Supplementary Material would also
clarify that the satisfaction of the requirements of paragraph .06 would have no effect on
the applicability of any provisions of Proposed Rule G-42 other than sections (b) and (c),
or any other legal requirements applicable to municipal advisory activities. Such other
legal requirements, would include, but would not be limited to, other MSRB rules
(including Rule G-23), Financial Industry Regulatory Authority (“FINRA”) rules or
federal or state laws that apply to municipal advisory activities.**

Documentation of the Municipal Advisory Relationship

Section (c) of Proposed Rule G-42 would require each municipal advisor to
evidence each of its municipal advisory relationships by a writing, or writings created and
delivered to the municipal entity or obligated person client prior to, upon or promptly
after the establishment of the municipal advisory relationship. The documentation would
be required to be dated and include, at a minimum:*

e the form and basis of direct or indirect compensation, if any, for the
municipal advisory activities to be performed, as provided in proposed
subsection (c)(i);

e the information required to be disclosed in proposed section (b), including
the disclosures of conflicts of interest, as provided in proposed subsection

(©)(i);

e adescription of the specific type of information regarding legal and
disciplinary events requested by the Commission on SEC Form MA and
SEC Form MA-I, as provided in proposed subsection (c)(iii), and detailed
information specifying where the client may electronically access the

14 Rule G-23, on activities of financial advisors, generally provides that a dealer that

has a financial advisory relationship (as defined by Rule G-23(b)) with respect to
the issuance of municipal securities is precluded from acquiring all or any portion
of such issue, directly or indirectly, from the issuer as principal, either alone or as
a participant in a syndicate or other similar account formed for that purpose. A
dealer is also, under Rule G-23, precluded from arranging the placement of an
issue with respect to which it has a financial advisory relationship.

15 While no acknowledgement from the client of its receipt of the documentation

would be required, a municipal advisor must, as part of the duty of care it owes its

client, reasonably believe that the documentation was received by its client.
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municipal advisor’s most recent Form MA and each most recent Form
MA-I filed with the Commission;*®

e the date of the last material change to the legal or disciplinary event
disclosures on any SEC Forms MA or MA-I filed with the Commission by
the municipal advisor, as provided in proposed subsection (c)(iv);

e the scope of the municipal advisory activities to be performed and any
limitations on the scope of the engagement, as provided in proposed
subsection (c)(v);

e the date, triggering event, or means for the termination of the municipal
advisory relationship, or, if none, a statement that there is none, as
provided in proposed subsection (c)(vi); and

e any terms relating to withdrawal from the municipal advisory relationship,
as provided in proposed subsection (c)(vii).

Proposed Rule G-42(c) also would require municipal advisors to promptly amend
or supplement the writing(s) during the term of the municipal advisory relationship as
necessary to reflect any material changes or additions in the required information. For
example, if the basis of compensation or scope of services materially changed during the
term of the relationship, the municipal advisor would be required to amend or supplement
the writing(s) and promptly deliver the amended writing(s) or supplement to the client.
The same would be true in the case of material conflicts of interest discovered after the
relationship documentation was last provided to the client. The amendment and
supplementation requirement in proposed section (c) would apply to any material
changes and additions that are discovered, or should have been discovered, based on the
exercise of reasonable diligence by the municipal advisor. Any amendments or
supplementation also would be subject to the requirements of the proposed rule change
that would apply as if it were the first relationship documentation provided to the client.

Proposed Rule G-42(c) is modeled in part on Rule G-23, which requires a broker,
dealer or municipal securities dealer (“dealer”) that enters into a financial advisory
relationship with an issuer to evidence that relationship in writing prior to, upon or
promptly after the inception of that relationship. Like Rule G-23, proposed section (c)

16 Compliance with this requirement could be achieved in the same manner, and (so

long as done upon or prior to engaging in municipal advisory activities for the
client) concurrently with providing to the client the information required under
proposed subsection (b)(ii). However, the description of the events contained in
Forms MA or MA-1 must be sufficiently specific to allow a municipal entity or
obligated person client to understand the nature of any disclosed legal or
disciplinary event. In addition, the municipal advisor must provide detailed
information specifying where the client could access such forms electronically.
See supra note 10 and accompanying text.
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would not require that the writing(s) evidencing the relationship be a bilateral agreement
or contract. For example, if state law provided for the procurement of municipal advisory
services in a manner that did not require a writing sufficient to establish a bilateral
agreement, a municipal advisor could send its client a writing, such as a letter that
references the procurement document and contains the terms and disclosures required by
proposed Rule G-42(b) and (c) to evidence its municipal advisory relationship with its
municipal entity or obligated person client.

Recommendations and Review of Recommendations of Other Parties

Section (d) of Proposed Rule G-42 would provide that a municipal advisor must
not recommend that its client enter into any municipal securities transaction or municipal
financial product unless the municipal advisor has determined, based on the information
obtained through the reasonable diligence of the municipal advisor, whether the
transaction or product is suitable for the client.*” Proposed section (d) also contemplates
that a municipal advisor may be requested by the client to review and determine the
suitability of a recommendation made by a third party to the client. If a client were to
request this type of review, and such review were within the scope of the engagement, the
municipal advisor’s determination regarding the suitability of the third-party’s
recommendation regarding a municipal securities transaction or municipal financial
product would be subject to the same reasonable diligence standard -- requiring the
municipal advisor to obtain relevant information through the exercise of reasonable
diligence.

As to both types of review, the municipal advisor would be required under
proposed section (d) to inform its municipal entity or obligated person client of its
evaluation of the material risks, potential benefits, structure and other characteristics of
the recommended municipal securities transaction or municipal financial product; the
basis upon which the advisor reasonably believes the recommended transaction or
product is, or is not, suitable for the client; and whether the municipal advisor has

1 Some securities market participants are required to make only recommendations

that are “consistent with” their customer’s best interests. (See FINRA Notice 12-
25, Suitability (May 2012)). As provided in proposed section (a) and paragraph
.02 of the Supplementary Material to Proposed Rule G-42, a municipal advisor to
a municipal entity client owes the client a fiduciary duty that includes a duty of
loyalty in addition to the duty of care, which requires the municipal advisor to
deal honestly and with the utmost good faith with the municipal entity client and
act in the client’s best interests without regard to the financial or other interests of
the municipal advisor. A municipal advisor’s recommendations of municipal
securities transactions and municipal financial products to a municipal entity
client, as is the case with all municipal advisory activities performed for a
municipal entity client, must comport with the municipal advisor’s fiduciary duty
and particularly its duty of loyalty. The MSRB considers the duty of loyalty
described in Proposed Rule G-42 to be even more rigorous than a standard
requiring consistency with a client’s best interests.
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investigated or considered other reasonably feasible alternatives to the recommended
municipal securities transaction or municipal financial product that might also or
alternatively serve the client’s objectives. The proposed rule does not include
requirements regarding how such information must be communicated by the municipal
advisor to the client, and a municipal advisor would be permitted to choose the
appropriate method by which to communicate the information to its client so long as it
comports with the duty of care owed.

Section (d), like other provisions of Proposed Rule G-42, would reflect the basic
principle that the client controls the scope of the engagement with its municipal advisor
(with the agreement of the municipal advisor). For example, a municipal advisor’s
engagement may be limited in scope because the municipal advisor’s client already
reached a decision regarding a particular municipal securities transaction or municipal
financial product, or engaged another professional to undertake certain duties in
connection with a municipal securities transaction or municipal financial product.
Paragraph .04 of the Supplementary Material would provide that a municipal advisor and
its client could limit the scope of the municipal advisory relationship to certain specified
activities or services. A municipal advisor, however, would not be permitted to alter the
standards of conduct or duties imposed by the proposed rule with respect to that limited
scope.

The proposed rule change would adopt, and apply to municipal advisors, the
existing MSRB interpretive guidance regarding the general principles currently
applicable to dealers for determining whether a particular communication constitutes a
recommendation of a securities transaction.*® Consistent with the approach in the case of
dealers, a municipal advisor’s communication to its client that could reasonably be
viewed as a “call to action” to engage in a municipal securities transaction or enter into a
municipal financial product would be considered a recommendation and obligate the
municipal advisor to conduct a suitability analysis of its recommendation. Depending on
all of the facts and circumstances, communications by a municipal advisor to a client that
concern minor or ancillary matters that relate to, but are not recommendations of, a
municipal securities transaction or municipal financial product might constitute advice
(and therefore trigger many other provisions of the proposed rule) but would not trigger
the suitability obligation set forth in proposed section (d).

Paragraph .08 of the Supplementary Material would provide guidance related to a
municipal advisor’s suitability obligations. Under this provision, a municipal advisor’s
determination of whether a municipal securities transaction or municipal financial
product is suitable for its client must be based on numerous factors, as applicable to the
particular type of client, including, but not limited to: the client’s financial situation and
needs, objectives, tax status, risk tolerance, liquidity needs, experience with municipal
securities transactions or municipal financial products generally or of the type and

18 See MSRB Rule G-19. See also MSRB Notice 2002-30 (Sept. 25, 2002) Notice
Regarding Application of Rule G-19, on Suitability of Recommendations and
Transactions, to Online Communications.
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complexity being recommended, financial capacity to withstand changes in market
conditions during the term of the municipal financial product or the period that municipal
securities to be issued are reasonably expected to be outstanding, and any other material
information known by the municipal advisor about the client and the municipal securities
transaction or municipal financial product, after the municipal advisor has conducted a
reasonable inquiry.

In connection with a municipal advisor’s obligation to determine the suitability of
a municipal securities transaction or a municipal financial product for a client, which
should take into account its knowledge of the client, paragraph .09 of the Supplementary
Material would require a municipal advisor to know its client. The obligation to know the
client would require a municipal advisor to use reasonable diligence to know and retain
essential facts concerning the client and the authority of each person acting on behalf of
the client, and is similar to requirements in other regulatory regimes.® The facts
“essential” to knowing one’s client would include those required to effectively service the
municipal advisory relationship with the client; act in accordance with any special
directions from the client; understand the authority of each person acting on behalf of the
client; and comply with applicable laws, rules and regulations.

As a practical matter, it is understood that a client could at times elect a course of
action either independent of or contrary to the advice of its municipal advisor. Paragraph
.03 of the Supplementary Material would provide that the municipal advisor would not be
required to disengage from the municipal advisory relationship on that basis.

Specified Prohibitions

Subsection (e)(i) of Proposed Rule G-42 would prohibit discrete conduct or
activities that would conflict, or would be highly likely to conflict, with the core
standards of conduct — the duty of loyalty and the duty of care — applicable to municipal
advisors under Proposed Rule G-42 and the Exchange Act.

Paragraph (e)(i)(A) would prohibit a municipal advisor from receiving
compensation from its client that is excessive in relation to the municipal advisory
activities actually performed for the client. Paragraph .10 of the Supplementary Material

19 Similar requirements apply to brokers and dealers under FINRA Rule 2090

(Know Your Customer) and swap dealers under Commaodity Futures Trading
Commission (“CFTC”) Rule 402(b) (General Provisions: Know Your
Counterparty), 17 CFR 23.402(b), found in CFTC Rules, Ch. I, Pt. 23, Subpt. H
(Business Conduct Standards for Swap Dealers and Major Swap Participants
Dealing with Counterparties, including Special Entities) (17 CFR 23.400 et. seq.).
Notably, the CFTC’s rule applies to dealings with special entity clients, defined to
include states, state agencies, cities, counties, municipalities, other political
subdivisions of a State, or any instrumentality, department, or a corporation of or
established by a State or political subdivision of a State. See CFTC Rule 401(c)
(defining “special entity”) (17 CFR 23.401(c)).
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would provide additional guidance on how compensation would be determined to be
excessive. Included in paragraph .10 are several factors that would be considered when
evaluating the reasonableness of a municipal advisor’s compensation relative to the
nature of the municipal advisory activities performed, including, but not limited to: the
municipal advisor’s expertise, the complexity of the municipal securities transaction or
municipal financial product, whether the fee is contingent upon the closing of the
municipal securities transaction or municipal financial product, the length of time spent
on the engagement and whether the municipal advisor is paying any other relevant costs
related to the municipal securities transaction or municipal financial product.

Paragraph (e)(i)(B) would prohibit municipal advisors from delivering an invoice
for fees or expenses for municipal advisory activities that does not accurately reflect the
activities actually performed or the personnel that actually performed those activities.
This provision would not prohibit a municipal advisor from including a discount for the
services it actually performed, if accurately disclosed.

Paragraph (e)(i)(C) would prohibit a municipal advisor from making any
representation or submitting any information that the municipal advisor knows or should
know is either materially false or materially misleading due to the omission of a material
fact, about its capacity, resources or knowledge in response to requests for proposals or in
oral presentations to a client or prospective client for the purpose of obtaining or retaining
an engagement to perform municipal advisory activities. Note that, additionally, the
MSRB’s existing fundamental fair practice rule, Rule G-17, precludes municipal
advisors, in the conduct of their municipal advisory activities, from engaging in any
deceptive, dishonest or unfair practice with any person.

Paragraph (e)(i)(D) would prohibit municipal advisors from making or
participating in two types of fee-splitting arrangements: (1) any fee-splitting arrangement
with an underwriter on any municipal securities transaction as to which the municipal
advisor has provided or is providing advice; and (2) any undisclosed fee-splitting
arrangement with providers of investments or services to a municipal entity or obligated
person client of the municipal advisor.

Paragraph (e)(i)(E) would, generally, prohibit a municipal advisor from making
payments for the purpose of obtaining or retaining an engagement to perform municipal
advisory activities. However, the provision contains three exceptions. The prohibition
would not apply to: (1) payments to an affiliate of the municipal advisor for a direct or
indirect communication with a municipal entity or obligated person on behalf of the
municipal advisor where such communication is made for the purpose of obtaining or
retaining an engagement to perform municipal advisory activities; (2) reasonable fees
paid to another municipal advisor registered as such with the Commission and MSRB for
making such a communication as described in subparagraph (e)(i)(E)(1); and (3)
payments that are permissible “normal business dealings” as described in MSRB Rule G-
20. The proposed rule change, however, would not prescribe parameters that would
effectively limit a client’s ability to decide the source of funds for the payment of fees for
services rendered by the municipal advisor.
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Principal Transactions

Subsection (e)(ii) of Proposed Rule G-42 would prohibit a municipal advisor to a
municipal entity, and any affiliate of such municipal advisor, from engaging in a
principal transaction directly related to the same municipal securities transaction or
municipal financial product as to which the municipal advisor is providing or has
provided advice. The ban on principal transactions would apply only with respect to
clients that are municipal entities. The ban would not apply to principal transactions
between a municipal advisor (or an affiliate of the municipal advisor) and the municipal
advisor’s obligated person clients. Although such transactions would not be prohibited,
importantly, all municipal advisors, including those engaging in municipal advisory
activities for obligated person clients, are currently subject to the MSRB’s fundamental
fair-practice rule, Rule G-17.

Paragraph .07 of the Supplementary Material would provide an exception to the
ban on principal transactions in subsection (¢)(ii) in order to avoid a possible conflict
with existing MSRB Rule G-23, on activities of financial advisors. Specifically, the ban
in subsection (e)(ii) would not apply to an acquisition as principal, either alone or as a
participant in a syndicate or other similar account formed for the purpose of purchasing,
directly or indirectly, from an issuer all or any portion of an issuance of municipal
securities on the basis that the municipal advisor provided advice as to the issuance,
because such a transaction is the type of transaction that is addressed, and, in certain
circumstances, prohibited by Rule G-23. The purpose of this provision would be to avoid
a potential conflict in MSRB rules and provide, until such time as the MSRB may further
review and potentially amend Rule G-23, that the specific prohibition against principal
transactions contained in subsection (e)(ii) would not prohibit such underwriting
transactions, as they are already addressed and prohibited in certain circumstances by
Rule G-23.

For purposes of the prohibition in proposed subsection (e)(ii), subsection (f)(i)
would define the term “engaging in a principal transaction” to mean “when acting as a
principal for one’s own account, selling to or purchasing from the municipal entity client
any security or entering into any derivative, guaranteed investment contract, or other
similar financial product with the municipal entity client.” This definition draws on the
statutory language regarding principal transactions in the Investment Advisers Act.”
Among other things, the definition was designed to exclude transactions thought to be
potentially covered by some commenters, such as the taking of a cash deposit or the
payment by a client solely for professional services. Further, paragraph .11 of the
Supplementary Material would clarify that the term “other similar financial products,” as
used in subsection (f)(i), would include a bank loan but only if it is in an aggregate
principal amount of $1,000,000 or more and is economically equivalent to the purchase
of one or more municipal securities. Bank loans would be included under the specified
circumstances because, as a matter of market practice, they serve as a financing

20 See15U.S.C. 80b-6(3).
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alternative to the issuance of municipal securities and pose a comparable, acute potential
for self-dealing and other breaches of the fiduciary duty owed by a municipal advisor to a
municipal entity client.

Definitions

Section (f) of Proposed Rule G-42 would provide definitions of the terms
“engaging in a principal transaction,” “affiliate of the municipal advisor,”** “municipal
advisory relationship,”% and “official statement.”?* Further, for several terms in Proposed
Rule G-42 that have been previously defined by federal statute or SEC rules, proposed
section (f) would, for purposes of Proposed Rule G-42, adopt the same meanings. These
terms would include “advice;”** “municipal advisor;”*> “municipal advisory activities;”%
“municipal entity;”% and “obligated person.”%

2 “Affiliate of the municipal advisor” would mean “any person directly or indirectly

controlling, controlled by, or under common control with such municipal
advisor.” See Proposed Rule G-42(f)(iii).
22 Proposed Rule G-42(f)(vi) provides that a “municipal advisory relationship”
would

be deemed to exist when a municipal advisor enters into an
agreement to engage in municipal advisory activities for a
municipal entity or obligated person. The municipal advisory
relationship shall be deemed to have ended on the date which is the
earlier of (i) the date on which the municipal advisory relationship
has terminated pursuant to the terms of the documentation of the
municipal advisory relationship required in section (c) of this rule
or (ii) the date on which the municipal advisor withdraws from the
municipal advisory relationship.

23 “Official statement” would have the same meaning as in MSRB Rule

G-32(d)(vii). See Proposed Rule G-42(f)(ix).

24 “Advice” would have the same meaning as in Section 15B(e)(4)(A)(i) of the

Exchange Act (15 U.S.C. 780-4(e)(4)(A)(i)); SEC Rule 15Bal-1(d)(1)(ii) (17

CFR 240.15Bal-1(d)(1)(ii)); and other rules and regulations thereunder. See

Proposed Rule G-42(f)(ii).

2 “Municipal advisor” would

have the same meaning as in Section 15B(e)(4) of the Act, 17 CFR
240.15Bal-1(d)(1)-(4) and other rules and regulations thereunder;
provided that it shall exclude a person that is otherwise a municipal
advisor solely based on activities within the meaning of Section
15B(e)(4)(A)(ii) of the Act and rules and regulations thereunder or
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Applicability of Proposed Rule G-42 to 529 College Savings Plans and Other
Municipal Fund Securities

The regulation of municipal advisors, as the SEC has recognized,? is relevant to
municipal fund securities.*® Paragraph .12 of the Supplementary Material emphasizes the
proposed rule’s application to municipal advisors whose municipal advisory clients are
sponsors or trustees of municipal fund securities.

Proposed Amendments to Rule G-8

The proposed amendments to Rule G-8 would require each municipal advisor to
make and keep any document created by the municipal advisor that was material to its
review of a recommendation by another party or that memorialize its basis for any
conclusions as to suitability.

any solicitation of a municipal entity or obligated person within the
meaning of Section 15B(e)(9) of the Act and rules and regulations
thereunder.

See Proposed Rule G-42(f)(iv).
2 “Municipal advisory activities” would mean those activities that would cause a
person to be a municipal advisor as defined in subsection (f)(iv) (definition of
“municipal advisor”) of Proposed Rule G-42. See Proposed Rule G-42(f)(v).
2 “Municipal entity” would “have the same meaning as in Section 15B(e)(8) of the
Act, 17 CFR 240.15Bal-1(g) and other rules and regulations thereunder.” See
Proposed Rule G-42(f)(vii).
28 “Obligated person” would “have the same meaning as in Section 15B(e)(10) of
the Act, 17 CFR 240.15Bal-1(Kk) and other rules and regulations thereunder.” See
Proposed Rule G-42(f)(viii).

?  See SEC Final Rule, 78 FR at 67472-3,
30 “Municipal fund security” is defined in MSRB Rule D-12 to mean *“a municipal
security issued by an issuer that, but for the application of Section 2(b) of the
Investment Company Act of 1940, would constitute an investment company
within the meaning of Section 3 of the Investment Company Act of 1940.” The
term refers to, among other things, interests in governmentally sponsored 529
college savings plans and local government investment pools.
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(b) Statutory Basis
Section 15B(b)(2) of the Exchange Act® provides that:

The Board shall propose and adopt rules to effect the purposes of this title
with respect to transactions in municipal securities effected by brokers,
dealers, and municipal securities dealers and advice provided to or on
behalf of municipal entities or obligated persons by brokers, dealers,
municipal securities dealers, and municipal advisors with respect to
municipal financial products, the issuance of municipal securities, and
solicitations of municipal entities or obligated persons undertaken by
brokers, dealers, municipal securities dealers, and municipal advisors.

Section 15B(b)(2)(C) of the Exchange Act® provides that the MSRB’s rules
shall:

be designed to prevent fraudulent and manipulative acts and practices, to
promote just and equitable principles of trade, to foster cooperation and
coordination with persons engaged in regulating, clearing, settling,
processing information with respect to, and facilitating transactions in
municipal securities and municipal financial products, to remove
impediments to and perfect the mechanism of a free and open market in
municipal securities and municipal financial products, and, in general, to
protect investors, municipal entities, obligated persons, and the public
interest.

Section 15B(b)(2)(L)(i) of the Exchange Act® requires, with respect to municipal
advisors, the Board to adopt rules to prescribe means reasonably designed to prevent acts,
practices, and courses of business as are not consistent with a municipal advisor’s
fiduciary duty to its clients.

The MSRB believes that, the proposed rule change is consistent with Sections
15B(b)(2),** 15B(b)(2)(C)* and 15B(b)(2)(L)(i)* of the Exchange Act because it will
enhance the protections afforded to municipal bond issuers and investors by providing

3 15 U.S.C. 780-4(b)(2).

32 15 U.S.C. 780-4(b)(2)(C).
3 15 U.S.C. 780-4(b)(2)(L)(i).
3 15 U.S.C. 780-4(b)(2).

% 15 U.S.C. 780-4(b)(2)(C).

% 15 U.S.C. 780-4(b)(2)(L)(i).
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guidance to municipal advisors that is designed to promote compliance with the standards
of conduct, requirements and intent of the Dodd-Frank Act.

In this regard, neither the Dodd-Frank Act nor the recently-adopted SEC Final
Rule prescribe the duties and obligations of municipal advisors beyond a general
statement that municipal advisors shall be deemed to have a fiduciary duty to any
municipal entity for whom the municipal advisor acts as a municipal advisor. Adoption of
Proposed Rule G-42 will fulfill the need for regulatory guidance with respect to the
standards of conduct and duties of municipal advisors and the prevention of breaches of a
municipal advisor’s fiduciary duty to its municipal entity clients. Proposed Rule G-42
also will establish standards of conduct and duties for municipal advisors when engaging
in municipal advisory activities for obligated persons and provide guidance to these
municipal advisors as to what conduct would satisfy these duties and obligations.

The MSRB believes that by articulating specific standards of conduct and duties
for municipal advisors, Proposed Rule G-42 will assist municipal advisors in complying
with the statutorily-imposed requirements of the Dodd-Frank Act, and help prevent
failures to meet those requirements. The proposed rule change will aid municipal entities
and obligated persons that choose to engage municipal advisors in connection with their
issuances of municipal securities as well as transactions in municipal financial products
by promoting higher ethical and professional standards of such municipal advisors. The
MSRB also believes that articulating standards of conduct and duties of municipal
advisors will enhance the ability of the MSRB and other regulators to oversee the conduct
of municipal advisors, as contemplated by the Dodd-Frank Act.

The MSRB believes the proposed rule change will enhance municipal entity and
obligated person protections by ensuring that these entities have access to sufficient
information to make meaningful choices, based on the merits of the municipal advisor,
when considering engaging a municipal advisor by requiring municipal advisors to
provide detailed disclosures of material conflicts of interest and certain other information
prior to or upon the establishment of the municipal advisory relationship. As a result,
municipal advisor clients will be able to evaluate municipal advisors on this objective set
of information. These protections will also be enhanced as a result of the proposed rule
change’s guidance for municipal advisors that could assist advisors in complying with, or
help prevent breaches of, their fiduciary duty and duty of care, as well as other applicable
obligations such as the duty of fair dealing (which is owed under MSRB Rule G-17 by all
municipal advisors to all persons). To the extent that this guidance, provided in the
supplementary material in the proposed rule change, would increase the likelihood of
compliance by municipal advisors, municipal entities and obligated persons will benefit.
Investors in municipal bond offerings will also benefit from the proposed rule change to
the extent that a municipal entity or obligated person issuing bonds that uses a municipal
advisor is more likely to receive services that reflect a higher ethical and professional
standard than otherwise would be the case.

The proposed rule change would also, to some extent, prescribe means for
municipal advisors to help prevent breaches of these duties, which would include, among
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others: requirements for the information that must be included in the documentation of
the municipal advisory relationship; specified activities (such as certain principal
transactions) that would be explicitly prohibited; and disclosure requirements that must
accompany a municipal advisor’s recommendation regarding a municipal security or a
municipal financial product.

Section 15B(b)(2)(L)(iv) of the Exchange Act®’ requires that rules adopted by the
Board:

not impose a regulatory burden on small municipal advisors that is not
necessary or appropriate in the public interest and for the protection of
investors, municipal entities, and obligated persons, provided that there is
robust protection of investors against fraud.

The MSRB believes that the proposed rule change is consistent with Section
15B(b)(2)(L)(iv) of the Exchange Act®® because the proposed rule change would impose
on all municipal advisors, including small municipal advisors, only the necessary and
appropriate regulatory burdens needed to promote compliance with the proposed rule
change. To accomplish this, Proposed Rule G-42 would use both a principles and
prescriptive-based approach to establish the core standards of conduct in order to, among
other things, accommodate the diversity of the municipal advisor population, including
small municipal advisors and sole proprietorships, and to provide uniform protections to
its clients, investors and the public.

The MSRB recognizes that municipal advisors would incur costs to meet the
standards of conduct and duties contained in the proposed rule changes. These costs also
could include additional compliance and recordkeeping costs. To ensure compliance with
the disclosure obligations of the proposed rule change, municipal advisors could incur
costs by seeking advice from legal and compliance professionals when preparing
disclosures to clients. However, the MSRB believes that some of these costs are
accounted for in the SEC Final Rule which requires disclosure of at least some similar
information, such as the disclosure of disciplinary events. Proposed Rule G-42 could also
impose additional costs on municipal advisors by requiring the disclosure of additional
information directly to clients, some of which must already be submitted to the SEC on
SEC Forms MA* and MA-1.*° The MSRB has considered these costs and that there
could be some instances of duplicative disclosure, but believes that the overlap in
disclosure requirements between the SEC and MSRB will be minimal and that the
disclosure requirements of the proposed rule are important elements of Proposed Rule G-

3 15 U.S.C. 780-4(b)(2)(L)(iv).
%8 15 U.S.C. 780-4(b)(2)(L)(iv).
% 17 CFR 249.1300.

40 17 CFR 249.1310.
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42 that protect municipal advisor clients and foster transparency in the municipal
advisory marketplace.

As to the potential costs associated with additional recordkeeping requirements,
the SEC recognized in its economic analysis* of its recordkeeping requirements that
municipal advisors should already be maintaining books and records as part of their day-
to-day operations. In addition, municipal advisors who are also registered as broker-
dealers or investment advisers are currently subject to the recordkeeping requirements of
those regulatory frameworks. Against this back-drop, the MSRB believes that the costs
associated with the few additional recordkeeping requirements associated with Proposed
Rule G-42 will not be significant.

The MSRB believes that any increase in municipal advisory fees attributable to
the additional costs of the proposed rule change will be minimal and that at least the
element of fixed costs per municipal advisory firm will be spread across the number of
advisory engagements for each firm. The MSRB recognizes, however, that for smaller
municipal advisors with fewer clients, the cost of compliance with the proposed rule
change’s standards of conduct and duties could represent a greater percentage of annual
revenues, and, thus, such advisors could be more likely to pass those costs along to their
advisory clients.

The MSRB also recognizes that, as a result of these costs, some municipal
advisors could decide to exit the market, curtail their activities, consolidate with other
firms, or pass the costs on to municipal entities and obligated persons in the form of
higher fees. The MSRB believes, however, that by articulating the core standard of
conduct and duties and obligations of municipal advisors and by prescribing means that
would prevent breaches of these duties, the proposed rule change will reduce possible
confusion and uncertainty about what is required in order to comply with relevant
provisions of the Dodd-Frank Act. Therefore, the proposed rule change likely will reduce
certain costs of compliance that might have otherwise been incurred by allowing
municipal advisors to more quickly and accurately determine compliance requirements.

The MSRB also believes that the proposed rule change is consistent with Section
15B(b)(2)(G) of the Exchange Act,** which provides that the MSRB’s rules shall:

prescribe records to be made and kept by municipal securities brokers,
municipal securities dealers, and municipal advisors and the periods for
which such records shall be preserved.

The proposed rule change would require, under the proposed amendments to Rule
G-8, that a municipal advisor make and keep records of any document created by the
municipal advisor that was material to its review of a recommendation by another party

41 See SEC Final Rule, 78 FR at 676109.

42 15 U.S.C. 780-4(b)(2)(G).
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or that memorializes the basis for any conclusions as to suitability. The MSRB believes
that the proposed amendments to Rule G-8 related to recordkeeping (with the ensuing
application of existing Rule G-9 on records preservation) would promote compliance and
facilitate enforcement of Proposed Rule G-42, other MSRB rules, and other applicable
securities laws and regulations.

4, Self-Regulatory Organization’s Statement on Burden on Competition

Section 15B(b)(2)(C)* of the Exchange Act requires that MSRB rules not be
designed to impose any burden on competition not necessary or appropriate in
furtherance of the purposes of the Act. In addition, Section 15B(b)(2)(L)(iv)** of the
Exchange Act provides that MSRB rules may not impose a regulatory burden on small
municipal advisors that is not necessary or appropriate in the public interest and for the
protection of investors, municipal entities, and obligated persons, provided that there is
robust protection of investors against fraud.

In determining whether these standards have been met, the MSRB was guided by
the Board’s Policy on the Use of Economic Analysis in MSRB Rulemaking.* In
accordance with this policy, the Board evaluated the potential impacts of the proposed
rule, including in comparison to reasonable alternative regulatory approaches, relative to
the baseline that, inter alia, deemed municipal advisors to owe a fiduciary duty to their
municipal entity clients and established a registration requirement. Based on this
evaluation, the MSRB does not believe that the proposed rule change would impose any
additional burdens on competition that are not necessary or appropriate in furtherance of
the purposes of the Exchange Act.

The proposed rule may also provide a range of benefits to municipal entities,
investors and municipal advisors. Municipal entities and obligated persons will have
access to more information about municipal advisors and can make better, more informed
choices with lower search costs. The availability of additional, objective information and
the fostering of merit-based competition among municipal advisors should lead to
enhanced issuer protections and improved outcomes. These improvements likely would
enhance investor confidence in the integrity of the market. Moreover, the MSRB believes
that the proposed rule change will provide a benefit to municipal advisors who could
otherwise face greater uncertainty about the standards of conduct and duties required to
meet certain of the requirements of the Dodd-Frank Act.

43 15 U.S.C. 780-4(b)(2)(C).

44 15 U.S.C. 780-4(b)(2)(L)(iv).
4 Policy on the Use of Economic Analysis in MSRB Rulemaking, available at
http://www.msrb.org/About-MSRB/Financial-and-Other-Information/Financial-
Policies/Economic-Analysis-Policy.aspx.
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The MSRB considered whether costs associated with the proposed rule change,
relative to the baseline, could affect the competitive landscape by leading some municipal
advisors to exit the market, curtail their activities, consolidate with other firms, or pass
costs on to municipal entity and obligated person clients in the form of higher fees. In
addition, the MSRB considered whether the costs associated with the proposed rule,
relative to the baseline, could create barriers to entry for firms wishing to offer to engage
in municipal advisory activities.

The MSRB recognizes that some municipal advisors may exit the market as a
result of the costs associated with the proposed rule relative to the baseline. However, the
MSRB believes municipal advisors may exit the market for a number of reasons other
than costs associated with the proposed rule. The MSRB also recognizes that some
municipal advisors may consolidate with other municipal advisors in order to benefit
from economies of scale (e.q., by leveraging existing compliance resources of a larger
firm) rather than to incur separately the costs associated with the proposed rule. Finally,
the MSRB acknowledges that some potential market entrants may be discouraged from
entering the market because of costs or because the requirement to disclose information
such as disciplinary events might make attracting business more difficult.

It is also possible that competition for municipal advisory activities may be
affected by whether incremental costs associated with requirements of the proposed rule
are passed on to advisory clients. The amount of costs passed on may be influenced by
the size of the municipal advisory firm. For smaller municipal advisors with fewer
clients, the incremental costs associated with the requirements of the proposed rule may
represent a greater percentage of annual revenues, and, thus, such advisors may be more
likely to pass those costs along to their advisory clients. As a result, the competitive
landscape may be altered by the potentially impaired ability of smaller firms to compete
for advisory clients.

In addition to the factors noted above that may affect smaller advisory firms, the
MSRB understands that some small municipal advisors and sole proprietors may not
employ full-time compliance staff and that the cost of ensuring compliance with the
requirements of the proposed rule may be proportionally higher for these smaller firms.

The MSRB believes these costs represent only those necessary to achieve the
purposes of the Exchange Act. Relative to draft Rule G-42 as initially published for
comment,*® the MSRB has made efforts to minimize costs that could affect the
competitive landscape including, narrowing the scope of the conflicts that must be
disclosed, specifying a less burdensome method for disclosing conflicts and disciplinary
actions and documenting the municipal advisory relationship, clarifying the obligations
owed by municipal advisors to obligated persons, and removing a number of other
previously considered requirements.

46 The MSRB sought comment on the initial draft Rule G-42 (“Initial Draft Rule™)
and draft amendments to Rules G-8 and G-9 in MSRB Notice 2014-01 (Jan. 9,
2014) (“First Request for Comment”).
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Further, while exit, consolidation, or a reduced number of new market entrants
may lead to a reduced pool of municipal advisors, the SEC concluded in the SEC Final
Rule (on the permanent registration of municipal advisors) that the market would be
likely to remain competitive despite the potential exit of some municipal advisors
(including small entity municipal advisors), consolidation of municipal advisors, or lack
of new entrants into the market.*’

5. Self-Regulatory Organization’s Statement on Comments on the
Proposed Rule Change Received from Members, Participants, or Others

The MSRB solicited comment on the proposed rule change in the First Request
for Comment, requesting comment on a draft of Rule G-42 and draft amendments to
Rules G-8 and G-9, and a second notice requesting comment on a revised draft of Rule
G-42 and draft amendments to Rules G-8 and G-9.%

The MSRB received forty-six comment letters in response to the First Request for
Comment,*® and nineteen comment letters in response to the Second Request for

47 See SEC Final Rule, 78 FR at 67608.

48 See MSRB Notice 2014-12 (Jul. 23, 2014) (“Second Request for Comment”). The
draft rule text published in the Second Request for Comment is hereinafter the
“Revised Draft Rule.”

49 Comments were received in response to the First Request for Comment from:

Acacia Financial Group, Inc.: Letter from Kim M. Whelan, Co-President, dated

March 10, 2014 (“Acacia”); American Bankers Association: Letter from

Cristeena G. Naser, Vice President and Senior Counsel, dated March 4, 2014

(“ABA’); American Council of Engineering Companies: Letter from David A.

Raymond, President and CEO, dated March 7, 2014 (“ACEC”); American Public

Transportation Association: Letter from Michael P. Melaniphy, President and

CEO, dated March 10, 2014 (*“APTA”); Bond Dealers of America: Letter from

Michael Nicholas, Chief Executive Officer, dated March 10, 2014 (“BDA”); Cape

Cod Five Cents Savings Bank: Letter from Dorothy A. Savarese, President and

Chief Executive Officer, dated March 10, 2014 (“Cape Cod Savings”); Chancellor

Financial Associates: E-mail from William J. Caraway, President, dated January

14, 2014 (“Chancellor Financial”); Coastal Securities: Letter from Chris Melton,

Executive Vice President, dated March 10, 2014 (“Coastal”); College Savings

Foundation: Letter from Mary G. Morris, Chair, dated March 10, 2014 (“CSF”);

College Savings Plans Network: Letter from Betty Everitt Lochner, Director,

Guaranteed Education Tuition Program, dated March 10, 2014 (“CSPN”);

Cooperman Associates: Letter from Joshua G. Cooperman dated March 10, 2014

(“Cooperman”); Erika Miller: E-mail dated February 4, 2015; FCS Group: Letter

from Taree Bollinger, Vice President, dated March 17, 2014 (“FCS”); First River

Advisory L.L.C.: Letter from Shelley J. Aronson, President, dated January 16,
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2014 (“First River Advisory™); First Southwest Company: Letter from Hill A.
Feinberg, Chairman and Chief Executive Officer, and Michael G. Bartolotta, Vice
Chairman, dated March 7, 2014 (“First Southwest™); Frost Bank: Letter from
William H. Sirakos, Senior Executive Vice President, dated March 10, 2014
(“Frost”); George K. Baum & Company: Letter from Guy E. Yandel, EVP and
Head of Public Finance, Dana L. Bjornson, EVP, CFO and Chief Compliance
Officer, and Andrew F. Sears, SVP and General Counsel, dated March 10, 2014
(“GKB”); Government Finance Officers Association: Letter from Dustin
McDonald, Director, Federal Liaison Center, dated March 13, 2014 (“GFOA”);
Government Investment Officers Association: Letter from Laura Glenn,
President, et al., dated March 7, 2014 (“GIOA”); Investment Company Institute:
Letter from Tamara K. Salmon, Senior Associate Counsel, dated March 4, 2014
(“ICI”); J.P. Morgan: Letter from Paul N. Palmeri, Managing Director, dated
March 10, 2014 (*JP Morgan”); Kutak Rock LLP: Letter from John J. Wagner
dated March 10, 2014 (“Kutak”); Lamont Financial Services Corporation: Letter
from Robert A. Lamb, President, dated March 10, 2014 (“Lamont”); Lewis
Young Robertson & Burningham, Inc.: Letter from Laura D. Lewis, Principal,
dated March 3, 2014 (“Lewis Young”); MSA Professional Services, Inc.: Letter
from Gilbert A. Hantzsch, CEO, dated March 10, 2014 (“MSA”); National
Association of Bond Lawyers: Letter from Allen K. Robertson, President, dated
March 18, 2014 (“NABL”); National Association of Health and Educational
Facilities Finance Authorities: Letter from Pamela Lenane, President, David J.
Kates, Chapman and Cutler LLP, and Charles A. Samuels, Mintz Levin, dated
March 10, 2014 (“NAHEFFA”); National Association of Independent Public
Finance Advisors: Letter from Jeanine Rodgers Caruso, President, dated March
10, 2014 (*NAIPFA”); National Healthcare Capital LLC: Letter from Richard
Plumstead, dated March 10, 2014; New York State Bar Association: Letter from
Peter W. LaVigne, Chair of the Committee, dated March 12, 2014 (“NY State
Bar”); Northland Securities, Inc.: Letter from John R. Fifield, Jr., Director of
Public Finance/Senior Vice President, dated March 7, 2014 (*“Northland™);
Oppenheimer & Co. Inc.: E-mail from John Rodstrom dated March 10, 2014
(“Oppenheimer”); Parsons Brinckerhoff Advisory Services, Inc.: Letter from
Mark E. Briggs, President, dated March 10, 2014 (“Parsons™); Piper Jaffray:
Letter from Frank Fairman, Managing Director, Head of Public Finance Services,
dated March 10, 2014 (“Piper Jaffray”); Public Financial Management, Inc.:
Letter from John H. Bonow, Chief Executive Officer, dated March 10, 2014
(“PFM”); Public Resources Advisory Group: Letter from Thomas Huestis dated
March 10, 2014 (“PRAG”); Raftelis Financial Consultants, Inc.: Letter from Lex
Warmath dated March 10, 2014 (“Raftelis Financial); Securities Industry and
Financial Markets Association: Letter from Leslie M. Norwood, Managing
Director and Associate General Counsel, dated March 10, 2014 (“SIFMA”);
Sutherland Asbill & Brennan LLP: Letter from Michael B. Koffler dated March
10, 2014 (*Sutherland”); Wells Fargo Advisors, LLC: Letter from Robert J.
McCarthy, Director of Regulatory Policy, dated March 10, 2014 (*Wells Fargo”);
Winters & Co. Advisors, LLC: Letter from Christopher J. Winters dated March
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Comment.>® The comments are summarized below by topic and MSRB responses are
provided. >

Standards of Conduct

Under Proposed Rule G-42(a), a municipal advisor would be subject to a duty of

care as to its obligated person clients under subsection (a)(i) and a fiduciary duty as to its
municipal entity clients under subsection (a)(ii) when engaging in municipal advisory

50

51

10, 2014 (“Winters LLC”); WM Financial Strategies: Letter from Joy A. Howard,
Principal, dated March 10, 2014 (“WM Financial”); Woodcock & Associates,
Inc.: E-mail from Christopher Woodcock dated January 14, 2014 (“Woodcock”);
Wulff, Hansen & Co. : Letter from Chris Charles, President, dated March 17,
2014 (*“Wulff Hansen™); Yuba Group: Letter from Linda Fan, Managing Partner,
dated March 7, 2014 (“Yuba”); Zion’s First National Bank: Letter from W. David
Hemingway, Executive Vice President, dated March 10, 2014 (“Zion™).

Comments were received in response to the Second Request for Comment from:
ABA: Letter from Cristeena Naser, Vice President, Center for Securities, Trust &
Investments, dated August 25, 2014; ACEC: Letter from David A. Raymond,
President and CEO, dated August 25, 2014; BDA: Letter from Michael Nicholas,
Chief Executive Officer, dated August 25, 2014; Columbia Capital Management,
LLC: Letter from Jeff White, Principal, dated August 25, 2014 (“Columbia
Capital”); Dave A. Sanchez: Letter dated August 25, 2014 (“Sanchez”); Financial
Services Roundtable: Letter from Richard Foster, Vice President and Senior
Counsel for Regulatory and Legal Affairs, dated August 25, 2014 (“FSR”);
Florida Division of Bond Finance: Letter from J. Ben Watkins Il1, Director, dated
August 22, 2014 (“FLA DBF”); GFOA: Letter from Dustin McDonald, Director,
Federal Liaison Center, dated September 2, 2014; ICI: Letter from Tamara K.
Salmon, Senior Associate Counsel, dated August 19, 2014; Mr. Bart Leary: E-
mail dated July 23, 2014 (“Leary”); Lewis Young: Letter from Laura D. Lewis,
Principal, dated August 25, 2014; NAIPFA: Letter from Jeanine Rodgers Caruso,
President, dated August 25, 2014; New York State Bar: Letter from Peter W.
LaVigne, Chair of the Committee, dated August 27, 2014; Piper Jaffray: Letter
from Frank Fairman, Managing Director, Head of Public Finance Services, dated
August 25, 2014; SIFMA: Letter from Leslie M. Norwood, Managing Director
and Associate General Counsel, dated August 25, 2014; Southern Municipal
Advisors, Inc.: Letter from Michael C. Cawley, Senior Consultant, dated August
25, 2014 (“SMA”); Wells Fargo: Letter from Robert J. McCarthy, Director of
Regulatory Policy, dated August 25, 2014; WM Financial: Letter from Joy A.
Howard, Principal, dated August 25, 2014; and Zion: Letter from W. David
Hemingway, Executive Vice President, dated August 25, 2014.

The draft rule text included in the First Request for Comment is referred to herein
as the “Initial Draft Rule;” the draft rule text included in the Second Request for
Comment is referred to herein as the “Revised Draft Rule.”
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activities for such clients. Several commenters raised concerns relating to the proposed
standards of conduct that would apply to municipal advisors.

Scope of the Fiduciary Relationship

In the First Request for Comment, the MSRB proposed that a municipal advisor
be subject to a fiduciary duty when engaging in municipal advisory activities for
municipal entity clients. Subsequently, in the Second Request for Comment, the MSRB
asked whether the Revised Draft Rule should uniformly apply the proposed fiduciary
standard to a municipal advisor in its relationships with all of its clients, including
obligated persons. A number of commenters opposed extending the application of the
fiduciarsyz/ standard to municipal advisors in connection with their obligated person
clients.

The MSRB believes that the application of the fiduciary standard is appropriately
limited to municipal advisors when engaging in municipal advisory activities for or on
behalf of municipal entity clients and strikes the appropriate balance. Proposed Rule
G-42 establishes a minimum standard, which, as noted by NABL, does not limit an
obligated person client and its municipal advisor from agreeing to a higher standard of
conduct, or incorporating other requirements or protections in the municipal advisory
relationship.

Scope of the Duty/529 Plans

Proposed paragraph .01 of the Supplementary Material provides that a municipal
advisor acting in accordance with the duty of care must undertake reasonable
investigation to determine that it is not basing any recommendation made to a client on
materially inaccurate or incomplete information. In response to the First and Second
Request for Comment, IClI stated that municipal advisors to 529 college savings plans
(529 plans™) should not be required to verify the veracity or completeness of the
information provided to the municipal advisor by authorized state employees or officials
who are authorized to act on behalf of the 529 plan. ICI requested that paragraph .01 of
the Supplementary Material be revised not to require municipal advisors to investigate
whether information is materially inaccurate or incomplete when it is provided to the
municipal advisor by persons who are authorized by the client to act on behalf of a state’s
529 plan.

Neither the First Request for Comment nor the Second Request for Comment
contemplated that municipal advisors in municipal advisory relationships with 529 plans
would be exempted or excluded, in whole or in part, from the proposed core standards of

%2 See, e.0., comment letters from: ABA, BDA, Cape Cod Savings, Cooperman,

GKB, Kutak, Lewis Young, NABL, NAHEFFA, Parsons, Piper Jaffray and
SIFMA. A few commenters, including First River Advisory, NAIPFA and Yuba,
supported the application of a fiduciary duty to a municipal advisor when
engaging in municipal advisory activities on behalf of an obligated person client.
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conduct, including aspects of the duty of care that a municipal advisor owes to a client.
The MSRB believes that exempting municipal advisors from the proposed core standards
of conduct would reduce the protections that Congress through the Dodd-Frank Act
intended to provide to municipal entity clients and investors in 529 plan securities.

Fiduciary Duty — Authority

In response to the Second Request for Comment, Sanchez commented that the
MSRB lacks the statutory authority to define “fiduciary duty” or to prescribe means
designed to effectuate the performance of that duty.

As discussed above, the Exchange Act grants the MSRB statutory authority to
adopt rules with respect to municipal advisors engaging in municipal advisory activities
that are designed to, among other things, prevent fraudulent and manipulative acts and
practices, and acts, practices or courses of business that are not consistent with a
municipal advisor’s fiduciary duty to its clients.>® Accordingly, the MSRB has concluded
that it is properly exercising the authority granted to it by statute.

Fiduciary Duty — Standards

In response to the First Request for Comment, NABL stated that the Initial Draft
Rule should draw on established common law and similar standards that NABL believes
are intended to provide substantive guidance regarding fiduciary duties (e.g., the
standards applicable to attorneys), rather than the standards applicable to broker-dealers
or registered investment advisers. NABL argued that the attorney-client relationship is
more comparable to the municipal advisor-client relationship because both can have a
wide spectrum of scopes of responsibilities, similar contexts in which there are
interactions with the client, and a longer duration over which the representation occurs.
BDA similarly believed that the fiduciary standards set forth in the Initial Draft Rule
would not operate like other well-established standards, such as those for attorneys, and
that the MSRB did not justify why the standards for municipal advisors would deviate
from those standards as outlined in the Model Rules of Professional Conduct for
attorneys (“Model Rules”). Accordingly, BDA suggested that Proposed Rule G-42 should
adopt or parallel the same fiduciary duty standards used by other similarly situated
professionals.

In developing Proposed Rule G-42, the MSRB consulted various codes of conduct
and sources of federal and state law regarding the duties and obligations of a fiduciary
that apply to professionals who are, or, in certain relationships, may be, fiduciaries. Some
provisions of the proposed rule reflect principles incorporated from MSRB Rule G-17,
including the duties of dealers to issuers, while other provisions were based on principles
and requirements in the Investment Advisers Act. The MSRB believes the Investment
Advisers Act is particularly relevant in developing a rule regarding fiduciary duties and

>3 See, e.0., 15 U.S.C. 780-4(b)(2)(C); and 15 U.S.C. 780-4(b)(2)(L)(i).
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obligations, and notes that the SEC also considered the Investment Advisers Act
informative as it developed the SEC Final Rule.>* Moreover, the MSRB believes it is
important to establish rules and standards that address the practices of various types of
municipal advisors and their clients, and that the provisions addressing the duties and
obligations of a fiduciary are tailored to address the unique characteristics of the
municipal securities market and the variety of responsibilities undertaken by municipal
advisors in their relationships with municipal entity and obligated person clients. The
MSRB notes that, to the extent that Proposed Rule G-42 does not specifically prescribe or
prohibit certain conduct, or address certain activity, common law regarding fiduciary
obligations and duties may be referenced by a judicial or adjudicatory decision-maker.

Fiduciary Duty — Obligated Persons

A number of commenters raised concerns that Proposed Rule G-42 implicitly and
inappropriately imposes fiduciary duty obligations on municipal advisors whose clients
are obligated persons without a demonstrated need for a more robust regulatory
framework than that adopted by Congress or the SEC.*® Those commenters believed that
the treatment accorded to obligated persons should be distinguished from that accorded to
municipal entities because, as they stated, obligated person clients do not handle public
funds, are private, domestic and international for-profit companies or not-for-profit
businesses, and, therefore, operate with a different level of public accountability. Overall,
these commenters believed that fiduciary duties should not be mandatorily extended to
benefit obligated persons.

NAHEFFA suggested that the duty of care and the requirements of the Initial
Draft Rule G-42(b)-(f) be revised to state that municipal advisors owe a fiduciary duty
only to their municipal entity clients. In the alternative, NAHEFFA requested that the
MSRB provide clarification on the legal and practical distinctions among the standards
and duties and obligations of municipal advisors vis-a-vis both types of clients, including
a clarification that an alleged violation of the duty of care would be subject to review
under a negligence standard and an alleged violation of the duty of loyalty would require
evidence of intent. Generally, NAHEFFA supported either a revised Rule G-42, or a
separate rule that would simplify and reflect the duties and obligations of a municipal
advisor with respect to its obligated person clients. NAHEFFA suggested that, as to
obligated person clients, the duty should be to exercise professional judgment and
expertise in providing services and to deal fairly with its clients. Similarly to NAHEFFA,
BDA requested that the MSRB revise Proposed Rule G-42 to more clearly state and

54 See generally, SEC Final Rule, 78 FR 67467.

% See letters from: ABA, BDA, Cape Cod Savings, GKB, Kutak, Lewis Young,
NABL, NAHEFFA, Parsons, Piper Jaffray, Sanchez and SIFMA. On the other
hand, NAIPFA, First River Advisory and Yuba supported imposing fiduciary
duties upon municipal advisors with respect to the advice they provide to
obligated persons.
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distinguish between the duties and obligations that municipal advisors would owe to each
of the two types of clients.

ABA commented that the MSRB lacked the requisite authority to impose a
fiduciary duty on municipal advisors with respect to their obligated person clients, and
that even if it had the authority, such a standard would be unworkable since banks would
have difficulty identifying which of their many customers were obligated persons. ABA
stated that the extension of a fiduciary duty to municipal advisors in their relationship
with their obligated person clients would result in a significant risk that banks would
inadvertently violate regulatory requirements by becoming an unwitting municipal
advisor with respect to a client they did not know was an obligated person. Moreover, the
banks would run the corresponding risk of violating the attendant fiduciary duty
applicable to such municipal advisor.

More specifically, Sanchez commented that the language in Revised Draft Rule
G-42(b)(i)(A) and (b)(i)(G) appeared to import the duty of loyalty and duty of care into
representations of obligated persons by using the phrase “unbiased and competent
advice” with respect to advice provided to or on behalf of obligated persons. He
suggested that these provisions be revised to say “impair its ability to render advice to or
on behalf of the obligated person in accordance with the standards of conduct required in
clause (a)” in lieu of the phrase referencing “unbiased and competent advice.”

Neither the Initial Draft Rule nor the Revised Draft Rule would deem municipal
advisors to owe a fiduciary duty to obligated person clients, and the MSRB disagrees
with the view that either the Initial or Revised Draft Rule implicitly and inappropriately
imposed fiduciary duty obligations to such clients. After carefully considering the
comments, the MSRB has not modified Proposed Rule G-42(a), on standards of conduct.
Further, Proposed Rule G-42 follows the approach taken in the Dodd-Frank Act, deeming
a municipal advisor to owe a fiduciary duty only to its municipal entity clients. However,
although the Exchange Act fiduciary duty standard would not apply to a municipal
advisor advising an obligated person client, all municipal advisors are subject to fair-
dealing obligations under MSRB Rule G-17, which already requires a municipal advisor
to deal fairly with all persons and prohibits engaging in any deceptive, dishonest or unfair
practice. Moreover, the provisions in Proposed Rule G-42(b)-(f) appropriately establish
the duties and obligations of municipal advisors. The MSRB notes that these duties are,
in part, based on similar existing duties for other regulated entities (e.g., underwriters’
duties to issuers), which are separate and apart from a fiduciary duty. Therefore, the
MSRB does not believe Proposed Rule G-42 creates an implicit fiduciary duty for
municipal advisors with respect to the advice they provide to obligated person clients.

The MSRB agrees with Sanchez’s specific comments regarding paragraphs
(b)(I)(A) and (b)(i)(G) of the Revised Draft Rule and has revised the proposed rule
change to clearly differentiate between the handling of conflicts of interest under the duty
of loyalty, as discussed in paragraph .02 of the Supplementary Material, and conflicts
under the disclosure requirements that are applicable to all municipal advisory clients as
part of a municipal advisor’s duty of care, as discussed in paragraph .01 of the
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Supplementary Material. Specifically, under proposed subsection (a)(ii), the duty of
loyalty in the proposed rule change, a municipal advisor must not engage in municipal
advisory activities with a municipal entity client if it cannot manage or mitigate its
conflicts of interest in a manner that will permit it to act in the municipal entity’s best
interests. Conversely, under proposed section (c) of Proposed Rule G-42 and as discussed
further with respect to proposed paragraph .05 of the Supplementary Material, a
municipal advisor can continue to serve as a municipal advisor to its municipal entity or
obligated person client when an actual or potential conflict of interest that could be
reasonably anticipated to impair its ability to provide that advice exists, so long as such
conflict of interest is disclosed and addressed in accordance with the relevant provisions
of Proposed Rule G-42°° and the municipal advisor can satisfy the applicable standards
of conduct described in section (a).

NAHEFFA requested that the MSRB clarify the legal distinctions between the
duty of care and duty of loyalty, and suggested that the state of mind standard to
determine a violation of the duty of care should be negligence, and the state of mind
standard regarding a violation of the duty of loyalty should be intent. In response to
NAHEFFA'’s request for clarification regarding such standards, the MSRB believes it
would be appropriate for the courts and other adjudicatory authorities to determine the
“state-of-mind” elements when applying the standards of conduct of Proposed Rule G-42
to specific sets of facts and circumstances presented, drawing on existing jurisprudence
regarding analogous duties of care and fiduciary obligations.

In response to ABA’s comment, the MSRB again notes that determining which
activities constitute municipal advisory activities requires a legal interpretation of the
SEC Final Rule. Such authority is vested with the SEC rather than the MSRB.

Finally, the MSRB notes again that the standards of conduct in Proposed Rule
G-42 would be minimum requirements, which the MSRB has developed to empower the
client to a large extent to determine the scope of services and control the engagement
with the municipal advisor, and as suggested by NABL, any municipal advisor and its
client may agree to more stringent standards of conduct for their specific engagement.

Duty of Care — Supplementary Material .01

In response to the Second Request for Comment, WM Financial challenged the
requirement that a municipal advisor “undertake a reasonable investigation to determine
that it is not basing any recommendation on materially inaccurate or incomplete
information.” While WM Financial agreed that a municipal advisor should make a

% Municipal advisors would be required to disclose and document such a material

conflict of interest under Proposed Rule G-42(b) and (c) and paragraph .05 of the
Supplementary Material. With respect to municipal entity clients, municipal
advisors also would need to provide an explanation to the client of how the
municipal advisor intends to manage or mitigate its conflict in a manner that will
permit it to act in the municipal entity’s best interests.
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reasonable investigation in order to determine whether a recommendation is in a client’s
best interest, WM Financial believed that a municipal advisor should be able to rely on
publicly-available documents as being true and accurate, and should be able to assume
that any additional information provided to it by the municipal entity is also true and
accurate. WM Financial believed that requiring the municipal advisor to verify the
accuracy of the information it receives from a client imposes an inappropriate burden. As
noted above, ICI similarly opposed the requirement in the context of 529 plans, for which
the municipal advisor that is also acting as a plan sponsor would typically work with and
rely upon state employees who are authorized to represent a state’s plan and requested
revisions to paragraph .01 of the Supplementary Material.

Proposed paragraph .01 of the Supplementary Material would provide, as a core
general standard, that a municipal advisor must undertake a reasonable investigation to
determine that it is not basing any recommendation on materially inaccurate or
incomplete information. There is no exception for information that is provided to the
advisor by the client. The MSRB believes that the provisions of proposed paragraph .01
of the Supplementary Material remain appropriate and, as discussed above, does not
believe that advisors to 529 plans should be relieved from an obligation to inquire as to
the accuracy of material that is relevant to a municipal advisor’s recommendation
provided by its client or other parties. The MSRB further believes this provision of
proposed paragraph .01 of the Supplementary Material would provide an objective
standard for when it is appropriate for a municipal advisor to rely on information
provided by a client when making a recommendation to such client, including
representatives of a 529 plan authorized to act on behalf of the plan. Finally, because
proposed paragraph .01 would require municipal advisors to undertake only a “reasonable
investigation” of the veracity of the information on which it is basing a recommendation,
municipal advisors would not be required to go to the impractical lengths suggested by
commenters. The MSRB believes this standard would be sufficient to allow municipal
advisors to assess their risk exposure to any reliance on that information and determine
what potential mitigating actions need to be taken.

Sanchez also commented that the MSRB should “consider whether the
information for which ‘a municipal advisor must have a reasonable basis for’
incorporated in [subparagraphs] (a) through (c) [of paragraph .01 of the Supplementary
Material] is not already addressed in the standards of conduct required of municipal
advisors by MSRB Rule G-17 and general antifraud rules related to municipal securities
disclosure.” As such, he suggested deleting those provisions of paragraph .01 of the
Supplementary Material to avoid unnecessarily duplicative regulatory requirements. The
MSRB has decided to retain those provisions because it believes they would provide
additional guidance regarding the proposed duty of care and would assist municipal
advisors in satisfying that duty without unnecessarily duplicating the principles of MSRB
Rule G-17 or other federal securities anti-fraud statutes.

Finally, SIFMA noted that, while the requirement for a municipal advisor to make
a reasonable inquiry -- regarding the facts that are relevant to a client’s determination to
pursue a particular course of action or that form the basis of any advice to the client --
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could be appropriate in the context of arranging a municipal securities issuance, it could
be cost prohibitive in the case of ordinary brokerage and related advice, given the number
of trades potentially involved, timing considerations and the general context of broker-
related advice. Therefore, SIFMA did not believe that such a standard should be applied
in addition to otherwise applicable suitability requirements that would attach to
recommendations made in the context of brokerage/securities execution services. The
MSRB believes that the duties and standards in the proposed rule are appropriately
applied to municipal advisory activities (other than the undertaking of a solicitation), and
notes that a municipal advisor to a municipal entity client will owe a statutory fiduciary
duty to the client. If the conduct SIFMA describes constitutes the giving of advice under
the SEC rules providing for the registration of municipal advisors as discussed in the SEC
Final Rule,>” then Proposed Rule G-42 would apply in its entirety. Likewise, if such
conduct did not constitute the giving of advice under those rules, then Proposed Rule G-
42 would not apply.

Duty of Lovyalty — Supplementary Material .02

In response to the First Request for Comment, ACEC and APTA indicated that
they believed there are circumstances when the duty of loyalty could directly conflict
with an engineer’s professional and ethical responsibilities, and expressed concerns as to
how such conflicts could affect engineering firms’ business. Both ACEC and APTA
specifically stated that, in the course of providing professional engineering services to a
client, circumstances could arise in which the engineer would find himself or herself
facing a conflict between breaching its fiduciary duty in its role as municipal advisor and
violating the ethical obligations to which the engineer is subject under applicable state
law and regulation, or one or more professional associations. According to ACEC, in
such circumstances, it would be detrimental to the health, safety and welfare of the public
to prioritize the fiduciary duty the engineer municipal advisor owed to its client. ACEC
argued that paragraph .02 of the Supplementary Material, therefore, would not serve the
public interest and requested that the MSRB address how this type of conflict could be
managed.

The MSRB notes that SEC Rule 15Bal-1(d)(2)(v) excludes engineers providing
engineering advice from the definition of municipal advisor.>® The MSRB further notes
that the same and similar issues raised by the commenters in response to the First Request
for comment also were raised with the SEC during its rulemaking to establish the
registration regime for municipal advisors. In the SEC Final Rule, the SEC provided
greater clarity to engineers concerning the definition of “municipal advisor” and the
scope of the exclusion for engineers.” If, given that guidance, an engineer were in fact to

57 See generally, SEC Final Rule, 78 FR 67467.

%8 See 17 CFR 240.15Bal1-1(d)(2)(v). See also 15 U.S.C. 780-4(e)(4)(C).

59 See SEC Final Rule, 78 FR at 67529-32.
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engage in municipal advisory activities, it would be subject to the statutory fiduciary duty
to a municipal entity client, and, in the MSRB’s view, appropriately subject to the duty of
loyalty provisions in Proposed Rule G-42. Under certain circumstances, if a material
conflict of interest would prevent the municipal advisor from being able to act in
accordance with the standards of conduct of section (a) of Proposed Rule G-42, which the
MSRB believes would be rare, the firm might need to determine not to provide municipal
advice if it preferred to provide engineering services.

Disclosure of Conflicts of Interest

The MSRB received a number of comments regarding section (b) of Proposed
Rule G-42 on required disclosures of material conflicts of interest by municipal advisors
to their clients. Generally, commenters were supportive of, or did not express an
objection to, requiring municipal advisors to provide written disclosure of material
conflicts of interest. However, some commenters did express concerns about some of the
facets of the disclosure requirements; those concerns are described below and followed
by the MSRB’s response.

Compensation Arrangements

Several commenters expressed concern regarding paragraph (b)(i)(F) of Proposed
Rule G-42, which requires municipal advisors to disclose conflicts of interest arising
from compensation arrangements that are contingent on the size or closing of any
transaction as to which the municipal advisor is providing advice.

Commenting on the Initial Draft Rule, Lewis Young stated that contingent fee
arrangements benefit clients, particularly smaller municipal entities, because they allow
municipal entity clients to finance the costs of the municipal advisor with the proceeds of
the issuance. In their view, characterizing a contingent fee arrangement as a conflict of
interest requiring disclosure to the client amounted to advising a client that the municipal
advisor may not be acting in the client’s best interest. They added that they believe the
disclosure requirement would serve no useful purpose and could confuse clients.
Sutherland stated that the Initial Draft Rule’s required disclosure of contingent fee
arrangements was duplicative of SEC Form MA® and, therefore, unnecessarily
burdensome, and should be deleted.

Commenting on the Revised Draft Rule, Columbia Capital stated that the
provision “creates the appearance that the MSRB takes the position that one fee modality
is less preferable to all others.” Columbia Capital, Cooperman and Piper Jaffray
commented that the proposed rule change should not single out one fee arrangement as
being preferable to others. Columbia Capital, Cooperman and Piper Jaffray also
contended that fee arrangements of any sort (hourly, fixed or non-contingent) create an
adversarial relationship between the municipal advisor and its client. In Piper Jaffray’s
view, the potential conflicts of interest that are inherent in all fee arrangements are also

60 See SEC Form MA, Items 4.H. - 4.J.
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“generally knowable” to both sides of a transaction and, therefore, the Revised Draft
Rule’s disclosure requirement would not be beneficial. Columbia Capital suggested
deleting the provision.

WM Financial also expressed concerns regarding paragraph (b)(i)(F) of the
Revised Draft Rule, but differed in its reasoning from Columbia Capital and Piper
Jaffray. WM Financial disagreed with the premise that all fee structures create some
conflict of interest. Rather, WM Financial stated that, because municipal advisors would
be required to “act in the best interest of their clients . . . good advice will prevent a fee
arrangement from creating a ‘conflict’.” In their view, a “conflict of interest does not
exist when payment of fees is based on the success of services to be provided . . . .” Like
Lewis Young, WM Financial stated that contingent fees serve a valuable function
because they allow small municipal entity clients to finance the cost of the municipal
advisor with the proceeds from the issuance and ensure that the cost of the municipal
advisor is only incurred after the successful completion of the issuance. WM Financial
also requested that paragraph (b)(i)(F) be deleted.

The MSRB has considered the arguments and alternatives advanced by
commenters and determined that requiring the disclosure of conflicts of interest arising
from fee arrangements contingent on the size or closing of the transaction as to which the
municipal advisor is providing advice is an appropriate and necessary measure to alert
municipal entity and obligated person clients to the potential conflict of interest inherent
in such fee arrangements. While the MSRB recognizes, as some commenters pointed out,
that other fee arrangements (such as hourly, fixed or otherwise non-contingent) might
also give rise to conflicts, the MSRB believes that the potential harm to a client may be
particularly acute if a client is not informed of a conflict of interest arising from a
contingent fee arrangement. Furthermore, the MSRB does not agree with commenters
that have argued that requiring a conflict of interest disclosure would suggest that the
municipal advisor is not acting in the best interest of its client. The purpose of the
disclosure requirement in proposed paragraph (b)(i)(F) simply would be to allow a
municipal advisor’s client to make an informed decision based on relevant facts and
circumstances. Also, under the proposed rule change, municipal advisors would have the
opportunity to provide a client with additional context about the benefits and drawbacks
of other fee arrangements in relation to a contingent fee arrangement so that the client
could choose a fee arrangement that serves its needs.

Disclosure of Conflicts of Interest to Investors

The MSRB received comments that called for the deletion of a provision set forth
previously in the Revised Draft Rule as paragraph .08 of the Supplementary Material.
Under the provision, if all or a portion of a document prepared by a municipal advisor or
any of its affiliates were included in an official statement for an issue of municipal
securities by or on behalf of a client of the municipal advisor, the municipal advisor
would have been required to provide written disclosure to investors of any affiliation that
would be a material conflict of interest under paragraph (b)(i)(B) of the Revised Draft
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Rule. The disclosure requirement also could have been satisfied if the relevant affiliate
provided the written disclosure to investors.®*

SIFMA supported deleting the disclosure requirement, noting that “[m]unicipal
advisors and their affiliates may have no contractual or other relationships (and in many
cases have no form of privity) with investors, nor do they control the content of the
Official Statement.” SIFMA stated that it is the obligation of the issuer “to make sure that
its disclosure is materially accurate and complete” and the responsibility of broker-
dealers to comply with their obligations under applicable law. SIFMA observed that the
municipal advisor is already required to provide the issuer with the same conflict
disclosure under paragraph (b)(i)(B), arguing that the MSRB should leave the decision of
whether to include such information in material distributed to investors to the issuer.

ICI and NABL also commented in favor of deleting the requirement. ICI provided
comments similar to SIFMA’s comments in response to both the Initial and Revised
Draft Rules, but focused on how the required disclosure to investors would impact
municipal advisors advising 529 plans. ICI supported requiring municipal advisors to
disclose conflicts of interest to the municipal advisor’s client but questioned why such
information would be relevant to a person investing in 529 plan securities. ICI stated that
if “all material terms and conditions of the 529 plan offering already are disclosed in the
offering document that is provided to investors and potential investors, this supplemental
disclosure would not provide any additional protection to investors.” In response to the
First Request for Comment, NABL contended that requiring these disclosures would run
contrary to the intent of the Dodd-Frank Act, which is to protect issuers. NABL
suggested, as an alternative, that issuers be allowed to choose whether to disclose the
conflicts of interest to investors.

The MSRB agrees with the commenters and notes that the provision could put
municipal advisors in the impractical position of being required to make conflict of
interest disclosures directly to investors or include the content of such disclosures in an
issuer’s official statement, although the municipal advisor may not have the authority or
the means to do so. Moreover, because the proposed rule change would already require
the municipal advisor to disclose all material conflicts of interest to the issuer, the MSRB
believes the issuer will be well positioned to make the determination of whether to
include such information in the official statement or other investor disclosure documents,
consistent with the issuer’s duties under all applicable law. In light of the comments and
after a re-evaluation of the purpose and feasibility of the disclosure provision in the
supplementary material as described above, the MSRB has deleted the provision.

Acknowledgment or Consent to Conflicts of Interest Disclosure

ol Paragraph (b)(i)(B) of the Revised Draft Rule required written disclosure of “any

affiliate of the municipal advisor that provides any advice, service, or product to
or on behalf of the client that is directly or indirectly related to the municipal
advisory activities to be performed by the disclosing municipal advisor.”
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In response to the First Request for Comment, several commenters suggested
differing approaches to the question of whether municipal advisors should be required to
obtain some form of acknowledgment from their client of the conflicts of interest
disclosures that municipal advisors are required to make under the proposed rule change.

In response to the First Request for Comment, NABL commented that the MSRB
should follow the approach taken in the Model Rules of Conduct of the American Bar
Association regarding the disclosure of conflicts of interest as stated in the Initial Draft
Rule. NABL argued that municipal advisors should be required to obtain “informed
consent, confirmed in writing” to each potentially waivable material conflict of interest.
NABL stated that this standard is as appropriate for municipal advisors as it is for
common law fiduciaries or attorneys. NABL suggested that the “informed consent” it
advocated could be accomplished in several ways, including *“a writing evidencing an
engagement, including a letter of intent, after disclosure to the client sufficient to
establish informed consent.” NABL contended that informed written consent from a
municipal advisor’s client is “a necessary corollary to the requirement that an advisor
disclose and provide sufficient detail about the nature of all material conflicts of interest.”
NABL also noted that informed consent confirmed in writing would be consistent with
the requirements of the CFTC for commodity trading advisors. NAIPFA stated that it
believed municipal advisors should be required to obtain an acknowledgment from their
clients of the conflicts of interest that it has disclosed, saying that this would conform to
the obligations of underwriters and other “professionals possessing fiduciary duties.”
GFOA provided similar support for requiring an acknowledgment of the conflicts of
interest disclosures from the municipal advisor’s client but stated that, if such a
requirement was added to the proposed rule change it would expect an explanation within
the proposed rule change detailing how the acknowledgements of such conflicts relate to
a municipal advisor’s fiduciary duty.

In contrast to NABL, NAIPFA and GFOA, commenters including Cooperman,
Lewis Young and Acacia commented that municipal advisors should not be required to
obtain a written acknowledgment of disclosures before proceeding with the engagement.
Cooperman stated that acknowledgement of conflicts of interest disclosures from
municipal entity clients is an unnecessary and unjustified requirement that should be
removed. Lewis Young stated that such written disclosure should not be required “so
long as the disclosures provided are not objected to by the client.” Proposing a somewhat
different approach, Acacia stated that municipal advisors should not be required to obtain
a written acknowledgement of the conflicts disclosed but should be required to (i)
provide such information (and record such provision), (ii) request receipt and consent but
(iii) be permitted to proceed with a municipal advisory engagement in the absence of
such receipt and consent if the municipal advisor has a reasonable belief that such
information has been received. Acacia reasoned that its approach would be analogous to
existing MSRB guidance for underwriters under MSRB Rule G-17.

The proposed rule change would not require a municipal advisor to obtain written
acknowledgement from its client of the disclosure of conflicts of interest. While the
MSRB understands the concerns expressed by commenters, the MSRB believes that the
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proposed rule change sufficiently obligates municipal advisors to ensure that their clients
receive proper notice of material conflicts of interest. Proposed paragraph .05 of the
Supplementary Material, for instance, would require municipal advisors to provide
information sufficiently detailed to inform a client of the nature, implications and
potential consequences of each conflict, and include an explanation of how the municipal
advisor addresses or intends to manage or mitigate each conflict. Such disclosure would
allow a municipal advisor’s client to make an informed decision as to whether such
conflicts can be adequately managed or mitigated. Furthermore, a municipal advisor’s
duty of care would require an advisor to have a reasonable basis for believing that its
client received the disclosure and understood the nature, implications and potential
consequences of the conflicts of interest that the municipal advisor disclosed. Further, the
MSRB believes that obtaining some form of written acknowledgement from municipal
entities and obligated persons would prove to be a significant procedural burden to both
municipal advisors and their clients that would likely not result in a substantiated benefit.

Explanation of Mitigating Conflicts of Interest

As discussed above, proposed paragraph .05 of the Supplementary Material to
Proposed Rule G-42, on conflicts of interest, would require a municipal advisor to
include an explanation of how the municipal advisor would address, or manage or
mitigate, the material conflicts of interest that it has disclosed to its client. In response to
the Second Request for Comment, Sanchez challenged the value and purpose of this
requirement by opining that municipal securities brokers and dealers are not subjected to
the burden of making such disclosures. Sanchez requested that the MSRB revise the
proposed rule change to require such disclosures only if requested by the client.

The MSRB has considered Sanchez’s comments and determined not to amend
proposed paragraph .05 of the Supplementary Material because the MSRB believes that
the provision would serve a beneficial and protective function for clients. The municipal
advisor’s explanation would allow its client to adequately assess the potential effects the
conflicts of interest could have on an engagement with the municipal advisor and to
determine whether the actions the municipal advisor proposes to take to mitigate the
conflicts of interest are sufficient and will not overly impair the quality and neutrality of
the services to be performed by the municipal advisor.

Services for Conduit Issuers and Obligated Person Clients

Under subsection (e)(ii) of Proposed Rule G-42, a municipal advisor would be
precluded from serving its municipal entity client as underwriter for a transaction directly
related to the same municipal securities transaction or municipal financial product as to
which the municipal advisor is providing or has provided advice to the municipal entity.

In response to the Second Request for Comment, BDA commented that the
proposed rule should explicitly allow a dealer/municipal advisor to serve as an
underwriter for a conduit issuer and as a municipal advisor for the conduit borrower, even
with respect to directly related matters.
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Underwriting such a transaction would not be specifically prohibited by the ban
on principal transactions in subsection (e)(ii) of Proposed Rule G-42, because it applies
only in cases of municipal entity clients. A conduit borrower is typically not a municipal
entity. Thus, depending on the specific facts and circumstances, this scenario could be
permissible with appropriate disclosure and consent. Still, it is not clear that, even with
disclosure and consent, such activity would be categorically consistent with all of the
duties of a municipal advisor to an obligated person in all circumstances. Therefore, the
MSRB has not amended the proposed rule as suggested by BDA.

Material Conflicts of Interest Required to be Disclosed

Section (b) of Proposed Rule G-42 would include a non-exhaustive list of matters
that would always constitute material conflicts of interest and that would be required to
be disclosed by municipal advisors under the proposed rule change. Matters that must be
disclosed as material conflicts of interest under section (b) include, among others: any
fee-splitting arrangements involving the municipal advisor and any provider of
investments or services to the client; any payments made by the municipal advisor,
directly or indirectly, to obtain or retain an engagement to perform municipal advisory
activities for the client; any conflicts of interest arising from compensation for municipal
advisory activities to be performed that is contingent on the size or closing of any
transaction as to which the municipal advisor is providing advice; and any legal or
disciplinary event that is material to the client’s evaluation of the municipal advisor or the
integrity of its management or advisory personnel.

In response to the First Request for Comment, Lewis Young stated that the
proposed rule should only require disclosure when an actual conflict of interest exists
because providing tailored explanations of potential or hypothetical situations would be
“expensive, time consuming, and not very helpful.” The MSRB disagrees and believes
that the likely benefits from these disclosures will outweigh the cost associated with
providing them to a municipal advisor’s clients because the proposed rule change limits
the required disclosure to only material conflicts of interest, both actual and potential, of
which a municipal advisor is aware of after a reasonable inquiry. The MSRB also
believes that requiring a municipal advisor to disclose conflicts of interest, actual and
potential, that the municipal advisor becomes aware of after reasonable inquiry and that
could reasonably be anticipated to impair the municipal advisor’s ability to provide
advice in accordance with the standards of conduct in section (a) of the rule, is necessary
to provide clients with the requisite information to make an informed decision regarding
the selection of their municipal advisor.

ICI suggested adding prefatory language to section (b) that would clarify that a
municipal advisor would be required to disclose only conflicts of interest that are
applicable to its relationship with the specific client. ICI stated that adding such language
would harmonize section (b) with the approach taken in the Investment Advisers Act
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regarding the delivery of brochures,®® which it believed permits an investment adviser to
omit “inapplicable information” from a disclosure it is required to provide to clients. The
MSRB believes that Proposed Rule G-42 makes clear that municipal advisors are
required only to make disclosure of material conflicts of interest and that this would
exclude inapplicable information.

First Southwest expressed concern regarding the requirement of subsection (b)(i)
that municipal advisors must provide written notice when they have no material conflicts
of interest to disclose to their clients. First Southwest stated that the requirement would
increase administrative requirements and provide little, if any, benefit in the event a
conflict of interest were later discovered. The MSRB disagrees and believes that an
affirmative written statement by the municipal advisor that it has no known material
conflicts of interest would remove potential ambiguities about the completeness of the
conflicts disclosure.

Sutherland commented that the conflicts of interest required to be disclosed would
be duplicative of information that could be found in SEC Forms MA and MA-I and,
therefore, would be unnecessary. As an example, Sutherland stated that SEC Form MA
requires the disclosure of affiliated business entities; compensation arrangements; and
proprietary interests in municipal advisor client transactions.®® While some overlap could
exist, the MSRB believes that the SEC forms do not solicit all of the information that
would be required by the proposed rule change and, thus, would not serve as a sufficient
substitute. Specifically, the SEC forms would not be a viable proxy for disclosing
potential conflicts of interest that the municipal advisor could have, nor would the forms
contain an explanation of how they intend to mitigate the material conflicts of interest
that they disclose. The MSRB expects that the written disclosure of material conflicts of
interest will be a useful tool to municipal advisor clients that will allow them to readily
assess the impact of actual or potential conflicts of interest of potential or ongoing
municipal advisory activities.

In response to the Second Request for Comment, SIFMA requested clarification
regarding the standard for determining the materiality of the conflicts of interest
described in paragraphs (b)(i)(A) and (G), and when disclosure is required. Under the
Revised Draft Rule, paragraphs (b)(i)(A) and (G) required municipal advisors to disclose
“any . .. potential conflicts of interest . . . that might impair” a municipal advisor’s advice
or its ability to provide advice in accordance with section (a) of Proposed Rule G-42. The
language in these paragraphs concerned certain commenters, such as SIFMA, because
they believed that such a standard would include nearly all imaginable conflicts of
interest and result in overly broad disclosure that could distract from the provision’s
purpose. Therefore, to clarify, the MSRB has amended these paragraphs to state that
disclosure is required, in paragraph (A) for “any actual or potential conflicts of interest,”
and, in paragraph (G), for “any other engagements or relationships.” The MSRB believes

62 See 17 CFR 275.204-3.

63 See SEC Form MA, Items 1.K., 4.H.-4.J. and 7.A.-7.F., respectively.
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that this revised language would more clearly establish a limiting, objective standard for
disclosing certain conflicts of interest that would be relevant to a municipal advisor’s
client.

Further, paragraphs (b)(i)(A) and (G), as proposed, are revised to limit the
disclosure of conflicts required under paragraphs (b)(i)(A) and (G) to those that
potentially impact the advisor’s ability to provide “advice to or on behalf of the client in
accordance with the standards of conduct of section (a) of this rule, as applicable.”
Previously, under the Revised Draft Rule, paragraphs (b)(i)(A) and (G) required a
municipal advisor to provide disclosure of conflicts of interest that “might impair its
ability either to render unbiased and competent advice to” its clients. This revision was
made after re-evaluation of the phrasing used in the paragraphs and consideration of
comments received from Sanchez. Sanchez stated that the use of the phrase “unbiased
and competent advice” in the Revised Draft Rule “. . . . appear[s] to import the duty of
loyalty and duty of care into the representations of obligated persons. . ..” The MSRB
agrees that the use of the phrasing “unbiased and competent advice” does not encompass
all of the duties municipal advisors owe their clients, nor would it sufficiently
differentiate between the standards of conduct owed by municipal advisors to their
municipal entity clients and obligated person clients. The MSRB believes that the revised
standard for identifying material conflicts of interest under proposed paragraphs (b)(i)(A)
and (G) will more clearly reflect the standards of conduct in proposed section (a) and
appropriately differentiate between municipal entity and obligated person clients.

In response to the Second Request for Comment, Sanchez also suggested a
revision to clarify the last sentence of subsection (b)(i) of the Revised Draft Rule.
Sanchez suggested deleting the term “written documentation” and using “written
statement” instead to clarify for municipal advisors the action required to comply with
subsection (b)(i). To remove any ambiguity, the MSRB has revised proposed subsection
(b)(i) to clarify that, when appropriate, a municipal advisor must provide a “written
statement” that the municipal advisor has no known material conflicts of interest.

Columbia Capital requested clarification regarding whether the disclosures
required by the Revised Draft Rule may be made in more than one document. The
required disclosures indeed may be provided to clients in more than one document, as
long as the document and its delivery otherwise comply with the proposed rule. Because
the language of the proposed rule is not to the contrary, the MSRB has not made any
revisions in response to this comment.

FSR commented that use of the term “indirectly” in paragraph (b)(i)(B) in the
Revised Draft Rule, which required disclosure of “any affiliate of the municipal advisor
that provides any advice, service, or product to or on behalf of the client that is directly or
indirectly related to the municipal advisory activities to be performed by the disclosing
municipal advisor,” expanded the scope of the required disclosures unnecessarily and
would make compliance difficult for a municipal advisor that is part of a large multi-
service financial conglomerate. FSR believed that the Revised Draft Rule did not provide
municipal advisors with sufficient guidance to identify activity that could be indirectly
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related to municipal advisory activities, and, taken in its plain meaning, could lead to a
substantial burden on firms having numerous affiliates that provide a wide array of
services. After further consideration of the purpose and intent of the proposed paragraph,
the MSRB has removed the clause “or indirectly.” The MSRB believes revised proposed
paragraph (b)(i)(B) will provide the appropriate notice to clients of the relationships of
any affiliates of the municipal advisor that are likely to present material conflicts of
interest.

Disclosure of Legal or Disciplinary Events

Several commenters addressed the draft requirements to disclose legal or
disciplinary events. FSR commented that subsection (b)(ii) of the Revised Draft Rule
would require a separate written disclosure of legal or disciplinary events that is
redundant of the requirements of subsection (c)(iii) of the Revised Draft Rule. FSR
requested that “these disclosure requirements be deemed satisfied if an advisor provides
information about where clients may access electronically the advisor’s most recent
[SEC] Forms MA and MA-I, along with the date of the last material amendment to any
legal or disciplinary event disclosure on such forms.” SIFMA, in response to the Second
Request for Comment, similarly stated that requiring “[duplicative] disclosure of specific
events that are already disclosed in [SEC] Forms MA and MA-I provides little, if any,
benefit to municipal entities or obligated persons, while it imposes unnecessary additional
burdens on municipal advisors.” SIFMA suggested that providing clients with the
information regarding how to obtain electronic access to a municipal advisor’s legal and
disciplinary history on SEC Forms MA and MA-I should suffice. Sanchez stated,
regarding the Revised Draft Rule, that “[t]his requirement appears to be overly
burdensome . . ., [and] it should be sufficient for purposes of this rule that a municipal
advisor be required to direct clients to their EDGAR filings by providing clients with
sufficiently specific information to locate their EDGAR filings.” ®*

The MSRB contemplated that municipal advisors would be able to satisfy their
disclosure of legal and disciplinary events under sections (b) and (c) of the Revised Draft
Rule with specific reference to the relevant portions of their most recent SEC Forms MA
or MA-I filed with the Commission. Proposed Rule G-42(b)(ii) further clarifies this
intention, and requires the municipal advisor to provide detailed information specifying
where the client may electronically access such forms. The MSRB believes this approach
will address the issue of duplicative disclosure of the disciplinary and other legal events
contained in SEC Forms MA and MA-I. This revision also clarifies that municipal

o4 In response to the First Request for Comment, Sutherland suggested that there is

sufficient disclosure about disciplinary history provided in a municipal advisor’s
SEC Forms MA and MA-I filed with the SEC, and Parsons stated that disclosure
should not be required in the rule given such public disclosure on those forms.
Similarly, Lewis Young and NAIPFA believed the disclosure of legal or
disciplinary events would be duplicative and unnecessarily burdensome and also
suggested that municipal advisors should be able to satisfy the requirement by
referencing SEC Forms MA or MA-I.
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advisors may satisfy the disclosure requirements of subsections (b)(ii) and (c)(iii) in a
similar fashion.

A municipal advisor could, conceivably, simultaneously satisfy the requirements
of proposed subsections (b)(ii) and (c)(iii) in one document if it were provided to the
client prior to or upon engaging in municipal advisory activities for the client. However,
if combined written disclosure and relationship documentation were made after a
municipal advisor engages in municipal advisory activities, the municipal advisor would
only be in compliance with proposed subsection (c)(iii) and not subsection (b)(ii).

SIFMA also suggested that subsection (c)(iv) of the Revised Draft Rule should be
removed. The subsection would require municipal advisors to document the date of the
last material change, including any addition, to the legal or disciplinary event disclosures
on any SEC Form MA or MA-I filed with the Commission. Specifically, SIFMA
believed that requiring municipal advisors to update their written disclosures and
documentation with each of their municipal advisory clients whenever a material change
to a legal or disciplinary event was made to any SEC Forms MA or MA-1 would be
unjustified.

Proposed section (c) requires the documentation of the municipal advisory
relationship to be promptly amended or supplemented to reflect any material changes or
additions, and requires the amended documentation or supplement to be promptly
delivered to the municipal entity or obligated person client. However, the MSRB does not
believe the update requirement under proposed section (c) is overly burdensome because
municipal advisors need only provide the date of the last material change, including any
addition, to their legal or disciplinary event disclosure to their clients, as they would be
permitted to reference their SEC Forms MA and MA-I for the details of such material
changes. Additionally, the required documentation of the municipal advisory relationship
could be satisfied through the use of more than one writing and updates or amendments
to such documents could be additional, separate writings that either amend or supplement
earlier writings. The MSRB believes these accommodations sufficiently address the
concern that municipal advisors would be required to amend and redistribute a single
writing every time a material change or addition needed to be included. Further, the
MSRB believes that, by requiring municipal advisors to update the written documentation
relating to legal or disciplinary event disclosures provided to municipal entities and
obligated persons, proposed subsection (c)(iv) would help ensure that those clients have
sufficient, accurate and current information to better inform their decisions to engage
and/or continue engaging a municipal advisor. The MSRB notes that the requirements of
proposed section (c) must be made in writing and delivered to the municipal advisor’s
client in accordance with the duty of care and, as applicable, the duty of loyalty.

Coastal, Kutak and Parsons objected to the Initial Draft Rule’s requirement to
disclose the legal and disciplinary events for all individuals at a municipal advisory firm
for which the firm is required to submit an SEC Form MA-I. They suggested that
municipal advisors should not be required to disclose to a client legal and disciplinary
events that relate to an individual that is employed by the municipal advisor, if that
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individual is not a part of (or reasonably expected to be a part of) the advisor’s team
working for the client. Although there could be numerous municipal advisors with large
numbers of employees, as Coastal indicated, the MSRB believes there is insufficient
cause to narrow the requirement of this disclosure obligation. Specifically, the MSRB
notes that, although all of a municipal advisor’s employees might not be a part of the
team working on a particular client matter, the number of employees with legal or
disciplinary events that a municipal advisor employs and the nature of any past legal or
disciplinary events related to those employees could be material to the client’s evaluation
of the municipal advisor or the integrity of its management or advisory personnel. In any
event, since a municipal advisor could satisfy Proposed Rule G-42(b)(ii) and (c)(iii) by
providing information specifying where the client can electronically access SEC Forms
MA and MA-I, there would be little additional burden imposed on municipal advisors by
leaving the scope of these requirements unchanged.

Type of Writing(s) Required to Document the Municipal Advisory Relationship

Several commenters discussed the matter of documenting the municipal advisory
relationship and the type of writing that should be required to evidence the municipal
advisory relationship between the municipal advisor and its client.

FLA DBF, correctly recognizing that the Revised Draft Rule’s reference to a
“writing” does not require a written contract, suggested that the proposed rule change
should be amended to require municipal advisors to enter into written contracts with their
municipal entity clients regarding their municipal advisory relationships. In contrast,
GFOA, while also correctly recognizing that the Revised Draft Rule does not require a
written contract, supported the absence of a contract requirement. GFOA noted that
although entering into a bilateral contract is a GFOA best practice, “there may not always
be a need for a specific contract.” GFOA agrees with the MSRB that the municipal
advisory relationship should be stated in writing as it would allow the issuer to clearly
delineate the scope of work it intends its municipal advisor to provide.

A number of other commenters, including ABA, BDA, ICI, Lewis Young, MSA,
NAIPFA and SIFMA, however, construed section (c) of the proposed rule as requiring a
written contract, leading them to raise various concerns about the proposed rule applying
to existing contracts that might need to be revised. As a result, these commenters
suggested the inclusion of various kinds of transitional rule provisions to address these
issues. ABA and Lewis Young, for example, requested a transitional provision to permit
advisors to honor their existing agreements with their clients until they expire. I1CI
recommended that the MSRB clarify that, if approved, Proposed Rule G-42 would only
apply prospectively. SIFMA requested that the MSRB limit or eliminate the need for
municipal advisors to re-document their municipal advisory relationships and apply the
disclosure requirements of the proposed rule only to future agreements. MSA requested
guidance on whether the obligations of section (c) of Proposed Rule G-42 could be
satisfied by a contract (such as a Master Services or Professional Services Agreement)
between the municipal advisor and its client.
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The documentation requirement of section (c) of Proposed Rule G-42, as with the
Revised Draft Rule, would not require the creation of new contractual relationships or the
modification of existing contracts or agreements between municipal advisors and their
clients. The purpose of the requirement is to help ensure that certain terms of each
municipal advisory relationship would be reduced to writing and delivered to the
municipal advisor’s municipal entity or obligated person client. So long as the content of
the documentation adheres to the requirements of the proposed rule (including the
standards of conduct in section (a)), municipal advisors and their clients have some
latitude in deciding the exact form the documentation and writing might take. If
municipal advisors have already delivered documentation meeting some or all of the
requirements of proposed section (c), then municipal advisors would be able to rely on
such documents to satisfy some or all of their obligations under section (c). While
certainly permitted, the proposed rule would not require municipal advisors to enter into
written contracts with their municipal entity or obligated person clients and municipal
advisors could satisfy the requirements of provision (c) by providing separate or
supplemental documents to any preexisting contract, agreement or writing previously
provided that might be in place between the municipal advisor and its client. The relevant
part of proposed section (c) has been further revised to delete the phrase “enter into”
(which could have connoted the formation of a contract) and reads as follows: “A
municipal advisor must evidence each of its municipal advisory relationships by a writing
or writings created and delivered to the municipal entity or obligated person client prior
to, upon or promptly after the establishment of the municipal advisory relationship.” The
MSRB believes that requiring the documentation to take the form of a bilateral contract
would be unnecessary and could lead to some of the burdensome consequences identified
by commenters. The amendments to the Revised Draft Rule should clarify that municipal
advisors would not be required to alter or re-execute any existing contract and that, in the
future, the documentation and disclosure requirements could be satisfied in writings that
are either included in a contract or separate and independent of any contract entered into
between the municipal advisor and its municipal entity or obligated person client.

In response to the First Request for Comment, BDA and GKB stated that they
generally supported the documentation and disclosure requirements of section (c) of the
Initial Draft Rule but believed, with respect to municipal financial products, that a
“written agreement” (as they believed was required by section (c)) should only be
required when municipal advisory activities are engaged in for compensation. Based on
their comments, it appears that BDA and GKB understood section (c) to implicitly
require the municipal advisor and its client to evidence their municipal advisory
relationship with a bilateral contract. NAIPFA, in its response to the Initial Draft Rule,
asked the related question: “Does this mean that the writing must be a two party
agreement?” NAIPFA also suggested that the MSRB amend section (c) to allow
municipal advisors to satisfy the requirements of the section through an engagement
letter. As previously stated, section (c) would not require, or preclude the use of a
bilateral contract or engagement letter to evidence the municipal advisory relationship. So
long as the content adheres to the requirements of Proposed Rule G-42 (including the
standards of conduct of section (a)), municipal advisors and their clients would have
some latitude in deciding the exact form the documentation and writings might take.
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NAIPFA expressed concerns regarding the amount of information that would be
required to be included in the documentation required by section (c), stating that
municipal advisors would be put at a “significant competitive disadvantage to their
[underwriting] counterparts . . . [because] underwriters are not mandated to include any
particular contract-related terms within their engagement letter, such as clauses relating to
the termination of the relationship or their obligations relating to certain aspects of the
transaction . . . .” The MSRB does not believe the proposed documentation requirement
would result in the competitive disadvantages described by NAIPFA. First, underwriters
are required to make similar disclosures to issuers of municipal securities under MSRB’s
fair dealing rule, Rule G-17, which includes certain disclosures regarding the
underwriter’s compensation. Second, to the extent any of the requirements of section (c)
are included in a written agreement, contract, engagement letter or similar document
already in possession of the client, such information would not need to be included in a
separate writing delivered to the municipal advisor’s client. Instead, municipal advisors
would be able to supplement existing writings to comply with section (c). Finally,
because a municipal advisor generally would be prohibited from acting as an underwriter
for a transaction directly related to the same municipal securities transaction or municipal
financial product as to which the municipal advisor is providing or has provided advice,
the MSRB believes it would be unlikely that a municipal advisor would be in direct
competition with an underwriter as suggested by NAIPFA.

In response to the Initial Draft Rule, ICI suggested that section (c) be revised to
specify that only material changes to the information provided in the documentation
required by section (c) would trigger the updating requirement. The MSRB did not intend
by section (c) to require the supplementation of immaterial information and section (c) of
the proposed rule has been revised to provide this clarification.

Triggering the Documentation Required by Section (c)

Under the Initial Draft Rule, a municipal advisor would have been required to
evidence each of its municipal advisory relationships by a writing entered into prior to,
upon or promptly after the inception of the municipal advisory relationship. In response
to the First Request for Comment, Northland commented that section (c) of the Initial
Draft Rule should require that the documentation be in place prior to engaging in
municipal advisory activities rather than being permitted to be created and provided
subsequently (i.e., after the establishment of a municipal advisory relationship (as defined
by the Initial Draft Rule)). Northland opined that its approach would align the proposed
rule change with analogous requirements and principles of the SEC Final Rule. Northland
also argued that earlier documentation of the municipal advisory relationship is warranted
for the same reasons it believes justify the proposed rule change’s requirement to disclose
conflicts of interest upon or prior to engaging in municipal advisory activities. The
MSRB has considered when municipal advisors should be required to document their
relationship with their clients and determined that documentation should only be required
after both parties have agreed that the municipal advisor would engage in municipal
advisory activities for or on behalf of the client. It is understood by the MSRB that a
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municipal advisor could engage in municipal advisory activities while seeking an
engagement to perform municipal advisory activities but then might ultimately not be
engaged by the client. Also, in some instances, a municipal advisor could be called upon
to engage in municipal advisory activities on behalf of its client on short notice for a
time-sensitive matter. In such scenarios, the MSRB does not believe it would be
appropriate, or necessary, to require documentation of the municipal advisory
relationship because, as with the first case, there is a reasonable possibility that no
municipal advisory relationship would materialize and, with regard to the second, the
MSRB does not want to inhibit a municipal advisor from performing its municipal
advisory activities for municipal entities and obligated persons when time is short and
documenting the municipal advisory relationship might not be feasible. The MSRB
believes that, when balanced against the potential benefits of requiring earlier
documentation of the municipal advisory relationship, the timely disclosure of material
conflicts of interest (in accordance with section (b) of Proposed Rule G-42) will
sufficiently mitigate the potential consequences identified by Northland and will serve as
sufficient protection to a municipal advisor’s client to make an informed decision about
whether to accept the advice provided by the municipal advisor until such time that
documentation containing the information required by section (c) can be created and
delivered.

On a separate but related matter, Northland stated that the use of the term
“municipal advisory relationship” would likely lead to confusion between how Northland
believes the term is used by municipal advisors and other industry participants and how
the term had been defined for purposes of the Initial Draft Rule. Northland believed that
it would be difficult for municipal advisors to parse apart and document “municipal
advisory relationships” when some of those relationships are “historical and ongoing”
and are rarely thought of as separate relationships. The MSRB believes that the definition
provided in Proposed Rule G-42(f)(vi) would provide sufficient guidance to municipal
advisors in this regard. That provision would state that a municipal advisory relationship
is deemed to exist when a municipal advisor enters into an agreement to engage in
municipal advisory activities for a municipal entity or obligated person and ends on, the
earlier of, the date on which the municipal advisory relationship has terminated pursuant
to the terms of the documentation of the municipal advisory relationship, or the date on
which the municipal advisor withdraws from the municipal advisory relationship.

In response to the Second Request for Comment, Piper Jaffray, while generally
supportive of the documentation requirement of section (c) of the Revised Draft Rule,
expressed concern that it could require premature documentation of a municipal advisory
relationship. Specifically, Piper Jaffray stated that section (c) could require
documentation when the municipal advisor has not been selected by its client to be its
municipal advisor and, instead, is, in fact, engaging in municipal advisory activities as a
means to obtain the engagement with the client to perform municipal advisory activities.
Section (c) of the Revised Draft Rule, however, explicitly stated that the documentation
requirement would only be triggered “prior to, upon or promptly after the establishment
of the municipal advisory relationship” (emphasis added). As defined in subsection
(F(vi), a municipal advisory relationship would only be deemed to exist when the
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“municipal advisor enters into an agreement to engage in municipal advisory activities
for a municipal entity or obligated person.” Thus, Proposed Rule G-42 would not
necessarily require the provision of relationship documentation during an early stage of
municipal advisory activities when the municipal advisor is still pursuing an engagement
to perform municipal advisory activities.

Other Comments Reqgarding the Documentation Requirement

Consolidation. In response to the Revised Draft Rule, Piper Jaffray suggested that
the disclosure and documentation requirements of sections (b) and (c) could be more
clearly established if the sections were merged. In particular, Piper Jaffray found it
confusing that a municipal advisor providing “advice,” but that has not yet been engaged
by an issuer, must provide disclosures related to its compensation under paragraph
(b)()(F). Piper Jaffray then posed the question: “[I]s the intention of the [MSRB] to
assure that municipal advisors must provide conflicts disclosure when providing
information that would constitute “advice’ prior to [being] engaged[?]” Piper Jaffray
suggested that the intention and purpose of the proposed rule change could be better
served if the required disclosures and documentation of the municipal advisory
relationship were provided when the advisor is selected by the issuer to provide it with
advice.

The MSRB has considered Piper Jaffray’s recommendation to merge sections (b)
and (c) and modify the timing of the disclosure requirement, but believes such
amendments would conflict with the intention of having municipal advisors disclose
conflicts of interest upon or prior to engaging in municipal advisory activities for the
client. Combining the paragraphs could cause municipal advisors to delay making the
proposed rule’s required disclosures until the municipal advisory relationship has been
reduced to writing, which could be a significant amount of time after the client has
received, and potentially acted on, advice from the municipal advisor. For these reasons,
the suggested changes are not included in Proposed Rule G-42.

Indirect Compensation and Treatment of Incidental Informal Advice. Regarding
the documentation of the municipal advisory relationship, SIFMA requested that
Proposed Rule G-42 include a definition of “indirect compensation” as it is used in
subsection (c)(i). On a related topic, SIFMA requested that the MSRB “clarify that
informal advice that is incidental to providing brokerage/securities [services] would not,
alone, trigger a written documentation requirement under [section (c) of the Revised
Draft Rule] ....”

The MSRB believes that additional clarification within the proposed rule change
IS not necessary because the phrase “indirect compensation” is widely used and
understood in the municipal advisory and securities industry and is well established in
securities statutes and jurisprudence. Providing a definition of “indirect compensation”
within Proposed Rule G-42 might reduce clarity regarding the general understanding of
the phrase and lead to unnecessary confusion in an instance where sufficient guidance is
already available.
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Regarding SIFMA’s request pertaining to advice that is incidental to providing
brokerage/securities services, the MSRB notes that the proposed rule change would apply
to a scope of municipal advisory activities as defined in the SEC Final Rule. Whether
certain activities constitute “advice” under the SEC Final Rule is a legal interpretation
within the authority of the SEC, and not the MSRB, to make.

Recommendations and Review of Recommendations of Other Parties

Section (d) of Proposed Rule G-42 would provide that if a municipal advisor
makes a recommendation of a municipal securities transaction or municipal financial
product to its client, the municipal advisor must determine, based on the information
obtained through reasonable diligence, whether the transaction or product is suitable for
the client. Section (d) also would contemplate that a municipal advisor could be asked to
evaluate a recommendation made to its client by another party, such as a recommendation
by an underwriter of a new financing structure or a new financial product. Section (d)
would require municipal advisors to conduct a suitability analysis — when requested by
the client and within the scope of the engagement — of the recommendations of these
third parties, guided by the requirements and principles contained in relevant portions of
the supplementary material (such as paragraphs .01, .08 and .09).

Commenters raised a number of issues with section (d) of Proposed Rule G-42
(sections (d) and (e) of the Initial Draft Rule) and the related paragraphs .01 (Duty of
Care), .08 (Suitability) and .09 (Know Your Client) of the Supplementary Material to
Proposed Rule G-42. Below is a summary of, and response to, these comments.

General Comments Regarding Section (d)

In response to the Second Request for Comment, NAIPFA and GFOA expressed
their general support for the Revised Draft Rule’s suitability standard of section (d) of
Proposed Rule G-42. NAIPFA believed it appropriately reflects a municipal advisor’s
fiduciary duties to its municipal entity clients.

Compliance and Examination. BDA, in response to the Second Request for
Comment, expressed its support of the Revised Draft Rule’s requirement to have
municipal advisors review recommendations of other parties, but requested specific
guidance on how municipal advisors would develop reasonable policies to comply with
section (d). BDA also expressed concern about how FINRA examiners would test a
dealer’s compliance with the requirements of section (d) when serving as a municipal
advisor.

The MSRB believes it has provided sufficient guidance to municipal advisors
about the principles and requirements that should inform, and be incorporated in, a
municipal advisor’s policies and procedures by identifying the matters in the proposed
rule text (such as in subsections (d)(i)-(iii) and paragraphs .01, .08 and .09 of the
Supplementary Material) that a municipal advisor must, as applicable, consider when
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forming its advice or recommendation. The MSRB recognizes the diversity of the
population of municipal advisors and the municipal advisory activities in which they
engage in and believes the primarily principles-based approach taken by the proposed
rule change will accommodate that diversity. The MSRB also believes this approach will
clearly establish the minimum requirements and principles, which financial regulators
could then consistently apply in their examination of municipal advisors.

Updating Recommendations. In response to the Second Request for Comment,
SMA requested that the MSRB clarify that the suitability of a recommendation would be
determined by the facts and circumstances at the time a client enters into the municipal
securities transaction and that the municipal advisor should not have continuing
responsibility to update its determination.

The MSRB believes that whether advice given or recommendations made by
municipal advisors would need to be updated would depend on the facts and
circumstances surrounding the advice and recommendation, including, but not limited to,
the scope of the services that the municipal advisor agreed to provide its client. The
MSRB believes that the reasonableness of a municipal advisor’s recommendation or
advice would be determined by considering the information relied upon by, and available
to, the municipal advisor at the time the recommendation is made or advice is given to its
client. However, over the course of an ongoing municipal advisory relationship, it is
possible that a municipal advisor would, as part of its duty of care, need to apprise its
client of changes to the suitability of the advice or recommendation it had previously
given. In such cases, a municipal advisor’s responsibilities would depend upon the facts
and circumstances and the parameters of its municipal advisory relationship. The MSRB
believes that the proposed rule change will provide municipal advisors with the requisite
guidance to comply with its requirements.

Third-Party Recommendations. Lamont and First Southwest, in response to the
First Request for Comment, requested clarification regarding whether a municipal
advisor must review any third-party recommendation related to the advice that the
municipal advisor has agreed to provide.

Proposed Rule G-42 would require municipal advisors to review a third-party
recommendation when such a review is within the scope of the engagement between it
and its client or if such a review would be part of the reasonable diligence required to
reasonably determine whether a recommendation or advice is suitable for its client.
Therefore, a municipal advisor’s obligation to review third-party recommendations would
depend on the facts and circumstances of each particular instance. The MSRB believes
that section (d) and the relevant portions of the supplementary material of the proposed
rule change will provide sufficient guidance to municipal advisors presented with such
scenarios.

Informing Client of Matters Related to Review of Recommendation. In response
to the First Request for Comment, Northland commented that the Initial Draft Rule’s
requirement that municipal advisors must, under section (d), discuss matters such as the
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material risks of a recommendation and the basis upon which the municipal advisor
reasonably believes its recommendation is suitable for its client would encourage written
documentation of such discussions and create the potential for conflict between the
information provided by the municipal advisor and the actions ultimately taken by the
client. It appears that Northland’s concern is that a municipal advisor could be exposed to
liability in an ex post review of its suitability analysis.

The MSRB received other comments related to the Initial Draft Rule’s
requirement that municipal advisors must discuss these matters with their clients. In
response, the Revised Draft Rule included a modification that required municipal
advisors to inform their clients of the matters specified in proposed section (d). The
modification was made to grant some flexibility to municipal advisors in the manner in
which the matters are delivered to their clients. The MSRB understands that a municipal
advisor’s client could elect to engage in a course of action that deviates from the
municipal advisor’s recommendation. For purposes of compliance with section (d),
however, a client’s decision to disregard its municipal advisor’s recommendation would
alone have no bearing on whether the municipal advisor conducted an adequate analysis
of the recommendation it provided. An examination for compliance with section (d)
would focus on the adequacy of the suitability analysis provided by the municipal
advisor, not whether the client ultimately pursued the municipal advisor’s
recommendation.

Limiting Duty to Review Recommendations of Others. In response to the First
and Second Request for Comment, NAIPFA stated that, when a municipal entity or
obligated person has engaged an independent registered municipal advisor® and is also
obtaining advice from a third party that is relying upon the independent registered
municipal advisor exemption from the SEC registration requirement®® to provide advice
to the municipal entity or obligated person, the independent registered municipal advisor
should not be permitted to limit the scope of the engagement with its client so as not to
include the review of recommendations made by the third-party.

The MSRB has considered, yet disagrees with, NAIPFA’s position. The MSRB
believes that municipal advisor clients, with the agreement of the municipal advisor,
should be able to define the scope of their municipal advisory relationships and thus
determine what services the municipal advisor will provide. Furthermore, requiring
municipal advisors to review all third-party recommendations could result in a costly
burden to municipal entities and obligated persons that do not expect to derive sufficient
value from such review. However, the MSRB acknowledges that limiting the scope of the
engagement between a municipal entity or obligated person and its independent

6 See SEC Rule 15Bal1-1(d)(3)(vi) (17 CFR 240.15Bal-1(d)(3)(vi)). “Independent
registered municipal advisor” is defined in SEC Rule 15Bal-1(d)(3)(vi)(A) (17
CFR 240.15Ba1-1(d)(3)(Vi)(A)).

60 See SEC Rule 15Bal1-1(d)(3)(iv) (17 CFR 240.15Bal-1(d)(3)(iv)).
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registered municipal advisor could affect a third party’s ability to qualify and make use of
exemptions discussed in the SEC Final Rule, including the exemption mentioned by
NAIPFA.®

Request for Definition of “Independent” as Used in Paragraph .03 of the
Supplementary Material

BDA, in response to the First Request for Comment, requested that the MSRB
define the term “independent” for purposes of paragraph .03 of the Supplementary
Material, action independent of or contrary to advice, to the Initial Draft Rule. Proposed
paragraph .03 states that a municipal advisor would not be required to disengage from a
municipal advisory relationship if its client were to elect a course of action that is
“independent or contrary” to the advice provided by the municipal advisor. BDA asked if
“independent” would mean that the municipal advisor’s client is not relying on or
considering the advice of the municipal advisor; that the client is not seeking advice from
the municipal advisor; or, that the client is acting contrary to advice given by the
municipal advisor.

Proposed paragraph .03 of the Supplementary Material was designed to address
instances when a municipal advisor’s client has decided either not to accept, rely on or
consider the municipal advisor’s advice or to take an approach or position that varies
(completely or partially) from advice provided by the municipal advisor. In the event of
such occurrences, paragraph .03 would allow a municipal advisor to continue in its
advising capacity so long as doing so would not otherwise be precluded by MSRB rules
or federal, state or other laws, as applicable.

Scope of the Recommendations Analysis. Proposed section (d) and paragraph .08
of the Supplementary Material address municipal advisors’ recommendations of
municipal securities transactions or municipal financial products. However, as part of the
duty of care articulated under proposed paragraph .01 of the Supplementary Material, a
municipal advisor would be required to have a reasonable basis for any advice provided
to its client.

Northland requested clarification regarding whether section (d) of the Initial Draft
Rule would be applicable to all recommendations provided by the municipal advisor or
only when a recommendation is related to entering into a municipal securities transaction
or municipal financial product. NABL stated, in response to the First Request for
Comment, that “suitability,” as a general matter, is a regulatory concept that could not be
appropriately applied to municipal advisors in all instances. NABL suggested that a
municipal advisor should be permitted to make a recommendation as to a limited aspect
of the transaction, even if the municipal advisor does not agree that the transaction is
suitable.

67 17 CFR 240.15Bal-1.
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Section (d) of Proposed Rule G-42 would provide that a municipal advisor must
not recommend that its client enter into any municipal securities transaction or municipal
financial product unless the municipal advisor has determined, based on the information
obtained through the reasonable diligence of the municipal advisor, whether the
transaction or product is suitable for the client. A municipal advisor could provide advice
regarding an aspect of a municipal securities transaction or municipal financial product
that the municipal advisor believes to be unsuitable for its client so long as the municipal
advisor adhered to the duty of care, duty of loyalty, and all other laws, as applicable, and
either did not recommend the unsuitable transaction or product or informed the client of
the basis on which the municipal advisor reasonably believed the transaction or product
to be unsuitable.

Documenting Recommendations. Lewis Young expressed concern that section (d)
of the Initial Draft Rule would require excessive and “defensive” recordkeeping and
documentation in order to evidence compliance with the section’s requirement that
municipal advisors inform their clients of certain matters pertaining to their
recommendations. Lewis Young argued that such documentation would be a “waste of
time and resources” because the client has already determined to pursue a particular
municipal securities transaction or municipal financial product. Accordingly, Lewis
Young believed documenting such discussions “so as to have a ‘good answer’ for the
next regulatory audit” would be overly and unnecessarily burdensome.

The MSRB believes that the proposed rule change sufficiently articulates that
municipal advisors and their clients would have the discretion to define the parameters of
their municipal advisory relationship and, thus, decide between them what municipal
advisory activities would be performed by the municipal advisor for its client, including
what matters for which a municipal advisor would be providing advice. As such,
regarding the scenario proffered by Lewis Young, a municipal advisor that has not been
engaged to provide advice about a municipal securities transaction or municipal financial
product that was previously selected by its client would not be under an implicit
obligation to provide the client with the suitability analysis described in proposed section
(d) and the supplementary material. The municipal advisor would remain subject to
(among other provisions of the proposed rule change) a duty of care, duty of loyalty (as
applicable) and relevant supplementary material such as paragraphs .04 (Limitations on
the Scope of the Engagement) and .09 (Know Your Client). Further, the MSRB believes
that the documentation required by proposed Rule G-8(h)(iv) is an appropriately tailored
recordkeeping requirement that will assist regulatory examiners in assessing the
compliance of municipal advisors with the proposed rule change. Also, the MSRB
believes the recordkeeping requirements will not be overly burdensome because
municipal advisors would only be required to maintain documents created by the
municipal advisor that were material to its review of a recommendation by another party
or that memorializes the basis for any conclusions as to suitability.

Recommendations of Investment Funds. NY State Bar requested the MSRB to
clarify the obligations owed by a municipal advisor to its client when the
recommendation is to invest in an investment fund that is managed by a third-party
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advisor. NY State Bar’s concern was that, under the Initial Draft Rule, a municipal
advisor would be obligated to provide a recommendation, and therefore a suitability
analysis, of the investment choices made by the manager of the investment fund.

Depending on the facts and circumstance of a particular scenario, such as
described by NY State Bar, a municipal advisor could have a multitude of different
obligations regarding its recommendation of an investment fund to a client. While the
proposed rule change would allow municipal advisors and their clients to negotiate the
municipal advisory activities to be performed, the standards of conduct articulated in
section (a) and the relevant paragraphs of the supplementary material would not be
subject to alteration. Therefore, a municipal advisor that has agreed to provide a
recommendation regarding the investment in an investment fund would be required to
exercise a duty of care that could, in turn, require the municipal advisor to conduct a
suitability analysis that might, depending on the relevant facts and circumstance of a
particular instance, require the municipal advisor to conduct a suitability analysis of the
investment choices made by the manager of the investment funds. By establishing the
applicable standards of conduct for municipal advisors, and providing additional
guidance regarding those standards in the supplementary material to Proposed Rule G-42,
the MSRB believes that municipal advisors will be able to make a determination
regarding what actions they must undertake when making recommendations to clients.

Prescriptive Metrics for Suitability Analysis. In response to the First Request for
Comment, MSA asked whether the MSRB would provide the “specific metrics (standard
debt issuance options)” that should be used to determine the suitability of a
recommendation. MSA also inquired into whether “there [will] be standards set for this
quantitative review or will it be the responsibility of the individual [municipal advisor] to
define the suitability metrics based on the unique circumstances of each client or
project?”

In order to accommodate the diversity of the municipal securities and municipal
advisory marketplace, the MSRB has taken a primarily principles-based approach
regarding the required suitability analysis so that municipal entities and obligated persons
would receive appropriately tailored and relevant advice and recommendations from their
municipal advisors. For this reason, the MSRB does not intend to provide the specific
metrics requested by MSA and instead will rely upon the principles and requirements
provided by the proposed rule change.

Municipal Advisor Reliance on Information Provided by Client

A number of commenters voiced apprehension regarding what they believed to be
the high standard set for providing recommendations to their clients or reviewing the
recommendation of a third party. Specifically, commenters expressed concern with the
portion of paragraph .01 (which would be applicable to recommendations contemplated
under section (d)) that would require a municipal advisor to “undertake a reasonable
investigation to determine that it is not basing any recommendation on materially
inaccurate or incomplete information.” Most commenters stated that a municipal advisor
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should be able to rely on the accuracy and veracity of the information provided by a
client and not be required to validate such information.

Sutherland asked, in response to the First Request for Comment, in the context of
529 plans, what the Initial Draft Rule would require a municipal advisor to do in order to
satisfy the proposed obligation to undertake a reasonable investigation to determine that it
IS not basing any recommendation on materially inaccurate or incomplete information.
Sutherland also asked whether a municipal advisor must obtain a representation from the
issuer that the information it provides does not contain any material misstatements or
omissions.

In response to the Second Request for Comment, ICI stated that municipal
advisors to 529 plans should not be required to verify the veracity or completeness of the
information provided to them by persons who are authorized by the municipal entity
client to act on behalf of a state’s 529 plan.

NABL commented that a municipal advisor should be free to recommend a
transaction based on facts given to it by its client, without exercising any diligence to
check the facts, if consistent with the scope of the engagement with its client. Regarding
the review of recommendations of others, MSA asked whether it would be necessary to
obtain documentation or information used by a third-party to make a recommendation
that the municipal advisor has been engaged to review. MSA believed that the Initial
Draft Rule should require the third party, who provided the recommendation and that the
municipal advisor has been engaged to review, to disclose any documentation relied upon
for that recommendation.

The duty of care is a core principle underlying many of the obligations of the
proposed rule and is included, among other reasons, to ensure municipal entities and
obligated persons are shielded from the potential negative consequences that could result
from not receiving well-informed advice and expertly-executed services from their
municipal advisors. The MSRB believes that requiring municipal advisors to conduct a
reasonable investigation about the accuracy and completeness of the information,
including information pertaining to a 529 plan, on which they will be basing their advice
is necessary to ensure that clients will be able to make an informed decision based on
facts and choose a prudent course of action. As stated in section (d), the municipal
advisor would only need to exercise reasonable diligence, thus obviating the need for a
municipal advisor to go to impractical lengths to determine the accuracy and
completeness of the information on which it will be basing its advice and/or
recommendation. The MSRB believes that obtaining a representation from the municipal
advisor’s client that the information it has provided, with no or insufficient diligence
conducted by the municipal advisor, would not satisfy either section (d) or paragraph .01
of the Supplementary Material of Proposed Rule G-42 because such a representation
would not sufficiently preclude the potential for the risks associated with providing
advice or recommendations without a reasonable inquiry into the accuracy and
completeness of the information upon which such advice or recommendations are based.
While alone, such a representation would not satisfy the requirements of the proposed
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rule change, a municipal advisor would be free to seek and obtain such a representation
as a prudent part of its process for conducting a reasonable investigation of the veracity
and completeness of the information on which it is basing its recommendation.

Applicability of Suitability Analysis to 529 Plans

Several commenters raised concerns about how section (d) and the related
supplementary material that address suitability analysis would generally apply to
municipal advisors advising 529 plans.

ICI stated, in response to the Second Request for Comment, that the suitability
standard set forth in paragraph .08 of the Supplementary Material should recognize what
ICI believes to be differences between advice rendered in connection with municipal
securities, generally, and that rendered in connection with 529 plans. Sutherland voiced
concerns in its response to the First Request for Comment and stated that the suitability
factors listed in paragraph .08 and section (d) are not workable with regard to 529 plans.
ICI believed that some of the factors for determining suitability included in paragraph .08
would be “largely irrelevant in the context of rendering advice to a 529 plan” and the
MSRB should modify the Revised Draft Rule to explicitly state that such factors would
not apply to advice relating to 529 plans. In the absence of exempting 529 plans from
needing to consider such factors, ICI asked the MSRB to clarify how it intends the listed
factors to apply to 529 plans.

In consideration of these comments, the MSRB has modified proposed paragraph
.08 (formerly paragraph .09) of the Supplementary Material to allow municipal advisors
to base a suitability determination only on the listed factors that are applicable to the
particular type of client being advised. The MSRB, accordingly, has inserted the phrase
“as applicable to the particular type of client” as a qualifier to the list of factors in
paragraph .08 that must be considered in a suitability analysis. The modifications
proposed should address the commenters’ concerns such as how factors such as
“financial capacity to withstand changes in market conditions” would apply given that
529 plans are not dependent on external sources of revenue or funding to satisfy claims of
investors. However, the listed factors in paragraph .08, consistent with the regulation of
recommendations in other securities law contexts, are focused on the client and not the
product involved.

Request for Clarification of Documentation and Procedural Requirements

In response to the Second Request for Comment, Piper Jaffray requested
additional clarification on what a municipal advisor would need to do, and what
documents would need to be created, to comply with the Revised Draft Rule’s suitability
requirements. Specifically, Piper Jaffray asked what the proposed rule change would
require with regards to decisions that Piper Jaffray refers to as “smaller decisions” (e.g.,
call features and whether to utilize a premium bond structure that has a lower yield to
call).
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The proposed rule change would require, pursuant to the duty of care, a municipal
advisor to have a reasonable basis for any advice it provides to or on behalf of its client.
Also, municipal advisors would be required to conduct a suitability analysis of
recommendations of municipal securities transactions and municipal financial products
that would comport with the requirements of proposed paragraph .08 of the
Supplementary Material. Whether or not a suitability analysis would be required would
depend, as previously discussed in Item 3, on the facts and circumstances surrounding the
communication made by the municipal advisor and whether the communication was a
recommendation of a municipal securities transaction or municipal financial product.
Advice as to the “smaller decisions” asked about by Piper Jaffray might, or might not,
depending on the facts and circumstances of a particular instance, rise to the level of
being a recommendation that would require a suitability analysis under the proposed rule
change, even though such advice may relate to a municipal securities transaction or
municipal financial product and therefore trigger other provisions of the proposed rule,
because the advice might not reasonably be viewed as a “call to action” that would
constitute a recommendation of a municipal securities transaction or municipal financial
product. Note that even in the case of advice short of a recommendation, a subsequent
communication that does constitute a recommendation requiring a suitability analysis
might, depending on the particular facts and circumstances, require analysis at that time
of a subject that was addressed in previous advice.

With regard to the recordkeeping requirements that would be required when
providing a recommendation of a municipal securities transaction or municipal financial
product, proposed MSRB Rule G-8(h)(iv) would require specifically that municipal
advisors keep a copy of any document created by a municipal advisor that was material to
its review of a recommendation by another party or that memorializes the basis for any
determination as to suitability for a period of not less than five years. The MSRB believes
that the proposed recordkeeping requirements will allow regulatory examiners to
efficiently assess a municipal advisor’s compliance with the suitability obligations of
Proposed Rule G-42. The MSRB also believes that the proposed recordkeeping
requirements will not overly burden municipal advisors because the MSRB understands
that these documents are routinely made and retained by municipal advisors as a part of
their normal business operations.

Suitability and Policy Related Considerations

In response to the First Request for Comment, BDA and Piper Jaffray stated that
the factors to be considered by municipal advisors when determining whether a municipal
securities transaction or municipal financial product is suitable for its municipal entity or
obligated person client discussed in paragraph .08 (Suitability) of the Supplementary
Material overlooks the effect that “policy and political considerations” could have on a
suitability determination. Piper Jaffray requested that the MSRB clarify whether the
determination of suitability should “incorporate the policy directives and decisions of the
issuer at the time the issue is undertaken.” BDA requested that the MSRB clarify that, if a
municipal advisor’s client states its objective, the municipal advisor, in making its
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recommendation, does not need to assess the appropriateness of the client’s stated
objective but could “generally accept the [objective].”

Section (a) and paragraph .01 of the Supplementary Material to Proposed Rule G-
42 would require that municipal advisors exercise due care in performing their municipal
advisory activities with respect to all of their clients. This duty would require, among
other things, municipal advisors to provide their clients with informed advice. The MSRB
believes that informed advice regarding the suitability of a municipal securities
transaction or municipal financial product is the result of a municipal advisor making a
reasonable inquiry into certain relevant information about the municipal advisor’s client.
For this reason, the MSRB has included in proposed paragraph .08 the requirement that a
municipal advisor base its determination of suitability on any material information known
by the municipal advisor after reasonable inquiry. Furthermore, proposed paragraph .09
of the Supplementary Material would obligate a municipal advisor to know and retain the
essential facts concerning its client to allow the municipal advisor to effectively service
the client. The MSRB believes that policy considerations could be materially relevant
information under all of the particular facts and circumstances that municipal advisors
may consider when determining the suitability of a municipal securities transaction or
municipal financial product. A stated objective of the client as BDA posits could be made
most clear by reducing it to writing and including it in the relationship documentation on
the scope of the engagement.

Evidencing Evaluations and Delivery of Required Information Regarding
Recommendations

Several commenters, including BDA, MSA, Northland and Lewis Young,
commented on records and documentation requirements of the proposed rule change that
would be applicable to municipal advisors.

In response to the First Request for Comment, BDA requested clarification
regarding what books and records a municipal advisor would need to maintain to
evidence evaluations or recommendations made by the municipal advisor. BDA
commented that some evaluations or recommendations could be delivered orally to a
client and that requiring a municipal advisor to memorialize each recommendation or
evaluation in writing could prove impractical and/or costly. MSA asked, in response to
the First Request for Comment, whether the information regarding recommendations and
evaluations of which a municipal advisor is required to “inform” its client could be
“transmitted to the client orally or will each alternative require empirical evidence
demonstrating the material risks, potential benefits, structure and characteristics?” If oral
transmission is acceptable, MSA then asked whether it would need to be documented by
both parties. Also in response to the First Request for Comment, Northland expressed
concerns regarding the Initial Draft Rule’s requirement to discuss matters with the client,
because it believed there is an implicit need to document these discussions therefore
necessitating the use of written communications. However, Northland argued that written
communications could result in a conflicting record that shows what the municipal
advisor recommended as possibly in opposition to the course of action ultimately taken
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by its client. Northland was concerned that these potential conflicts could result in some
exposure to liability in the event the justification of the decided upon course of action is
challenged. Lewis Young contended that requiring municipal advisors, in section (d) of
the Initial Draft Rule, to inform their clients of the risks and benefits of a particular
structure or product when the client has already decided on a course of action (prior to
engaging or seeking the advice of the municipal advisor) would yield little, if any,
benefit. Lewis Young suggested only requiring the municipal advisor to inform its client
of the matters discussed in section (d) when the client is considering, or presented with a
recommendation of, a financial product, transaction or mechanism that is “novel to the
client.”

Proposed Rule G-8(h)(iv) would require a municipal advisor to maintain a copy of
any document it created that was material to its review of a recommendation by another
party or that memorializes the basis for any determination as to suitability. Section (d) of
Proposed Rule G-42 would require a municipal advisor to inform its clients of the
municipal advisor’s evaluation of the material risks, potential benefits, structure, and
other characteristics of the recommended municipal securities transaction or municipal
financial product; the basis upon which the municipal advisor reasonably believes that the
recommended municipal securities transaction or municipal financial product is, or is not,
suitable for the client; and whether the municipal advisor has investigated or considered
other reasonably feasible alternatives to the recommended municipal securities
transaction or municipal financial product that might also or alternatively serve the
client’s objectives. The MSRB notes that municipal advisors, under Proposed Rule G-42,
would be required to “inform” their clients of such matters, rather than “discuss,” as
previously required under the Initial Draft Rule. Under Proposed Rule G-42, a municipal
advisor would be allowed to choose the appropriate method in which to communicate its
evaluation of the material risks and benefits attendant to the recommendation. The
method selected and used by the municipal advisor must, however, comport with the duty
of care and duty of loyalty (as applicable) that is owed to its client and should, therefore,
result in the municipal advisor’s client receiving timely, full and fair notification of the
matters provided for in proposed subsections (d)(i)-(iii) and that adhere to the guidance
provided in proposed paragraph .08 of the Supplementary Material.

Exemption from Suitability Standard, “Sophisticated” Issuers

In response to the First Request for Comment, First Southwest expressed general
support for a suitability standard for recommendations by municipal advisors but stated
that certain clients of municipal advisors are capable of independently evaluating
recommendations of municipal advisors and these clients should be exempt from the
suitability standard in a manner similar to the “sophisticated municipal market
professional” under MSRB Rule G-48. Lamont voiced a similar concern stating that
many of its “large sophisticated” issuer clients do not want, or need, a review of the
transaction they have already decided to undertake. Lamont commented that these types
of clients are “sufficiently capable of weighing the risks in a transaction and making their
own decision about whether to proceed.”
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In response to the Second Request for Comment, SMA stated that when a
municipal securities transaction or municipal financial product has been decided upon by
a municipal advisor’s client and: (a) is related to a project or event determined by the
governing body of the municipal entity or its citizens to be in its interest and consistent
with its goals; (b) is permitted by state statute as determined by municipal or bond
counsel; and (c) involves a transaction or product which the municipality has employed
in the past, then it seems suitability has been determined and the advisor ought to be able
to rely on these facts and the closing documents as establishing a reasonable basis for
suitability. Southern MA suggested that a municipal advisor should not be put in the
position of substituting its judgment as to the suitability of a municipal securities
transaction or municipal financial product for that of the municipal policy makers,
citizens or state lawmakers.

The MSRB has determined that the requirements of section (d), and the related
paragraphs of the supplementary material, should be applicable regardless of the
municipal advisor’s perception of the sophistication of its client or the client’s perception
of its own degree of sophistication. The proposed rule change is aimed at protecting
municipal entities, obligated persons and the public interest and, as a result, the MSRB
believes that exemptions such as those described by these commenters would frustrate
that objective. However, in designing Proposed Rule G-42, the MSRB did incorporate
many of the concepts that commenters believed were indicia of the sophistication of an
issuer into the factors to be considered when determining the suitability of a
recommendation. Under those factors, the considerations proffered by SMA could be
relevant to, and therefore be part of, a municipal advisor’s suitability analysis depending
on all of the particular circumstances, though they might not alone be sufficient to
support a suitability determination under the proposed rule change.

Specified Prohibitions

Several commenters provided input on Proposed Rule G-42(e)(i), which sets forth
certain activities in which municipal advisors would be prohibited from engaging.

General Comments

In response to the First Request for Comment, NAIPFA and GFOA expressed
general support for the specified prohibitions, NAIPFA stated that the section includes
prohibitions that are “important measures that are needed to eliminate certain practices
that often carry unmanageable conflicts of interest inconsistent with Municipal Advisor
fiduciary duties,” and the prohibitions are appropriately tailored and would not impose
undue regulatory burdens. Other commenters noted their general support for the
prohibitions, but suggested some revisions or limitations, which are discussed in the
section below.

Cooperman commented that the MSRB should determine, after a monitoring
period since the passage of the Dodd-Frank Act, what, if any, abuses or inappropriate
conduct remain that would require the regulation set forth in the proposed rule change.
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Alternatively, Cooperman suggested that the MSRB consider, at least initially, “limiting
the [proposed rule] to an enumeration of prohibited forms of conduct and practices”
rather than imposing extensive compliance, supervision and other requirements. In
response to the Second Request for Comment, Lewis Young commented that the
specified prohibitions subsections (e)(i) and (ii) (on the ban of certain principal
transactions) are unnecessary because the matters addressed in those sections are
adequately attended to in section (a) and should be intrinsic to a reputable municipal
advisor’s business practices. As such, Lewis Young recommended that these prohibitions
be set forth in the supplementary material in order not to detract from the focus of the
proposed rule. In response to such comments, the MSRB notes that, in many respects,
Proposed Rule G-42 adopts a principles-based approach, enumerating prohibited forms of
conduct and practice. However, regarding certain arrangements that the MSRB has
identified as particularly prone to conflict with, or risk of breach of, the fiduciary duty
and duty of care, the MSRB believes that the proposed rule change appropriately
incorporates more specific requirements and prohibitions.

Excessive Compensation

In response to the First Request for Comment, SIFMA, Lewis Young and MSA
commented that the provision that would prohibit receiving compensation that is
excessive in relation to the municipal advisory activities actually performed (now
Proposed Rule G-42(e)(i)(A)), did not include a sufficiently clear standard for how
excessive compensation would be determined and failed to provide adequate amount of
guidance to facilitate compliance. SIFMA expressed concern that without a clear standard
or more guidance, such determinations would be made in hindsight, presumably by
financial regulatory examiners, and to the detriment of municipal advisors. Lewis Young
called the prohibition unworkable, expressed concern that it would require advisors to
document all of their work and requested that the paragraph be deleted. SIFMA and
Lewis Young also commented that municipal advisor compensation is subject to market
forces, and therefore its reasonableness should be determined by a negotiation between
the client and the municipal advisor. PRAG stated that the proposed rule change fails to
contemplate instances where transaction fees are included in a municipal advisor’s
compensation to compensate the municipal advisor for services that it has provided but
that were unrelated to the issuance of municipal securities. SIFMA and Lewis Young
asked whether the practice of including fees for services a municipal advisor provided, if
not related to the issuance of municipal securities, would be permitted under the proposed
rule change. Columbia Capital commented that the MSRB should strike the phrase
“whether the fee is contingent upon the closing of the municipal securities transaction or
municipal financial product,” in paragraph .10 of the Supplementary Material of
Proposed Rule G-42, and add, as an additional factor to be considered when determining
whether compensation is excessive, a comparison of the municipal advisor’s
compensation to other professionals providing services on the transaction in question.

After carefully considering the comments submitted in response to the First
Request for Comment, the MSRB incorporated guidance regarding excessive
compensation in paragraph .10 of the Supplementary Material of the Revised Draft Rule
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and solicited further comment. Paragraph .10 of Proposed Rule G-42 sets forth various
factors that municipal advisors should consider when determining the reasonableness of
their compensation. These factors include: the municipal advisor’s expertise, the
complexity of the municipal securities transaction or the financial product, whether the
fee is contingent upon the closing of the transaction or financial product, the length of
time spent on the engagement and whether the advisor is paying any other costs related to
the transaction or financial product. Furthermore, Proposed Rule G-42 would prohibit
receiving compensation that is excessive in relation to the municipal advisory activities
actually performed. Depending on the facts and circumstances of a particular municipal
advisory relationship, either or both of these provisions could apply to a scenario like that
posited by PRAG. The proposed rule change, however, would not prescribe the source of
funds that could be used to pay the municipal advisor for its services. Finally, the phrase
regarding contingent fees is not deleted from paragraph .10 of the Supplementary
Material as the MSRB believes it is a relevant factor and appropriately included in a non-
exhaustive list of other relevant factors.

Inaccurate Invoicing

In response to the First Request for Comment, Wulff Hansen commented that the
prohibition on the delivery of inaccurate invoices (now Proposed Rule G-42(e)(i)(B))
should be modified to clarify that it would apply only to any overstatements of fees,
expenses or activities, and not to any fee discounting by a municipal advisor. SIFMA
commented that the prohibition should stand but should be modified to add materiality
and knowledge qualifiers (i.e., a municipal advisor may not intentionally deliver a
materially inaccurate invoice).

The MSRB believes that the proposed rule change clearly implies that offering a
payment discount from the services actually performed is a permissible activity because a
municipal advisor would be able to accurately describe such a discount on its invoice. In
response to the SIFMA comment, the MSRB notes that the scope of inaccuracy targeted
by the proposed provision is limited to the significant subjects of the services performed
and personnel who performed those services, and the MSRB believes any inaccuracy in
an invoice on those subjects should be proscribed. In addition, the MSRB believes that
the addition to the proposed provision of the state-of-mind elements that SIFMA
suggested would not sufficiently protect municipal entity and obligated person clients.

Prohibition on Fee-Splitting

The Initial Draft Rule included a prohibition on making or participating in any
fee-splitting arrangement with underwriters, and any undisclosed fee-splitting
arrangement with providers of investments or services to a municipal entity or obligated
person client (now Proposed Rule G-42(e)(i)(D)). In response to the First Request for
Comment, GFOA supported the fee-splitting prohibition in the Initial Draft Rule, noting
that it “appears to be an inherent conflict, and should be avoided.” NAIPFA supported the
prohibition, but asked the MSRB to provide a definition of “fee-splitting arrangements,”
under which independent contractors and subcontractors would fall outside of the
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prohibition. Lewis Young and Winters LLC stated that fee-splitting arrangements should
be disclosed but not prohibited. SIFMA commented that fee-splitting arrangements with
affiliates, if fully and fairly disclosed, should be permissible. SIFMA stated that there
could be legitimate reasons for such arrangements, including fee structures requested by
clients of an affiliate, and, with such disclosure, the parties should be free to engage in
the fee arrangement believed to be most economical and efficient under the
circumstances. NABL commented that the provision appears to apply to transactions
even when the advice provided is exempted or excluded from that which would cause one
to be a “municipal advisor” under the SEC Final Rule. Based on this assumption, NABL
argued that the prohibition should apply only when a municipal advisor is giving “non-
exempt” advice as part of the same transaction, not when it is giving advice that is
exempt under the SEC Final Rule.

Several commenters provided examples of fee-splitting arrangements that they
believed should not be prohibited. Cooperman stated that a municipal advisor should not
be prohibited from outsourcing certain parts of its municipal advisory activities to
independent contractors and subcontractors, including those that may have advisors on
their staffs, when payment to those third parties is not dependent upon successful
conclusion of the financing or payment to the municipal advisor of its fee. In addition,
Cooperman stated the fee-splitting prohibition should not prevent two advisor firms from
contracting with an issuer to perform services for a predetermined fee that is disclosed to
the issuer. Lewis Young, who favored disclosure of fee-splitting in lieu of a complete
prohibition, wrote that municipal advisors should be permitted to enter into a fee-splitting
arrangement with a structuring agent that provides specific quantitative services on a
transaction. Winters LLC asserted that a municipal entity or obligated person should be
able to have its municipal advisor or other professionals (including underwriters, if after
the underwriting period) receive compensation from investment providers or other
service providers for providing oversight and performing other services so long as there
is full and fair written disclosure of the fee-splitting or sharing arrangements. Lamont
stated that allowing an investment provider to pay fees related to the solicitation of the
investment by the municipal advisor, and that are within the permitted limits of the
Internal Revenue Service rules, should be acceptable as long as the payments are
disclosed to the issuer and each investment provider on the bid list. Wulff Hansen asked
whether it would be permissible under the provision for a municipal advisor to arrange
for a routine purchase of services on behalf of the advised client in a transaction with an
entity in which the advisor has an interest (e.g., a purchase of services from DTCC when
the advisor is also a DTCC Participant and thus a part owner of DTCC). Finally, Piper
Jaffray requested that the MSRB clarify that the fee-splitting prohibition, with regards to
underwriters, applies to “any issue for which it is serving as municipal advisor” because
the failure to link the prohibition to the actual advisory engagement could lead to
unintended and adverse consequences.

The MSRB agrees with Piper Jaffray’s comment and amended the provision in
the Revised Draft Rule (now Proposed Rule G-42 (e)(i)(D)) to prohibit a municipal
advisor from making or participating in any fee-splitting arrangement with underwriters
on any municipal securities transaction as to which it has provided or is providing advice.
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The MSRB believes that the proposed rule change would help prevent violations
of fiduciary duties and the duty of care by clearly identifying and prohibiting specific fee-
splitting arrangements that are particularly prone to conflict with such duties. Other fee-
splitting arrangements would be permitted, provided they are fully and fairly disclosed.

Payments to Obtain/Retain an Engagement to Perform Municipal Advisory
Activities

In response to the First Request for Comment, NABL commented that the Initial
Draft Rule G-42 should not prohibit or require the disclosure of payments made to obtain
or retain municipal advisory business, if those activities are engaged in by persons
exempted from registration as a municipal advisor under SEC Rule 15Bal1-1.%® Similarly,
the NY State Bar commented that the prohibition on making payments for the purpose of
obtaining or retaining an engagement to perform municipal advisory activities under
subsection (g)(v) of the Initial Draft Rule (now proposed Rule G-42(e)(i)(E)) is
unnecessarily restrictive with too narrow of an exemption. The NY State Bar stated that
the provision should also permit payments to persons subject to comparable regulatory
regimes (e.g., banks, trust companies, broker-dealers and investment advisors) as well as
to affiliates of the municipal advisor so long as, in either case, the payments are disclosed
to the client. SIFMA commented that the proposed rule should allow for reasonable fees
to be paid to affiliates because soliciting on behalf of affiliates does not trigger a
requirement for a person to register as a municipal advisor under the SEC Final Rule. In
response to the Second Request for Comment, Sanchez made a similar comment. In
addition, SIFMA commented that the prohibition should not cover expenditures for
normal business entertainment expenses as well as marketing and sales activities.

In light of the comments received, the MSRB modified the provision (now
Proposed Rule G-42(e)(i)(E)(1)) so that it would not specifically prohibit municipal
advisors from making payments to an affiliate

for a direct or indirect communication with a municipal entity or obligated
person on behalf of the municipal advisor where such communication is
made for the purpose of obtaining or retaining an engagement to perform
municipal advisory activities....

The modification also would align the paragraph with Section 15B(e)(9) of the Exchange
Act,®® which allows affiliates of the municipal advisor to solicit on behalf of the
municipal advisor without triggering the municipal advisor registration requirement for
the affiliate. The MSRB would clarify, in proposed subparagraph (e)(i)(E)(2), that a
municipal advisor may pay reasonable fees to another municipal advisor registered as
such with the Commission and the Board for making a similar communication on behalf

68 17 CFR 240.15Bal-1.

o9 15 U.S.C. 780-4(e)(9).
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of the municipal advisor making such payments. The MSRB would also clarify, in
proposed subparagraph (e)(i)(E)(3), that payments that would qualify as permissible
normal business dealings under current MSRB Rule G-20 also would not violate the
prohibition. The revisions would harmonize the proposed rule change with relevant
federal securities laws and rules.

Additional Comments on Specified Prohibitions

BDA and Piper Jaffray suggested adding two prohibitions to Proposed Rule G-42.
In response to the First and Second Requests for Comment, Piper Jaffray suggested
adding a specified prohibition that would prohibit a municipal advisor from taking into
account whether it competes with other firms when the advisor makes a recommendation
to its client (e.g., a recommendation to the client regarding which broker-dealer the client
should hire as underwriter). In response to the First Request for Comment, BDA and
Piper Jaffray suggested a second prohibition, which would prohibit a municipal advisor
that is not also registered as, or affiliated with, a dealer, from using the term
“independent,” if used in a manner intended to convey to potential clients that the
municipal advisor is free from any potential conflicts of interest, and imply that, in
contrast to advisors also registered as dealers, the municipal advisor would provide better
advice. Piper Jaffray also stated that continued use of the term “independent” to connote
an advisor free from conflicts should be specifically prohibited in light of the issues its
continued use could create if market participants confused such advisors with a person
acting as an “independent registered municipal advisor” as used in the SEC Final Rule.”

The MSRB has not incorporated the prohibitions suggested by BDA and Piper
Jaffray. To the extent the described conduct constitutes a material misrepresentation, the
MSRB believes it is already appropriately addressed by Proposed Rule G-42 and existing
MSRB Rule G-17, under which municipal advisors, in the conduct of their municipal
advisory activities, must not engage in any deceptive, dishonest or unfair practice with
any person.

Prohibition on Principal Transactions

The MSRB received extensive comments on the proposed provision to prohibit a
municipal advisor (and its affiliates) from engaging in certain principal transactions (as
defined in the proposed rule) with a municipal entity client of the municipal advisor
(“prohibition on principal transactions” or “ban”). Specifically, Proposed Rule G-
42(e)(ii) generally would prohibit a municipal advisor to a municipal entity client, and
any affiliate of such municipal advisor, from engaging in a principal transaction directly
related to the same municipal securities transaction or municipal financial product as to
which the municipal advisor is providing, or has provided, advice.”* Three related

7 See, e.0., SEC Final Rule, 78 FR at 67471.

& In the Initial Draft Rule, the ban is set forth in section (f); in the Revised Draft

Rule and the proposed rule change, the ban is set forth in subsection (e)(ii).
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provisions of the proposed rule, subsection (f)(i) and paragraphs .07 and .11 of the
Supplementary Material, would, respectively, define the phrase, “engaging in a principal
transaction,” clarify the relationship between the proposed ban and Rule G-23, and
provide guidance regarding the term “other similar financial products” in connection with
principal transactions as defined in subsection (f)(i). Comments regarding the ban and the
related provisions are discussed below.

General

In response to the First Request for Comment, many commenters raised concerns
regarding: (1) the application of the ban to obligated person clients of municipal advisors;
(2) the scope of the ban; (3) the meaning of “principal transaction” and “principal
capacity;” (4) the ban’s application to transactions by affiliates of municipal advisors; (5)
the absence of an exception to the ban for an advisor or its affiliate based upon full and
fair disclosure and the written consent of a client; and (6) the relationship between the
ban and Rule G-23. In response to the Second Request for Comment, most of the
comments focused on: (1) the scope of principal transactions that would be considered
“directly related” to the advised transaction and come within the ban; (2) the ban’s
application to transactions by affiliates of municipal advisors; and (3) the relationship
between the ban and Rule G-23.

Ban Does Not Apply to Obligated Person Clients

In the Initial Draft Rule, the ban prohibited a municipal advisor and its affiliates
from engaging in principal transactions with municipal entity and obligated person
clients. The ban in Proposed Rule G-42(e)(ii) no longer would apply to principal
transactions with obligated person clients. As a result, the comments urging that the ban
not apply to obligated persons are not incorporated in this discussion, except to note that
such comments were considered and the MSRB modified the proposed ban such that it
would not apply to principal transactions with such persons.

Scope and “Directly Related To”

In Initial Draft Rule G-42, the prohibition on principal transactions was
significantly broader than the ban as modified in the Revised Draft Rule and as further
narrowed in this proposed rule change. In the Initial Draft Rule, a municipal advisor (and
its affiliates) generally were prohibited from engaging in any transaction in a principal
capacity to which an obligated person client or a municipal entity client of the municipal
advisor would be the counterparty. In response to the First Request for Comment, many
commenters’? interpreted the proposed prohibition quite broadly and expressed concerns

2 Commenters that expressed such concerns include ABA, BDA, Cape Cod

Savings, Coastal, Frost, GFOA, GKB, JP Morgan, Kutak, NABL, NY State Bar,
Parsons, Piper Jaffray, SIFMA and Zion.
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regarding the scope of the proposed prohibition on principal transactions by municipal
advisors (and their affiliates) with the clients of such municipal advisors.”® Commenters,
including ABA, BDA, NABL and Piper Jaffray, interpreted the ban as covering activities
and transactions that were unrelated to the municipal advisory relationship. The ABA
commented that “because banks almost always provide banking products and services in
a principal capacity, the prohibition would prevent commercial banks and their affiliates
from providing any other banking products, such as deposit accounts, loans, or cash
management services . . . despite the fact that these products and services are exempt
from the municipal advisor regulatory regime.” BDA, Frost, SIFMA and Zion, among
others, raised similar concerns regarding the broad reach of the prohibition.

After carefully considering the comments, the prohibition on principal
transactions was significantly narrowed and clarified, as set forth in Revised Draft Rule
G-42(e)(ii). The MSRB limited the ban to “a principal transaction directly related to the
same municipal securities transaction or municipal financial product as to which the
municipal advisor is providing advice” (emphasis added). The Revised Draft Rule would
thus prohibit a municipal advisor (and its affiliates) to a municipal entity client from
engaging in a principal transaction directly related to the same municipal securities
transaction or municipal financial product as to which the municipal advisor is providing
advice. The modification was designed to exclude many of the transactions that some
commenters read as potentially covered by the Initial Draft Rule, including the taking of
a cash deposit or the payment by a client solely for professional services.

In response to the Second Request for Comment, some commenters supported the
changes to the proposed rule text. Several other commenters continued to raise concerns
regarding what they believed to be the overly broad scope of the ban. Conversely, one
commenter stated that the ban in Revised Draft Rule G-42(e)(ii) had become too narrow.
GFOA approved of the modification narrowing the proposed ban to “a principal

& SIFMA suggested narrowing the proposed provision to:

A municipal advisor to a municipal entity client, and any
affiliate of such municipal advisor, is prohibited from
engaging in a principal transaction directly related to the
advice rendered by such municipal advisor (emphasis
added).

BDA suggested the following alternative:

A municipal advisor, and any affiliate of such municipal
advisor, is prohibited from engaging in a principal
transaction with a municipal entity client if the structure,
timing or terms of such principal transaction was [sic]
established on the advice of the municipal advisor in
connection with a municipal advisory relationship with
such municipal entity client.



69 of 639

transaction directly related to the same municipal securities transaction or municipal
financial product as to which the municipal advisor is providing advice,” and Wells Fargo
noted that the modification mitigated the impact of the proposed ban. ABA also
welcomed the revision, but suggested additional changes. In addition, BDA, NY State
Bar, Piper Jaffray and SIFMA suggested that the ban be modified further to narrow or
clarify the scope of the ban. ABA recommended that the provision require the advice
provided by the municipal advisor be provided pursuant to a municipal advisory
relationship; NY State Bar recommended that the prohibition not apply where the
municipal advisor does not make a recommendation to the municipal advisory client to
enter into a transaction with the advisor or its affiliate; and SIFMA recommended that the
provision ban only those principal transactions that are directly related to the advice the
municipal advisor is providing, not merely the same municipal securities transaction or
municipal financial product in connection with which the advice is provided. "* BDA and
Piper Jaffray commented that the term “directly related” was unclear, and recommended
alternative language. In Piper Jaffray’s view, the ban should be limited to a transaction or
issuance where a firm served as a municipal advisor and about which advice was
rendered. Alternatively, Piper Jaffray suggested that the ban should cover transactions
“directly related to the advice given rather than directly related to the transaction itself.”
Applying the proposed “directly related to” standard to certain hypothetically paired
transactions, BDA asked whether one of each pair of such transactions would be
considered directly related to the second transaction and therefore subject to the proposed
prohibition, and also proposed a modification to the ban.”® Conversely, Lewis Young

[ In response to the Second Request for Comment, ABA recommended the

provision be modified to read:

A municipal advisor to a municipal entity client, and any affiliate
of such municipal advisor, is prohibited from engaging in a
principal transaction directly related to the same municipal
securities transaction or municipal financial product as to which
the municipal advisor is providing advice pursuant to a municipal
advisory relationship.

SIFMA recommended the provision be modified to read:

A municipal advisor to a municipal entity client, and any affiliate

of such municipal advisor, is prohibited from knowingly engaging

in a [prohibited] principal transaction.
& In connection with interpreting the scope of the “directly related to” standard,
BDA asked whether: (1) selling securities as a principal after winning a
competitive bid for an open market refunding escrow on a refunding bond issue
for which the firm was a municipal advisor would be a transaction “directly
related to” the refunded bond issue and therefore a prohibited principal
transaction; (2) acting as the underwriter on a series of variable rate bonds would
be directly related to acting as the municipal advisor for a related swap, and be
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argued that, with the changes set forth in the Revised Draft Rule, the scope of the
prohibition on principal transactions has gone from “too broad to too narrow” because the
definition of “engaging in a principal transaction” (discussed in greater detail below) does
not extend fully to the variety of principal transactions in which a municipal advisor
could engage, which would be in conflict with its municipal advisory role and fiduciary
duty (e.q., a bank loan as a substitute for an issuance of municipal securities).

The principal transactions ban is incorporated in the proposed rule change as
Proposed Rule G-42(e)(ii). The MSRB has determined not to narrow, broaden or
otherwise modify the standard--“directly related to the same municipal securities
transaction or municipal financial product as to which the municipal advisor is providing
advice”--in response to the comments received. The MSRB believes that the various
alternative rule texts proposed by commenters would not be more effective or efficient
means for achieving the stated objective of Proposed Rule G-42(e)(ii), which is to
eliminate a category of particularly acute conflicts of interest that would arise in the
fiduciary relationship between a municipal advisor and its municipal entity client. The
alternatives offered by various commenters are similar in that they would seek to limit the
scope of prohibited transactions to those pertaining to the advice rendered by the
municipal advisor. If adopted, such a change could leave transactions that have a high
risk of self-dealing insufficiently addressed. For example, a municipal advisor that
provided advice to a municipal entity regarding the timing and structure of a new
issuance arguably would not be prohibited from acting as principal in entering into an
interest rate swap for the same issuance so long as the advisor refrained from advising on
the swap. In addition, in response to the comments that the standard would continue to
raise questions whether a transaction was prohibited under Proposed Rule G-42(e)(ii) and
the suggestion that the MSRB further amend the provision to clarify the provision, the
MSRB does not believe it would be feasible or desirable, given the principled nature of
the provision, to specify in advance its application in all circumstances. As noted above,
the proposed principal transactions ban is revised to clarify that the prohibition applies
both to principal transactions that occur while the municipal advisor is providing advice
with respect to a directly related municipal securities transaction or municipal financial
product, and after the municipal advisor has provided such advice.

“Engaging in a Principal Transaction” and “Other Similar Financial Products”

prohibited; and, (3) underwriting a refunding issue years after serving as a
municipal advisor for the initial issue would be a transaction that would be
considered directly related to the initial issue and prohibited.

BDA recommended the provision be modified to delete the “directly related to”
standard and substitute: “if the structure, timing or terms of such principal
transaction was established on the advice of the municipal advisor in connection
with a municipal advisory relationship with such municipal entity client.”
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In response to the First Request for Comment, certain commenters, including
GFOA, NAIPFA, SIFMA and Wulff Hansen, commented that the MSRB should provide
additional guidance regarding the meaning of various terms (e.g., “principal capacity”
and “principal transaction”) for purposes of interpreting the proposed prohibition on
principal transactions. Several commenters, including GFOA, Wulff Hansen and First
Southwest, sought clarification regarding the types of transactions that would constitute
principal transactions. For example, the GFOA requested that the MSRB provide
examples of prohibited and acceptable practices; Wulff Hansen asked that the MSRB
specify whether the sale of other additional municipal advisory or related services would
constitute a prohibited principal transaction; and First Southwest asked whether a
municipal advisor that also facilitates private placements would be engaged in a principal
transaction.

In response to comments, the Revised Draft Rule G-42(f)(i) added, for purposes
of the Revised Draft Rule, a defined term, “engaging in a principal transaction” to mean:
“when acting as principal for one’s own account, selling to or purchasing from the
municipal entity client any security or entering into any derivative, guaranteed investment
contract, or other similar financial product with the municipal entity client.”

In response to the Second Request for Comment, ABA and GFOA expressed
support for the proposed defined term. Another commenter, Sanchez, asked the MSRB to
include a non-exhaustive list of specific common roles (such as underwriter) in addition
to the general description. NY State Bar recommended two significant changes intended
to narrow the scope of the prohibition and the definition of principal transaction: (1) the
“somewhat open-ended” phrase “other similar financial product” should be amended to
refer exclusively to municipal financial products, as defined in the Exchange Act; and (2)
the definition of “engaging in a principal transaction” should be amended to make clear
that the term does not include any of the banking activities as to which a bank may
provide advice without being registered as a municipal advisor pursuant to the exemption
in the SEC Rule 15Bal-1(d)(3)(iii),”® including holding investments in a deposit or
savings account, certificate of deposit or other deposit instrument issued by a bank;
extensions of credit by a bank to a municipal entity or obligated person, including the
issuance of a letter of credit; the making of a direct loan, or the purchase of a municipal
security by the bank for its own account; holding funds in a sweep account; or
investments made by a bank acting in the capacity of an indenture trustee or similar
capacity.

In response to comments filed regarding the Second Request for Comment,
including Lewis Young’s, the proposed rule would provide additional guidance regarding
the term, “other similar financial products.” Proposed Supplemental Material paragraph
.11 would provide that, as used in Proposed Rule G-42(f)(i), “other similar financial
products,” “includes a bank loan, but only if it is in an aggregate principal amount of
$1,000,000 or more and it is economically equivalent to the purchase of one or more

municipal securities.” The MSRB notes that the term “other similar financial products” is

e 17 CFR 240.15Ba1-1(d)(3)(iii).
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not limited to refer exclusively to municipal financial products, as defined in the
Exchange Act, in that a fiduciary’s obligation to its client -- not to engage in principal
transactions in which the fiduciary’s financial interests and concerns conflict with those
of the client -- is not so limited. For the same reason, the MSRB has determined not to
limit the scope of banned transactions, which are covered based generally on conflicts
principles, to the category of transactions as to which advising triggers a registration
requirement as a municipal advisor.

Exceptions to Ban

In the First Request for Comment, the MSRB specifically sought comments on
whether a ban on principal transactions by municipal advisors was the appropriate
regulatory approach, or whether a municipal advisor should be permitted to engage in
certain types of principal transactions with its client, with full and fair disclosure and
written client consent, and, if so, what types of principal transactions should be allowed.

In response to the First Request for Comment, several commenters, including
ABA, First Southwest, Frost, GKB, Kutak, JP Morgan, NABL and SIFMA, expressed
concerns regarding what they viewed as the overly broad prohibition on principal
transactions between municipal advisors and their clients. Several commenters, including
the ABA, Cape Cod Savings, Frost, NABL, SIFMA and Zion, stated that the prohibition
could do a disservice to municipal entities by unnecessarily and substantially restricting
the choices available to municipal entities that engage their municipal advisors (or their
affiliates) in other types of transactions that would be prohibited by the Initial Draft Rule.
In addition, several commenters, including ABA, Kutak, NABL, Parsons, SIFMA,
Sutherland and Wells Fargo, believed that a municipal advisor should be permitted to
engage in certain types of principal transactions with its clients if the municipal advisor
provides its client with full and fair disclosure and then receives informed consent from
the client. NABL stated that the proposed ban would conflict with common law, under
which an agent’s fiduciary duties of loyalty and care could be waived or otherwise
modified by the principal if the principal is not legally incompetent. Kutak commented
that the Initial Draft Rule should not prohibit all principal transactions with municipal
entities when the client is sufficiently sophisticated to adequately assess the risks of the
transactions. Kutak believed transactions involving an investment in an instrument where
an established market exists and a municipal entity client could readily ascertain the
reasonableness and fairness of the price should be allowed under the Initial Draft Rule.

Also, multiple commenters, including ABA, Kutak, NABL and SIFMA (in
response to the First Request for Comment) and FSR and Zion (in response to the Second
Request for Comment), noted that under Section 206(3) of the Investment Advisers Act
and other regulatory regimes, certain principal transactions are permitted based upon full
and fair disclosure and client consent.”” The commenters suggested that a similar

" See 15 U.S.C. 80b-6 and the rules adopted thereunder, which prohibit an adviser,
acting as a principal for its own account, from knowingly selling any security to
or purchasing any security from a client for its own account, without disclosing to
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mechanism should be included in the ban that would allow municipal advisors to engage
in principal transactions with their municipal entity clients, subject to similar disclosure
and consent requirements. NABL also commented that, if the MSRB adopted a provision
that was consistent with the SEC’s guidance under the Investment Advisers Act regarding
an exception to a ban based on disclosure and informed consent, the MSRB should
provide clear guidance to market participants to avoid confusion.

In contrast, commenters Lewis Young and NAIPFA supported the proposed ban
on principal transactions and did not recommend creating exceptions or narrowing its
scope. Lewis Young commented that the ban was appropriate, stating that a party cannot
be both a fiduciary and a principal party in a buyer/seller relationship if the sale is an
asset, financial product or something other than services that are compatible with the
fiduciary role.

The MSRB carefully considered the comments received that urged the MSRB to
include one or more exceptions to the prohibition on principal transactions. After
considering the fiduciary duty of the municipal advisor in its relationship to a municipal
entity client and the possibilities for self-dealing, the MSRB believes that the proposed
prohibition on principal transactions is sufficiently targeted and should be retained. In
addition, the MSRB believes that exceptions to the prohibition based on disclosure and
client consent, even if limited to sophisticated municipal entities, would not sufficiently
protect municipal entity clients from potential self-dealing-related abuses. The
prohibition has been narrowed to ban only those transactions that (1) are “directly
related” to the same municipal securities transaction or municipal financial product as to
which the municipal advisor is providing or has provided advice and (2) are purchases or
sales of a security or involve entering into a derivative, guaranteed investment contract,
or other similar financial product with the municipal entity client (as discussed, supra). In
the MSRB’s view, the prohibition on principal transactions should not at this juncture be
modified or narrowed, given the acute conflicts of interest presented and the risk of self-
dealing by a regulated entity (or its affiliate).”®

the client in writing the capacity in which it (or an affiliate) is acting and
obtaining the client’s consent before the completion of the transaction.

SIFMA also referred to the regulation of swap dealers and security-based swap
dealers that also serve as advisors to Special Entities (which includes municipal
entities) under the CEA. See 7 U.S.C. 1 et seg. According to SIFMA, the CEA
does not preclude such advisors from entering, in a principal capacity, into
derivatives transactions with the Special Entities that they advise, including
municipal entities, subject to the duty of the advisor to act in the best interests of
the Special Entity.
8 Similar concerns regarding conflicts of interests arising when a regulated entity
would provide financial advice to a municipal issuer and also serve as underwriter
were raised by the MSRB and commenters in connection with SR-MSRB-2011-
03, a proposed rule change to amend MSRB Rule G-23 relating to the activities of
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Affiliates

In response to the First Request for Comment, a number of commenters
commented on the ban’s coverage of principal transactions by affiliates of a municipal
advisor, including ABA, Frost, JP Morgan, Parsons, Piper Jaffray, SIFMA, Wells Fargo
and Zion.

The ABA, SIFMA and other commenters commented generally that other
fiduciary regimes do not prohibit all affiliates of a fiduciary from engaging in principal
transactions with the party owed the fiduciary duty. Wells Fargo also sought to limit the
coverage of the ban, commenting that the ban should not apply to certain affiliates. In
Wells Fargo’s view, affiliates of large financial institutions often offer substantially
different services, operate with distinct governance structures and employ information
barriers, and, in such instances, if a non-municipal advisor affiliate is not connected to the
municipal advisor relationship, the risk of a conflict of interest in a principal transaction
between a municipal advisor client and the non-municipal advisor affiliate is significantly
diminished. Wells Fargo suggested that the MSRB not apply the ban to affiliates or, at a
minimum, limit the ban to principal transactions of affiliates that are directly related to
the municipal advisory relationship that the municipal advisor affiliate has with the client.
ABA, NABL, SIFMA, Wells Fargo, Zion and other commenters generally expressed
concerns related to regulating conduct of affiliates of municipal advisors, specifically the
imposition of compliance burdens on the affiliates and possible unintended consequences
to clients if certain products and services offered by affiliates of the municipal advisor
were no longer available to clients. ABA and NABL commented that the MSRB does not
have apparent authority to regulate the conduct of affiliates of municipal advisors that are
not brokers, dealers or municipal securities dealers, and thus, any ban should be
narrowly-tailored and addressed to the municipal advisor’s right to advise, rather than its
affiliates’ rights to engage in unrelated transactions.

In response to the Second Request for Comment, ABA, FSR, SIFMA and Wells
Fargo included significant comments that focused on the ban’s application to transactions
by affiliates. With respect to affiliates, among the concerns raised was the difficulty that
municipal advisors and their affiliates might have in identifying transactions that are
related to an advised transaction, particularly within large organizations, and the likely

financial advisors, which was approved by the Commission. See Exchange Act
Release No. 64564 (May 27, 2011), 76 FR 32248, 32249 (June 3, 2011) (order
approving File No. SR-MSRB-2011-03) (“[T]he proposed rule change resulted
from a concern that a dealer financial advisor’s ability to underwrite the same
issue of municipal securities, on which it acted as financial advisor, presented a
conflict that is too significant for the existing disclosure and consent provisions of
Rule G-23 to cure. Even in the case of a competitive underwriting, the perception
on the part of issuers and investors that such a conflict might exist was sufficient
to cause concern that permitting such role switching was not consistent with ‘a
free and open market in municipal securities’” (emphasis added)).
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significant cost of compliance. Commenters, such as SIFMA and Wells Fargo, also
questioned the value of extending the prohibition to affiliates of a municipal advisor,
stating that, in scenarios where the affiliate has no knowledge of the municipal advisory
relationship, or where the municipal advisor has no knowledge of an affiliate’s
contemplated principal transaction, the parties would not be likely to engage in self—
dealing or profit from the affiliation.

SIFMA suggested that the MSRB include the emphasized modifier in subsection
(e)(in) as follows: “A municipal advisor to a municipal entity client, and any affiliate of
such municipal advisor, is prohibited from knowingly engaging in a principal transaction
....” (emphasis added), which is the same modifier contained in the provision on
principal transactions in the Investment Advisers Act.”® Wells Fargo suggested a
modification to exempt municipal advisor affiliates operating with information barriers,
stating that such entities are unlikely to engage in the self-dealing that the rule is aimed at
preventing.

After considering the fiduciary duty of the municipal advisor in its relationship to
a municipal entity client and the risk of self-dealing, the MSRB believes that the
proposed prohibition on principal transactions, including its application to affiliates, is
sufficiently targeted. In the MSRB’s view, the proposed prohibition should be retained
without exceptions, including one based on disclosure and consent, for the reasons set
forth above, given the acute nature of the conflicts of interest presented and the risks of
self-dealing by affiliates in transactions that are “directly related” to the same municipal
securities transaction or municipal financial product as to which the affiliated municipal
advisor is providing or has provided advice. Significantly, the prohibition is limited to
certain types of transactions (i.e., purchases or sales of a security or those involving
entering into a derivative, guaranteed investment contract, or other similar financial
product). Finally, in connection with affiliates, if the prohibition on principal transactions
were modified by “knowingly,” the MSRB believes the standard would be overly
stringent, which could hinder regulatory examinations and enforcement.

Relationship between the Ban and Rule G-23

In the First Request for Comment, the ban prohibiting municipal advisors (and
their affiliates) from engaging in principal transactions with the municipal advisor’s
clients included the exception: “Except for an activity that is expressly permitted under
[MSRB] Rule G-23” (“Rule G-23 exception”). The Rule G-23 exception was included to
address the interrelationship between the proposed specific prohibition on principal
transactions in Initial Draft Rule G-42 and principal transactions that are permitted by
underwriters under Rule G-23.

Commenters sought clarity regarding the relationship between Rule G-23 and the
prohibition on principal transactions in the Initial Draft Rule. In response to the First
Request for Comment, commenters asked whether the prohibition on principal

®  See15U.S.C. 80b-6(3).
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transactions was in conflict with principal transactions discussed in Rule G-23, under
which a municipal advisor could acquire, as a principal, all or any portion of an issuance
of municipal securities for which the municipal advisor had provided advice, as long as
the municipal advisor complied with Rule G-23. BDA and GKB noted that, although the
provision in the proposed ban referenced an exception for activities that are expressly
permitted under Rule G-23, it was unclear what principal transactions would be
permitted. Lamont commented that MSRB rules applicable to municipal advisors should
not conflict with MSRB rules applicable to dealers regarding principal transactions,
observing that, in its view, a fiduciary duty to the issuer will require additional steps to
ensure that the pricing has been at least as favorable as having a third party in the
transaction.

After careful consideration of the comments, the MSRB developed the Revised
Draft Rule to clarify the relationship between the proposed ban on principal transactions
and those principal transactions currently permitted under Rule G-23. Specifically,
paragraph .07 to the Supplementary Material of the Revised Draft Rule described the
Rule G-23 exception to the ban, providing that subsection (e)(ii) would not apply to an
acquisition as principal, either alone or as a participant in a syndicate or other similar
account formed for the purpose of purchasing, directly or indirectly, from an issuer all or
any portion of an issuance of municipal securities, provided that the municipal advisor
complied with the requirements of Rule G-23. Thus, the Rule G-23 exception was more
clearly described using the particular terminology in Rule G-23, rather than solely cross-
referencing Rule G-23.

Several of the comments received in response to the Second Request for
Comment continued to seek clarification regarding the Rule G-23 exception, desiring to
avoid confusion regarding any express and direct conflict between the ban and Rule
G-23. GFOA sought additional amendments to paragraph .07 of the Supplementary
Material, seeking to “ensure that no component of a final Rule on G-42 removes the
authority of issuers to decide for themselves how they utilize a [municipal advisor] or
underwriter on a transaction so long as compliance with MSRB Rule G-23, MSRB Rule
G-42 and the SEC’s Municipal Advisor Rule are maintained.” In BDA'’s view, the
Revised Draft Rule language did not clarify the provision compared with the prior
language regarding when a municipal advisor could act as a principal on the same
transaction for which it is providing advice.

Sanchez appeared to interpret the provision to mean that a transaction permitted
by Rule G-23 would be deemed in all cases to be lawful vis-a-vis other requirements
under proposed Rule G-42 (such as the duty of loyalty) and under other laws (such as the
statutory fiduciary duty). Columbia Capital commented that the sentence regarding the
Rule G-23 exception in paragraph .07 of the Supplementary Material should be deleted
because it “contemplates a situation where an MA could serve as a principal in a
transaction for which it provides MA services, creating a conflict” with the proposed
prohibition on principal transactions. Finally, ABA commented that the clarification
regarding the conflict between Rule G-23 and draft Rule G-42(e)(ii) is unnecessary, or, if
the clarification is retained, the phrase, “provided that the municipal advisor complies
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with all of the provisions of Rule G-23,” should be deleted and the phrase, “provided that
such a transaction is not prohibited by the provisions of Rule G-23,” should be
incorporated.

The MSRB notes that the purpose of the sentence regarding the Rule G-23
exception in paragraph .07 of the Supplementary Material is to avoid a potential
inconsistency in the MSRB’s rules by providing specifically in Proposed Rule G-42, until
such time as the MSRB may further review and potentially revise Rule G-23, that the
specific ban on principal transactions in proposed subsection (e)(ii) does not prohibit a
type of principal transaction that is already addressed and prohibited to a certain extent by
Rule G-23. To further clarify this point, and respond to the comment by ABA, the MSRB
has deleted the phrase “provided that the municipal advisor complies with all the
provisions of Rule G-23” from the end of paragraph .07, and substituted the phrase “that
is a type of transaction that is addressed by Rule G-23.” Also, in response to the
comments requesting additional clarification, the MSRB has included the phrase “on the
basis that the municipal advisor provided advice as to the issuance.” Proposed paragraph
.07 of the Supplementary Material, as revised, would provide:

In addition, the specific prohibition in subsection (e)(ii) . . . shall not apply
to an acquisition as principal, either alone or as a participant in a syndicate
or other similar account formed for the purpose of purchasing, directly or
indirectly, from an issuer all or any portion of an issuance of municipal
securities on the basis that the municipal advisor provided advice as to the
issuance because that is a type of transaction that is addressed and
prohibited in certain circumstances by Rule G-23 (emphasis added).

The MSRB cautions that this provision is quite limited, providing an exception
only to the specific prohibition in subsection G-42(e)(ii); and it would not mean, for
example, that a transaction not prohibited by Rule G-23 is deemed in all cases to be
lawful vis-a-vis all other requirements under Proposed Rule G-42 (such as the duty of
loyalty) and under other laws (such as the statutory fiduciary duty).

Inadvertent Advice — Supplementary Material .06

In response to the Second Request for Comment, several commenters expressed
concerns and suggested changes to the inadvertent advice exclusion in paragraph .06 of
the Supplementary Material to the Revised Draft Rule. First, NAIPFA believed the
paragraph impermissibly creates an additional exemption from the Commission’s
definition of the term “municipal advisor” and is inconsistent with Rule G-23, allowing
broker-dealers to provide advice to municipal entities and obligated persons as municipal
advisors without becoming subject to corresponding fiduciary responsibilities and
ultimately allowing such municipal advisors to serve as underwriters of the securities
being issued. Similarly, WM Financial believed paragraph .06 negated Rule G-23 and
effectively allowed broker-dealers to serve as municipal advisors and then switch to
serving as underwriters, undermining the definition of “municipal advisor” and the
exemptions thereto provided by the SEC. Contrary to NAIPFA and WM Financial,
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Sanchez stated that “it appears reasonably clear at the moment that Supplementary
Material .06 is only intended to provide relief from subsections (b) and (c) of Proposed
Rule G-42;” however, he believed it would be useful for the MSRB to also include an
affirmative statement that even inadvertent advice is subject to all other rules and
requirements applicable to municipal advisory activities and financial advisory
relationships entered into by broker-dealers under Rule G-23, Commission rules, and the
fiduciary duty set forth in the Exchange Act.

NAIPFA and WM Financial misinterpreted the safe harbor provided by paragraph
.06 as broadly relieving a municipal advisor of other regulatory requirements. To address
such confusion, the MSRB has revised paragraph .06 of the Supplementary Material to
include a clarifying statement that the relief the paragraph provides “has no effect on the
applicability of any provisions” of Proposed Rule G-42, other than sections (b) and (c)
(relating to documentation of the municipal advisory relationship and the disclosure of
conflicts of interest, respectively) or any other legal requirements applicable to municipal
advisory activities, which would include, but are not limited to, SEC rules and Rule G-23.

Second, SIFMA suggested that the MSRB broaden the limited safe harbor
provided by paragraph .06 to relieve municipal advisors that inadvertently engage in
municipal advisory activities from compliance with section (d) and subsection (e)(ii) of
the Revised Draft Rule. Section (d) would require a suitability analysis of
recommendations made by the municipal advisor or by a third party while subsection
(e)(i1) would prohibit principal transactions directly related to the same municipal
securities transaction or municipal financial product as to which the municipal advisor is
providing or has provided advice. The MSRB believes that, despite inadvertently
engaging in municipal securities activities, a municipal advisor should not be relieved of
complying with the suitability analysis requirement to the extent the municipal advisor
made or reviewed a recommendation as contemplated by Proposed Rule G-42(d).
Further, the MSRB does not believe, as SIFMA suggested, that firms would be less likely
to perform the disclaimer process under paragraph .06 because doing so would not permit
them to engage in a principal transaction prohibited under Proposed Rule G-42(e)(ii).
Specifically, use of the exemption under paragraph .06 would only relieve a municipal
advisor of compliance with the requirements of Proposed Rule G-42(b) and (c), and the
prohibition on principal transactions would apply to the municipal advisor regardless.
Therefore, the MSRB has not revised paragraph .06 in response to these comments.

Third, NAIPFA highlighted the importance of prompt use of the safe harbor
provided by paragraph .06, suggesting that the proposed rule require utilization within ten
days of discovery of the inadvertent advice. The MSRB has not prescribed a strict time
frame for when the documentation must be provided by the municipal advisor beyond the
general “promptly” standard, as doing so would create an arbitrary bright line that would
be of limited benefit to municipal advisors or their clients. In response to the comment
and to ensure that municipal advisors seeking to obtain the relief provided under
paragraph .06 do so in a timely manner after having discovered that they inadvertently
provided advice, the MSRB modified paragraph .06 to require municipal advisors to
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provide the documentation it prescribes *“as promptly as possible after discovery”
(emphasis added).

Fourth, SIFMA noted that there are circumstances in which a registered municipal
advisor could be engaged in municipal advisory activities for some clients, but
inadvertently provide advice to another client, and, therefore, could not state that it “has
ceased engaging in municipal advisory activities” to comply with paragraph .06. In
response to the comment, the MSRB has revised the disclaimer required by subparagraph
(a) of paragraph .06 of the Supplementary Material to state that, effective immediately,
the municipal advisor has ceased engaging in municipal advisory activities “with respect
to that municipal entity or obligated person in regard to all transactions and municipal
financial products as to which advice was inadvertently provided . . ..” (emphasis added).
This revision would clarify that the municipal advisor is not required to cease all
municipal advisory activities to obtain the relief provided by paragraph .06.

Fifth, NAIPFA highlighted the importance of the identification of the inadvertent
advice, suggesting requiring the identification of absolutely all of the inadvertent advice.
In response to this comment, the MSRB revised subparagraph (c) of paragraph .06 to
require that the municipal advisor identify all of the advice that was provided
inadvertently, based on a reasonable investigation. This objective standard for the
investigation would avoid requiring municipal advisors to go to impractical lengths to
ensure that all inadvertent advice was identified, and the MSRB believes this would be
sufficient to allow municipal advisor clients to assess risk exposure from any reliance on
the advice and determine what potential mitigating actions need to be taken.

Finally, SIFMA suggested that the MSRB should carve out an exception for all
advice that is incidental to brokerage/securities execution services. In the MSRB’s view,
SIFMA’s request, as noted above, is a request that the MSRB interpret the SEC Final
Rule and the definition of “municipal advisor,” therein. The authority to interpret the
Commission’s rule lies with the Commission and the request should be directed to the
Commission. As such, the MSRB declines to revise paragraph .06 of the Supplementary
Material in this manner.

Trigger for Municipal Advisor Relationship

Subsection (f)(vi) would define “municipal advisory relationship” for purposes of
Proposed Rule G-42 and states that a municipal advisory relationship will “be deemed to
exist when a municipal advisor enters into an agreement to engage in municipal advisory
activities for a municipal entity or obligated person.” In response to the Second Request
for Comment, Columbia Capital objected to the deletion of “engages” from the definition
of “municipal advisory relationship” in subsection (f)(vi) of the Revised Draft Rule.
Specifically, Columbia Capital stated that, “[i]f a person provides ‘advice’ he/she should
trigger the [municipal advisor] duties at the time of providing that advice and should be
considered [a municipal advisor] unless that person qualifies for an exemption or
exclusion at the time such advice is provided.” Under the proposed rule change, the
municipal advisory relationship would begin at the time a municipal advisor enters into
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an agreement to engage in municipal advisory activities, which then triggers the
documentation requirements of Proposed Rule G-42(c).

The MSRB believes Columbia Capital’s concern is moot because the other duties
required by Proposed Rule G-42, including, but not limited to, providing written
disclosures to clients, would be triggered when a municipal advisor engages in municipal
advisory activities. The MSRB also notes that engaging in municipal advisory activities
would subject a firm to municipal advisor registration requirements and any other legal
requirements applicable to municipal advisory activities. Accordingly, the MSRB has not
revised subsection (f)(vi) of the Revised Draft Rule, as incorporated into the proposed
rule, in response to this comment.

Economic Analysis of Comments on Economic Implications of Proposed Rule

Economic Analysis — Cost of Compliance

Several commenters stated that the cost of complying with the proposed rule
would be “burdensome” or “significant.” In some cases, commenters identified
alternative approaches that they considered to be less costly. No commenter provided
specific cost information or data that would support an improved estimate of the costs of
compliance.

FSR and SIFMA Dboth stated that the requirement on municipal advisors to
provide disclosure of all material conflicts of interest including any of its affiliates that
provides any advice, service, or product directly or indirectly related to performing
municipal advisory activities would be burdensome, particularly for municipal advisors
that are part of large financial conglomerates. Sanchez commented that a “written
statement” would be less burdensome than “written documentation” when municipal
advisors conclude that material conflicts of interest exist. FSR, SIFMA, and Sanchez
commented that the detailed disclosure of disciplinary events material to the client’s
evaluation of the municipal advisor could be accomplished at a lower cost by allowing
municipal advisors to reference the documentation provided to the SEC on Forms MA
and MA-I1. Columbia Capital requested that the MSRB consider allowing municipal
advisors to use more than one document to meet the requirement for documentation of
the municipal advisory relationship.

The MSRB agrees that municipal entities and obligated persons can be made
aware of relevant conflicts of interest at a lower cost by revising some of the
requirements. To that end, the MSRB amended Proposed Rule G-42(b)(i)(A) to narrow
the scope of potential conflicts that would need to be disclosed from those that “might”
impair the advisor’s ability to provide advice to those that “could reasonably be
anticipated to impair” the advisor’s ability and Proposed Rule G-42(b)(i)(B) to remove
the requirement to disclose potential conflicts that might arise from advice, service, or
products provided by affiliates and indirectly related to the performance of municipal
advisory activities. The MSRB also amended Rule G-42(b)(i) to allow for a written
statement instead of written documentation if a municipal advisor concludes that no
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known material conflicts of interest exist. The MSRB also agrees that information
regarding disciplinary events may be disclosed by identification of the specific type of
the event and specific reference to the relevant portions of Forms MA and MA-I and has
amended Proposed Rule G-42(b)(ii) to reflect this. Finally, the MSRB has clarified that a
municipal advisor may use multiple documents to document the relationship by adding
the plural “writings” to Proposed Rule G-42(c).

Economic Analysis — Transition Period

Lewis Young urged the MSRB to adopt a transitional period to permit advisors to
honor their existing financial advisory agreements. They stated that many financial
advisory agreements are longer-term arrangements and that advisors should be provided
with a reasonable opportunity to conform existing arrangements to the requirements of
the proposed rule when they are renewed or after a reasonable phase-in period after the
rule is finalized. Zion also urges the MSRB to include a transitional provision to permit
advisors to honor existing contracts, including many that are multi-year contracts. Zion
notes the significant time, effort, and expense that would be involved to supplement or
amend existing contracts with additional content and disclosure required by the proposed
rule. Zion states that under particular state and/or local procurement laws, the alterations
to existing agreements may reopen the request for proposal process for issuers to hire
municipal advisors, requiring additional (and significant) time, effort, and expense.

The MSRB believes that the required disclosure can generally be accomplished
without formal amendments and, therefore, that the costs imposed will be less significant
than generally anticipated.

Economic Analysis — Burden on Small Municipal Advisors

MSRB did not receive any comments specific to the Dodd-Frank Act requirement
that MSRB rules not impose a regulatory burden on small municipal advisors that is not
necessary or appropriate in the public interest and for the protection of investors,
municipal entities, and obligated persons provided that there is robust protection of
investors against fraud.®

Nonetheless, the MSRB has been sensitive to the potential impact of the
requirements contained in Proposed Rule G-42. To that end, the MSRB has made efforts
to minimize costs, particularly those that might be expected to disproportionately impact
smaller firms. In addition to the amendments discussed above that will reduce
compliance costs, the MSRB has made changes to proposals included in prior Requests
for Comment such as clarifying the obligations owed by municipal advisors to obligated
persons, narrowing the circumstances under which disclosures related to the municipal
advisory relationship and compensation arrangements need to be made, and removing
disclosure requirements related to professional liability insurance.

80 See 15 U.S.C. 780-4(b)(2)(L)(iv).
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The MSRB acknowledges that there will be costs associated with complying with

this proposed rule and that some municipal advisors, including smaller firms, may exit
the market as a result. However, the MSRB believes the costs and burdens are limited to
those necessary to meet the objectives of the rule, consistent with its statutory basis.

6.

Extension of Time Period for Commission Action

The MSRB declines to consent to an extension of the time period specified in

Section 19(b)(2)®* or Section 19(b)(7)(D)® of the Act.

7.

10.

11.

Basis for Summary Effectiveness Pursuant to Section 19(b)(3) or for
Accelerated Effectiveness Pursuant to Section 19(b)(2) or Section 19(b)(7)(D)

Not applicable.

Proposed Rule Change Based on Rules of Another Self-Regulatory
Organization or of the Commission

Not applicable.
Security-Based Swap Submissions Filed Pursuant to Section 3C of the Act
Not applicable.

Advance Notices Filed Pursuant to Section 806(e) of the Payment, Clearing
and Settlement Supervision Act

Not applicable.
Exhibits

Exhibit 1 Completed Notice of Proposed Rule Change for Publication in the
Federal Reqister

Exhibit 2 Notices Requesting Comment and Comment Letters

Exhibit 5 Text of Proposed Rule Change
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15 U.S.C. 785(h)(2).

15 U.S.C. 78s(b)(7)(D).
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EXHIBIT 1

SECURITIES AND EXCHANGE COMMISSION
(Release No. 34- ; File No. SR-MSRB-2015-03)

Self-Regulatory Organizations; Municipal Securities Rulemaking Board; Notice of Filing of a
Proposed Rule Change Consisting of Proposed New Rule G-42, on Duties of Non-Solicitor
Municipal Advisors, and Proposed Amendments to Rule G-8, on Books and Records to be Made
by Brokers, Dealers, Municipal Securities Dealers, and Municipal Advisors

Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 (the “Act”)* and
Rule 19b-4 thereunder,® notice is hereby given that on the Municipal
Securities Rulemaking Board (the “MSRB” or “Board”) filed with the Securities and Exchange
Commission (the “SEC” or “Commission”) the proposed rule change as described in Items I, II,
and 111 below, which Items have been prepared by the MSRB. The Commission is publishing

this notice to solicit comments on the proposed rule change from interested persons.

. Self-Requlatory Organization’s Statement of the Terms of Substance of the Proposed
Rule Change

The MSRB filed with the Commission a proposed rule change consisting of proposed
new Rule G-42, on duties of non-solicitor municipal advisors, and proposed amendments to Rule
G-8, on books and records to be made by brokers, dealers, municipal securities dealers, and
municipal advisors (the “proposed rule change”). The MSRB requests that the proposed rule
change be approved with an implementation date six months after the Commission approval date
for all changes.

The text of the proposed rule change is available on the MSRB’s website at

www.msrb.org/Rules-and-Interpretations/SEC-Filings/2015-Filings.aspx, at the MSRB’s

! 15 U.S.C. 78s(b) ().

2 17 CFR § 240.19b-4.
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principal office, and at the Commission’s Public Reference Room.

1. Self-Requlatory Organization’s Statement of the Purpose of, and Statutory Basis for, the
Proposed Rule Change

In its filing with the Commission, the MSRB included statements concerning the purpose
of and basis for the proposed rule change and discussed any comments it received on the
proposed rule change. The text of these statements may be examined at the places specified in
Item IV below. The MSRB has prepared summaries, set forth in Sections A, B, and C below, of
the most significant aspects of such statements.

A. Self-Requlatory Organization’s Statement of the Purpose of, and Statutory Basis
for, the Proposed Rule Change

1. Purpose

Following the financial crisis of 2008, Congress enacted the Dodd-Frank Wall Street
Reform and Consumer Protection Act (the “Dodd-Frank Act”).? The Dodd-Frank Act establishes
a new federal regulatory regime requiring municipal advisors to register with the SEC, deeming
them to owe a fiduciary duty to their municipal entity clients and granting the MSRB rulemaking
authority over them. The MSRB, in the exercise of that authority, is currently developing a
comprehensive regulatory framework for municipal advisors. A significant element of that
regulatory framework is Proposed Rule G-42, which would establish core standards of conduct
for municipal advisors that engage in municipal advisory activities, other than municipal
advisory solicitation activities (hereinafter, “municipal advisors™).* Proposed Rule G-42 is

accompanied by associated proposed amendments to Rule G-8.

3 Pub. Law No. 111-203, 124 Stat. 1376 (2010).

4 See Registration of Municipal Advisors, Rel. No. 34-70462 (Sept. 20, 2013), 78 FR
67467, at 67519, note 679 (Nov. 12, 2013) (“SEC Final Rule”) (recognizing that the
regulation of municipal advisors includes the “application of standards of conduct . . .
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Proposed Rule G-42

Proposed Rule G-42 would establish the core standards of conduct and duties of
municipal advisors when engaging in municipal advisory activities. The proposed rule draws on
aspects of existing law and regulation under other relevant regulatory regimes, including those
applicable to brokers, dealers and municipal securities dealers under MSRB rules and the
Exchange Act, investment advisers under the Investment Advisers Act of 1940° (“Investment
Advisers Act”) and commodity trading advisors under the Commodity Exchange Act (“CEA”).°

In summary, the core provisions of Proposed Rule G-42 would:

e Establish certain standards of conduct consistent with the fiduciary duty owed by a
municipal advisor to its municipal entity clients, which includes, without limitation, a
duty of care and of loyalty;

e Establish the standard of care owed by a municipal advisor to its obligated person
clients;

e Require the full and fair disclosure, in writing, of all material conflicts of interest and
legal or disciplinary events that are material to a client’s evaluation of a municipal
advisor;

e Require the documentation of the municipal advisory relationship, specifying certain

aspects of the relationship that must be included in the documentation;

that may be required by the Commission or the MSRB, and other requirements unique to
municipal advisors that may be imposed by the MSRB”). The proposed rule change
would not apply to municipal advisors when engaging in the solicitation of a municipal
entity or obligated person within the meaning of Exchange Act Section 15B(e)(9) (15
U.S.C. 780-4(e)(9)).

> 15 U.S.C. 80b-1 et seq.

° 7U.S.C. 1etseq.
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e Require that recommendations made by a municipal advisor are suitable for its

clients, or determine the suitability of recommendations made by third parties when

appropriate; and

e Specifically prohibit a municipal advisor from engaging in certain activities,

including, in summary:

(0]

(0]

receiving excessive compensation;

delivering inaccurate invoices for fees or expenses;

making false or misleading representations about the municipal advisor’s
resources, capacity or knowledge;

participating in certain fee-splitting arrangements with underwriters;
participating in any undisclosed fee-splitting arrangements with providers of
investments or services to a municipal entity or obligated person client of the
municipal advisor;

making payments for the purpose of obtaining or retaining an engagement to
perform municipal advisory activities, with limited exceptions; and

entering into certain principal transactions with the municipal advisor’s

municipal entity clients.

In addition, the proposed rule change would define key terms used in Proposed Rule G-

42 and provide supplementary material. The supplementary material would provide additional

guidance on the core concepts in the proposed rule, such as the duty of care, the duty of loyalty,

suitability of recommendations and “Know Your Client” obligations; provide context for issues

such as the scope of an engagement, conflicts of interest disclosures, excessive compensation

and the impact of client action that is independent of or contrary to the advice of a municipal
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advisor, and the applicability of the proposed rule change to 529 college savings plans (“529
plans”) and other municipal entities; provide guidance regarding the definition of “engage in a
principal transaction;” the continued applicability of state and other laws regarding fiduciary and
other duties owed by municipal advisors; and, finally, include information regarding
requirements that must be met for a municipal advisor to be relieved of certain provisions of
Proposed Rule G-42 in instances when it inadvertently engages in municipal advisory activities.

Standards of Conduct

Section (a) of Proposed Rule G-42 would establish the core standards of conduct and
duties applicable to municipal advisors. The approach toward the core standards and duties in
Proposed Rule G-42 flows from the distinctions drawn in the Dodd-Frank Act between a
municipal advisor’s duties owed to clients that are municipal entities and those duties owed to
clients that are obligated persons. The Dodd-Frank Act specifically deems a municipal advisor to
owe a fiduciary duty to its municipal entity clients.” In contrast, the Dodd-Frank Act does not
impose a fiduciary duty with respect to a municipal advisor’s obligated person clients.®

Subsection (a)(i) of Proposed Rule G-42 would provide that each municipal advisor in
the conduct of its municipal advisory activities for an obligated person client is subject to a duty

of care. Subsection (a)(ii) would provide that each municipal advisor in the conduct of its

! See Section 15B(c)(1) of the Exchange Act, 15 U.S.C. 780-4(c)(1) which provides:

A municipal advisor and any person associated with such
municipal advisor shall be deemed to have a fiduciary duty to any
municipal entity for whom such municipal advisor acts as a
municipal advisor, and no municipal advisor may engage in any
act, practice, or course of business which is not consistent with a
municipal advisor’s fiduciary duty or that is in contravention of
any rule of the Board.

8 See SEC Final Rule, 78 FR at 67475, note 100.
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municipal advisory activities for a municipal entity client is subject to a fiduciary duty, which
includes, without limitation, a duty of loyalty and a duty of care. The standards contained in
these subsections would not supersede any more restrictive provisions of state or other laws
applicable to the activities of municipal advisors.

Proposed supplementary material would provide guidance on the duty of care and the
duty of loyalty. Generally, in lieu of providing detailed requirements, the duties would be
described in terms that would empower the client to, in large part, determine the scope of
services and control the engagement with the municipal advisor (with the municipal advisor’s
agreement).

Paragraph .01 of the Supplementary Material would describe the duty of care to require,
without limitation, a municipal advisor to: (1) exercise due care in performing its municipal
advisory activities; (2) possess the degree of knowledge and expertise needed to provide the
municipal entity or obligated person client with informed advice; (3) make a reasonable inquiry
as to the facts that are relevant to a client’s determination as to whether to proceed with a course
of action or that form the basis for any advice provided to the client; and (4) undertake a
reasonable investigation to determine that the municipal advisor is not basing any
recommendation on materially inaccurate or incomplete information. The duty of care that would
be established in section (a) of Proposed Rule G-42, would also require the municipal advisor to
have a reasonable basis for: any advice provided to or on behalf of a client;® any representations

made in a certificate that it signs that will be reasonably foreseeably relied upon by the client,

The duty of care, which is applicable to all municipal advisory activities, would apply to
the provision of comments following the review of any document and the provision of
language for use in any document -- including an official statement -- to the extent that
conduct constituted municipal advisory activity. Furthermore, such conduct would be
required to comport with the fiduciary duty owed in the case of a municipal entity client.
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any other party involved in the municipal securities transaction or municipal financial product, or
investors in the municipal entity client’s securities or securities secured by payments from an
obligated person client; and, any information provided to the client or other parties involved in
the municipal securities transaction in connection with the preparation of an official statement
for any issue of municipal securities as to which the advisor is advising.

Paragraph .02 of the Supplementary Material would describe the duty of loyalty to
require, without limitation, a municipal advisor, when engaging in municipal advisory activities
for a municipal entity, to deal honestly and with the utmost good faith with the client and act in
the client’s best interests without regard to the financial or other interests of the municipal
advisor. Paragraph .02 would also provide that the duty of loyalty would preclude a municipal
advisor from engaging in municipal advisory activities with a municipal entity client if it cannot
manage or mitigate its conflicts of interest in a manner that will permit it to act in the municipal
entity’s best interests.

Paragraph .03 of the Supplementary Material would specify that a municipal advisor is
not required to disengage from a municipal advisory relationship if a municipal entity client or
an obligated person client elects a course of action that is independent of or contrary to advice
provided by the municipal advisor.

Paragraph .04 of the Supplementary Material would specify that a municipal advisor
could limit the scope of the municipal advisory activities to be performed to certain specified
activities or services if requested or expressly consented to by the client, but could not alter the
standards of conduct or impose limitations on any of the duties prescribed by Proposed Rule G-

42. Paragraph .04 would provide that, if a municipal advisor engages in a course of conduct that
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is inconsistent with the mutually agreed limitations to the scope of the engagement, it may result
in negating the effectiveness of the limitations.

Paragraph .07 of the Supplementary Material would state, as a general matter, that,
municipal advisors may be subject to fiduciary or other duties under state or other laws and
nothing in Proposed Rule G-42 would supersede any more restrictive provision of state or other
laws applicable to municipal advisory activities.

Disclosure of Conflicts of Interest and Other Information

Section (b) of Proposed Rule G-42 would require a municipal advisor to fully and fairly
disclose to its client in writing all material conflicts of interest, and to do so prior to or upon
engaging in municipal advisory activities. The provision would set forth a non-exhaustive list of
scenarios under which a material conflict of interest would arise or be deemed to exist and that
would require a municipal advisor to provide written disclosures to its client.

Paragraph (b)(i)(A) would require a municipal advisor to disclose any actual or potential
conflicts of interest of which the municipal advisor becomes aware after reasonable inquiry that
could reasonably be anticipated to impair the municipal advisor’s ability to provide advice to or
on behalf of the client in accordance with the applicable standards of conduct (i.e., a duty of care
or a fiduciary duty). Paragraphs (b)(i)(B) through (F) would provide more specific scenarios that
give rise to conflicts of interest that would be deemed to be material and require proper
disclosure to a municipal advisor’s client. Under the proposed rule change, a material conflict of
interest would always include: any affiliate of the municipal advisor that provides any advice,
service or product to or on behalf of the client that is directly related to the municipal advisory
activities to be performed by the disclosing municipal advisor; any payments made by the

municipal advisor, directly or indirectly, to obtain or retain an engagement to perform municipal



91 of 639

advisory activities for the client; any payments received by the municipal advisor from a third
party to enlist the municipal advisor’s recommendations to the client of its services, any
municipal securities transaction or any municipal financial product; any fee-splitting
arrangements involving the municipal advisor and any provider of investments or services to the
client; and any conflicts of interest arising from compensation for municipal advisory activities
to be performed that is contingent on the size or closing of any transaction as to which the
municipal advisor is providing advice. Paragraph (b)(i)(G) would require municipal advisors to
disclose any other engagements or relationships of the municipal advisor that could reasonably
be anticipated to impair its ability to provide advice to or on behalf of its client in accordance
with the applicable standards of conduct established by section (a) of the proposed rule.

Under subsection (b)(i), if a municipal advisor were to conclude, based on the exercise of
reasonable diligence, that it had no known material conflicts of interest, the municipal advisor
would be required to provide a written statement to the client to that effect.

Subsection (b)(ii) would require disclosure of any legal or disciplinary event that would
be material to the client’s evaluation of the municipal advisor or the integrity of its management
or advisory personnel. To facilitate the use of existing records, a municipal advisor would be
permitted to fulfill this disclosure obligation by identifying the specific type of event and
specifically referring the client to the relevant portions of the municipal advisor’s most recent
SEC Forms MA or MA-1" filed with the Commission, if the municipal advisor provides detailed
information specifying where the client could access such forms electronically. The requirement
to specifically refer to the relevant portions of the forms would not be satisfied by a broad

reference to the section of the forms containing such disclosures. Similarly, the specific-

10 See 17 CFR 249.1300 (SEC Form MA); 17 CFR 249.1310 (SEC Form MA-I).
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information requirement for access to the forms would not be satisfied by a general reference to
the SEC’s Electronic Data Gathering, Analysis, and Retrieval system (“EDGAR”). A municipal
advisor could alternatively meet this latter requirement, for example, by publishing its most
recent forms on its own website and then providing the client with the direct web link or internet
address.

Paragraph .05 of the Supplementary Material would provide that the required conflicts of
interest disclosures must be sufficiently detailed to inform the client of the nature, implications
and potential consequences of each conflict and must include an explanation of how the
municipal advisor addresses or intends to manage or mitigate each conflict.'* Coupled with its
duty to disclose material conflicts of interest, a municipal advisor’s obligation to explain how it
addresses or intends to manage or mitigate its material conflicts of interest was included in the
proposed rule to reflect the Board’s intent to eliminate, or at least to expose and reduce the
occurrence of, material conflicts of interest that might incline a municipal adviser to provide
advice or a recommendation which was not disinterested.*? If not properly managed or mitigated,
material conflicts of interest could lead to a failure to protect a municipal advisor’s client’s
interest, thereby causing a breach of the duty of care and/or loyalty that would be established by

proposed section (a).

1 This requirement is analogous to the requirement of Form ADV (17 CFR 279.1) under

the Investment Advisers Act (15 U.S.C. 80b-1 et seq.) that obligates an investment
adviser to describe how it addresses certain conflicts of interest with its clients. See, e.g.,
Form ADV, Part 2, Item 5.E.1 of Part 2A (requiring an investment adviser to describe
how it will address conflicts of interest that arise in regards to fees and compensation it
receives, including the investment adviser’s procedures for disclosing the conflicts of
interest with its client). See also, Form ADV, Part 2A ltems 6, 10, 11, 14 and 17.

12 See, e.q., SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 191-92 (1963).
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Paragraph .06 of the Supplementary Material would provide that a municipal advisor that
inadvertently engages in municipal advisory activities but does not intend to continue the
municipal advisory activities or enter into a municipal advisory relationship* would not be
required to comply with sections (b) and (c) of Proposed Rule G-42 (relating to disclosure of
conflicts of interest and documentation of the relationship), if the municipal advisor takes the
prescribed actions listed under paragraph .06 promptly after it discovers its provision of
inadvertent advice. The municipal advisor would be required to provide to the client a dated
document that would include: a disclaimer stating that the municipal advisor did not intend to
provide advice and that, effective immediately, the municipal advisor has ceased engaging in
municipal advisory activities with respect to that client in regard to all transactions and municipal
financial products as to which advice was inadvertently provided; a notification that the client
should be aware that the municipal advisor has not provided the disclosure of material conflicts
of interest and other information required under section (b); an identification of all of the advice
that was inadvertently provided, based on a reasonable investigation; and a request that the
municipal entity or obligated person acknowledge receipt of the document. The municipal
advisor also would be required to conduct a review of its supervisory and compliance policies
and procedures to ensure that they are reasonably designed to prevent inadvertently providing
advice to municipal entities and obligated persons. The final sentence of paragraph .06 of the

Supplementary Material would also clarify that the satisfaction of the requirements of paragraph

13 Under subsection (f)(vi) of Proposed Rule G-42, a municipal advisory relationship would

be deemed to exist when a municipal advisor enters into an agreement to engage in
municipal advisory activities for a municipal entity or obligated person, and would be
deemed to have ended on the earlier of (i) the date on which the municipal advisory
relationship has terminated pursuant to the terms of the documentation of the municipal
advisory relationship required in section (c) of Proposed Rule G-42 or (ii) the date on
which the municipal advisor withdraws from the municipal advisory relationship.
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.06 would have no effect on the applicability of any provisions of Proposed Rule G-42 other than
sections (b) and (c), or any other legal requirements applicable to municipal advisory activities.
Such other legal requirements, would include, but would not be limited to, other MSRB rules
(including Rule G-23), Financial Industry Regulatory Authority (“FINRA”) rules or federal or
state laws that apply to municipal advisory activities.**

Documentation of the Municipal Advisory Relationship

Section (c) of Proposed Rule G-42 would require each municipal advisor to evidence
each of its municipal advisory relationships by a writing, or writings created and delivered to the
municipal entity or obligated person client prior to, upon or promptly after the establishment of
the municipal advisory relationship. The documentation would be required to be dated and
include, at a minimum:*

e the form and basis of direct or indirect compensation, if any, for the municipal
advisory activities to be performed, as provided in proposed subsection (c)(i);

e the information required to be disclosed in proposed section (b), including the
disclosures of conflicts of interest, as provided in proposed subsection (c)(ii);

e adescription of the specific type of information regarding legal and disciplinary

events requested by the Commission on SEC Form MA and SEC Form MA-I, as

14 Rule G-23, on activities of financial advisors, generally provides that a dealer that has a

financial advisory relationship (as defined by Rule G-23(b)) with respect to the issuance
of municipal securities is precluded from acquiring all or any portion of such issue,
directly or indirectly, from the issuer as principal, either alone or as a participant in a
syndicate or other similar account formed for that purpose. A dealer is also, under Rule
G-23, precluded from arranging the placement of an issue with respect to which it has a
financial advisory relationship.

15 While no acknowledgement from the client of its receipt of the documentation would be

required, a municipal advisor must, as part of the duty of care it owes its client,

reasonably believe that the documentation was received by its client.
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provided in proposed subsection (c)(iii), and detailed information specifying
where the client may electronically access the municipal advisor’s most recent
Form MA and each most recent Form MA-I filed with the Commission;®

the date of the last material change to the legal or disciplinary event disclosures
on any SEC Forms MA or MA-I filed with the Commission by the municipal
advisor, as provided in proposed subsection (c)(iv);

the scope of the municipal advisory activities to be performed and any limitations
on the scope of the engagement, as provided in proposed subsection (c)(v);

the date, triggering event, or means for the termination of the municipal advisory
relationship, or, if none, a statement that there is none, as provided in proposed
subsection (c)(vi); and

any terms relating to withdrawal from the municipal advisory relationship, as

provided in proposed subsection (c)(vii).

Proposed Rule G-42(c) also would require municipal advisors to promptly amend or

supplement the writing(s) during the term of the municipal advisory relationship as necessary to

reflect any material changes or additions in the required information. For example, if the basis of

compensation or scope of services materially changed during the term of the relationship, the

municipal advisor would be required to amend or supplement the writing(s) and promptly deliver

16

Compliance with this requirement could be achieved in the same manner, and (so long as
done upon or prior to engaging in municipal advisory activities for the client)
concurrently with providing to the client the information required under proposed
subsection (b)(ii). However, the description of the events contained in Forms MA or MA-
I must be sufficiently specific to allow a municipal entity or obligated person client to
understand the nature of any disclosed legal or disciplinary event. In addition, the
municipal advisor must provide detailed information specifying where the client could
access such forms electronically. See supra note 10 and accompanying text.
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the amended writing(s) or supplement to the client. The same would be true in the case of
material conflicts of interest discovered after the relationship documentation was last provided to
the client. The amendment and supplementation requirement in proposed section (c) would apply
to any material changes and additions that are discovered, or should have been discovered, based
on the exercise of reasonable diligence by the municipal advisor. Any amendments or
supplementation also would be subject to the requirements of the proposed rule change that
would apply as if it were the first relationship documentation provided to the client.

Proposed Rule G-42(c) is modeled in part on Rule G-23, which requires a broker, dealer
or municipal securities dealer (“dealer”) that enters into a financial advisory relationship with an
issuer to evidence that relationship in writing prior to, upon or promptly after the inception of
that relationship. Like Rule G-23, proposed section (c) would not require that the writing(s)
evidencing the relationship be a bilateral agreement or contract. For example, if state law
provided for the procurement of municipal advisory services in a manner that did not require a
writing sufficient to establish a bilateral agreement, a municipal advisor could send its client a
writing, such as a letter that references the procurement document and contains the terms and
disclosures required by proposed Rule G-42(b) and (c) to evidence its municipal advisory
relationship with its municipal entity or obligated person client.

Recommendations and Review of Recommendations of Other Parties

Section (d) of Proposed Rule G-42 would provide that a municipal advisor must not
recommend that its client enter into any municipal securities transaction or municipal financial
product unless the municipal advisor has determined, based on the information obtained through

the reasonable diligence of the municipal advisor, whether the transaction or product is suitable



97 of 639

for the client.'” Proposed section (d) also contemplates that a municipal advisor may be
requested by the client to review and determine the suitability of a recommendation made by a
third party to the client. If a client were to request this type of review, and such review were
within the scope of the engagement, the municipal advisor’s determination regarding the
suitability of the third-party’s recommendation regarding a municipal securities transaction or
municipal financial product would be subject to the same reasonable diligence standard --
requiring the municipal advisor to obtain relevant information through the exercise of reasonable
diligence.

As to both types of review, the municipal advisor would be required under proposed
section (d) to inform its municipal entity or obligated person client of its evaluation of the
material risks, potential benefits, structure and other characteristics of the recommended
municipal securities transaction or municipal financial product; the basis upon which the advisor
reasonably believes the recommended transaction or product is, or is not, suitable for the client;

and whether the municipal advisor has investigated or considered other reasonably feasible

1 Some securities market participants are required to make only recommendations that are

“consistent with” their customer’s best interests. (See FINRA Notice 12-25, Suitability
(May 2012)). As provided in proposed section (a) and paragraph .02 of the
Supplementary Material to Proposed Rule G-42, a municipal advisor to a municipal
entity client owes the client a fiduciary duty that includes a duty of loyalty in addition to
the duty of care, which requires the municipal advisor to deal honestly and with the
utmost good faith with the municipal entity client and act in the client’s best interests
without regard to the financial or other interests of the municipal advisor. A municipal
advisor’s recommendations of municipal securities transactions and municipal financial
products to a municipal entity client, as is the case with all municipal advisory activities
performed for a municipal entity client, must comport with the municipal advisor’s
fiduciary duty and particularly its duty of loyalty. The MSRB considers the duty of
loyalty described in Proposed Rule G-42 to be even more rigorous than a standard
requiring consistency with a client’s best interests.
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alternatives to the recommended municipal securities transaction or municipal financial product
that might also or alternatively serve the client’s objectives. The proposed rule does not include
requirements regarding how such information must be communicated by the municipal advisor
to the client, and a municipal advisor would be permitted to choose the appropriate method by
which to communicate the information to its client so long as it comports with the duty of care
owed.

Section (d), like other provisions of Proposed Rule G-42, would reflect the basic
principle that the client controls the scope of the engagement with its municipal advisor (with the
agreement of the municipal advisor). For example, a municipal advisor’s engagement may be
limited in scope because the municipal advisor’s client already reached a decision regarding a
particular municipal securities transaction or municipal financial product, or engaged another
professional to undertake certain duties in connection with a municipal securities transaction or
municipal financial product. Paragraph .04 of the Supplementary Material would provide that a
municipal advisor and its client could limit the scope of the municipal advisory relationship to
certain specified activities or services. A municipal advisor, however, would not be permitted to
alter the standards of conduct or duties imposed by the proposed rule with respect to that limited
scope.

The proposed rule change would adopt, and apply to municipal advisors, the existing
MSRB interpretive guidance regarding the general principles currently applicable to dealers for
determining whether a particular communication constitutes a recommendation of a securities

transaction.'® Consistent with the approach in the case of dealers, a municipal advisor’s

18 See MSRB Rule G-19. See also MSRB Notice 2002-30 (Sept. 25, 2002) Notice
Regarding Application of Rule G-19, on Suitability of Recommendations and
Transactions, to Online Communications.
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communication to its client that could reasonably be viewed as a “call to action” to engage in a
municipal securities transaction or enter into a municipal financial product would be considered
a recommendation and obligate the municipal advisor to conduct a suitability analysis of its
recommendation. Depending on all of the facts and circumstances, communications by a
municipal advisor to a client that concern minor or ancillary matters that relate to, but are not
recommendations of, a municipal securities transaction or municipal financial product might
constitute advice (and therefore trigger many other provisions of the proposed rule) but would
not trigger the suitability obligation set forth in proposed section (d).

Paragraph .08 of the Supplementary Material would provide guidance related to a
municipal advisor’s suitability obligations. Under this provision, a municipal advisor’s
determination of whether a municipal securities transaction or municipal financial product is
suitable for its client must be based on numerous factors, as applicable to the particular type of
client, including, but not limited to: the client’s financial situation and needs, objectives, tax
status, risk tolerance, liquidity needs, experience with municipal securities transactions or
municipal financial products generally or of the type and complexity being recommended,
financial capacity to withstand changes in market conditions during the term of the municipal
financial product or the period that municipal securities to be issued are reasonably expected to
be outstanding, and any other material information known by the municipal advisor about the
client and the municipal securities transaction or municipal financial product, after the municipal
advisor has conducted a reasonable inquiry.

In connection with a municipal advisor’s obligation to determine the suitability of a
municipal securities transaction or a municipal financial product for a client, which should take

into account its knowledge of the client, paragraph .09 of the Supplementary Material would
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require a municipal advisor to know its client. The obligation to know the client would require a
municipal advisor to use reasonable diligence to know and retain essential facts concerning the
client and the authority of each person acting on behalf of the client, and is similar to
requirements in other regulatory regimes.*® The facts “essential” to knowing one’s client would
include those required to effectively service the municipal advisory relationship with the client;
act in accordance with any special directions from the client; understand the authority of each
person acting on behalf of the client; and comply with applicable laws, rules and regulations.

As a practical matter, it is understood that a client could at times elect a course of action
either independent of or contrary to the advice of its municipal advisor. Paragraph .03 of the
Supplementary Material would provide that the municipal advisor would not be required to
disengage from the municipal advisory relationship on that basis.

Specified Prohibitions

Subsection (e)(i) of Proposed Rule G-42 would prohibit discrete conduct or activities that
would conflict, or would be highly likely to conflict, with the core standards of conduct — the
duty of loyalty and the duty of care — applicable to municipal advisors under Proposed Rule G-42

and the Exchange Act.

19 Similar requirements apply to brokers and dealers under FINRA Rule 2090 (Know Your

Customer) and swap dealers under Commodity Futures Trading Commission (“CFTC”)
Rule 402(b) (General Provisions: Know Your Counterparty), 17 CFR 23.402(b), found in
CFTC Rules, Ch. I, Pt. 23, Subpt. H (Business Conduct Standards for Swap Dealers and
Major Swap Participants Dealing with Counterparties, including Special Entities) (17
CFR 23.400 et. seg.). Notably, the CFTC’s rule applies to dealings with special entity
clients, defined to include states, state agencies, cities, counties, municipalities, other
political subdivisions of a State, or any instrumentality, department, or a corporation of or
established by a State or political subdivision of a State. See CFTC Rule 401(c) (defining
“special entity”) (17 CFR 23.401(c)).
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Paragraph (e)(i)(A) would prohibit a municipal advisor from receiving compensation
from its client that is excessive in relation to the municipal advisory activities actually performed
for the client. Paragraph .10 of the Supplementary Material would provide additional guidance
on how compensation would be determined to be excessive. Included in paragraph .10 are
several factors that would be considered when evaluating the reasonableness of a municipal
advisor’s compensation relative to the nature of the municipal advisory activities performed,
including, but not limited to: the municipal advisor’s expertise, the complexity of the municipal
securities transaction or municipal financial product, whether the fee is contingent upon the
closing of the municipal securities transaction or municipal financial product, the length of time
spent on the engagement and whether the municipal advisor is paying any other relevant costs
related to the municipal securities transaction or municipal financial product.

Paragraph (e)(i)(B) would prohibit municipal advisors from delivering an invoice for fees
or expenses for municipal advisory activities that does not accurately reflect the activities
actually performed or the personnel that actually performed those activities. This provision
would not prohibit a municipal advisor from including a discount for the services it actually
performed, if accurately disclosed.

Paragraph (e)(i)(C) would prohibit a municipal advisor from making any representation
or submitting any information that the municipal advisor knows or should know is either
materially false or materially misleading due to the omission of a material fact, about its
capacity, resources or knowledge in response to requests for proposals or in oral presentations to
a client or prospective client for the purpose of obtaining or retaining an engagement to perform

municipal advisory activities. Note that, additionally, the MSRB’s existing fundamental fair
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practice rule, Rule G-17, precludes municipal advisors, in the conduct of their municipal
advisory activities, from engaging in any deceptive, dishonest or unfair practice with any person.

Paragraph (e)(i)(D) would prohibit municipal advisors from making or participating in
two types of fee-splitting arrangements: (1) any fee-splitting arrangement with an underwriter on
any municipal securities transaction as to which the municipal advisor has provided or is
providing advice; and (2) any undisclosed fee-splitting arrangement with providers of
investments or services to a municipal entity or obligated person client of the municipal advisor.

Paragraph (e)(i)(E) would, generally, prohibit a municipal advisor from making payments
for the purpose of obtaining or retaining an engagement to perform municipal advisory activities.
However, the provision contains three exceptions. The prohibition would not apply to: (1)
payments to an affiliate of the municipal advisor for a direct or indirect communication with a
municipal entity or obligated person on behalf of the municipal advisor where such
communication is made for the purpose of obtaining or retaining an engagement to perform
municipal advisory activities; (2) reasonable fees paid to another municipal advisor registered as
such with the Commission and MSRB for making such a communication as described in
subparagraph (e)()(E)(1); and (3) payments that are permissible “normal business dealings” as
described in MSRB Rule G-20. The proposed rule change, however, would not prescribe
parameters that would effectively limit a client’s ability to decide the source of funds for the
payment of fees for services rendered by the municipal advisor.

Principal Transactions

Subsection (e)(ii) of Proposed Rule G-42 would prohibit a municipal advisor to a
municipal entity, and any affiliate of such municipal advisor, from engaging in a principal

transaction directly related to the same municipal securities transaction or municipal financial
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product as to which the municipal advisor is providing or has provided advice. The ban on
principal transactions would apply only with respect to clients that are municipal entities. The
ban would not apply to principal transactions between a municipal advisor (or an affiliate of the
municipal advisor) and the municipal advisor’s obligated person clients. Although such
transactions would not be prohibited, importantly, all municipal advisors, including those
engaging in municipal advisory activities for obligated person clients, are currently subject to the
MSRB’s fundamental fair-practice rule, Rule G-17.

Paragraph .07 of the Supplementary Material would provide an exception to the ban on
principal transactions in subsection (e)(ii) in order to avoid a possible conflict with existing
MSRB Rule G-23, on activities of financial advisors. Specifically, the ban in subsection (e)(ii)
would not apply to an acquisition as principal, either alone or as a participant in a syndicate or
other similar account formed for the purpose of purchasing, directly or indirectly, from an issuer
all or any portion of an issuance of municipal securities on the basis that the municipal advisor
provided advice as to the issuance, because such a transaction is the type of transaction that is
addressed, and, in certain circumstances, prohibited by Rule G-23. The purpose of this provision
would be to avoid a potential conflict in MSRB rules and provide, until such time as the MSRB
may further review and potentially amend Rule G-23, that the specific prohibition against
principal transactions contained in subsection (e)(ii) would not prohibit such underwriting
transactions, as they are already addressed and prohibited in certain circumstances by Rule G-23.

For purposes of the prohibition in proposed subsection (e)(ii), subsection (f)(i) would
define the term “engaging in a principal transaction” to mean “when acting as a principal for
one’s own account, selling to or purchasing from the municipal entity client any security or

entering into any derivative, guaranteed investment contract, or other similar financial product
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with the municipal entity client.” This definition draws on the statutory language regarding
principal transactions in the Investment Advisers Act.? Among other things, the definition was
designed to exclude transactions thought to be potentially covered by some commenters, such as
the taking of a cash deposit or the payment by a client solely for professional services. Further,
paragraph .11 of the Supplementary Material would clarify that the term “other similar financial
products,” as used in subsection (f)(i), would include a bank loan but only if it is in an aggregate
principal amount of $1,000,000 or more and is economically equivalent to the purchase of one or
more municipal securities. Bank loans would be included under the specified circumstances
because, as a matter of market practice, they serve as a financing alternative to the issuance of
municipal securities and pose a comparable, acute potential for self-dealing and other breaches of
the fiduciary duty owed by a municipal advisor to a municipal entity client.

Definitions

Section (f) of Proposed Rule G-42 would provide definitions of the terms “engaging in a

121 « 122

principal transaction,” “affiliate of the municipal advisor, municipal advisory relationship,

20 See 15 U.S.C. 80b-6(3).
2 “Affiliate of the municipal advisor” would mean “any person directly or indirectly
controlling, controlled by, or under common control with such municipal advisor.” See
Proposed Rule G-42(f)(iii).

22 Proposed Rule G-42(f)(vi) provides that a “municipal advisory relationship” would

be deemed to exist when a municipal advisor enters into an
agreement to engage in municipal advisory activities for a
municipal entity or obligated person. The municipal advisory
relationship shall be deemed to have ended on the date which is the
earlier of (i) the date on which the municipal advisory relationship
has terminated pursuant to the terms of the documentation of the
municipal advisory relationship required in section (c) of this rule
or (ii) the date on which the municipal advisor withdraws from the
municipal advisory relationship.
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and “official statement.”*® Further, for several terms in Proposed Rule G-42 that have been

previously defined by federal statute or SEC rules, proposed section (f) would, for purposes of

Proposed Rule G-42, adopt the same meanings. These terms would include “advice;”?*

1925 w 1926 « 127

“municipal advisor; municipal advisory activities; municipal entity;”“" and “obligated

person.”?

Applicability of Proposed Rule G-42 to 529 College Savings Plans and Other Municipal

23 “Official statement” would have the same meaning as in MSRB Rule G-32(d)(vii). See

Proposed Rule G-42(f)(ix).
24 “Advice” would have the same meaning as in Section 15B(e)(4)(A)(i) of the Exchange
Act (15 U.S.C. 780-4(e)(4)(A)(i)); SEC Rule 15Bal-1(d)(1)(ii) (17 CFR 240.15Bal-
1(d)(1)(ii)); and other rules and regulations thereunder. See Proposed Rule G-42(f)(ii).

2 “Municipal advisor” would

have the same meaning as in Section 15B(e)(4) of the Act, 17 CFR
240.15Bal-1(d)(1)-(4) and other rules and regulations thereunder;
provided that it shall exclude a person that is otherwise a municipal
advisor solely based on activities within the meaning of Section
15B(e)(4)(A)(ii) of the Act and rules and regulations thereunder or
any solicitation of a municipal entity or obligated person within the
meaning of Section 15B(e)(9) of the Act and rules and regulations
thereunder.

See Proposed Rule G-42(f)(iv).
2 “Municipal advisory activities” would mean those activities that would cause a person to
be a municipal advisor as defined in subsection (f)(iv) (definition of “municipal advisor”)
of Proposed Rule G-42. See Proposed Rule G-42(f)(v).
2 “Municipal entity” would “have the same meaning as in Section 15B(e)(8) of the Act, 17
CFR 240.15Bal1-1(g) and other rules and regulations thereunder.” See Proposed Rule G-
42(f)(vii).
28 “Obligated person” would “have the same meaning as in Section 15B(e)(10) of the Act,
17 CFR 240.15Bal-1(k) and other rules and regulations thereunder.” See Proposed Rule
G-42(f)(viii).
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Fund Securities

The regulation of municipal advisors, as the SEC has recognized,? is relevant to

municipal fund securities.*® Paragraph .12 of the Supplementary Material emphasizes the

proposed rule’s application to municipal advisors whose municipal advisory clients are sponsors

or trustees of municipal fund securities.

Proposed Amendments to Rule G-8

The proposed amendments to Rule G-8 would require each municipal advisor to make

and keep any document created by the municipal advisor that was material to its review of a

recommendation by another party or that memorialize its basis for any conclusions as to

suitability.

2. Statutory Basis

Section 15B(b)(2) of the Exchange Act®! provides that:

The Board shall propose and adopt rules to effect the purposes of this title
with respect to transactions in municipal securities effected by brokers,
dealers, and municipal securities dealers and advice provided to or on
behalf of municipal entities or obligated persons by brokers, dealers,
municipal securities dealers, and municipal advisors with respect to
municipal financial products, the issuance of municipal securities, and
solicitations of municipal entities or obligated persons undertaken by
brokers, dealers, municipal securities dealers, and municipal advisors.

Section 15B(b)(2)(C) of the Exchange Act provides that the MSRB’s rules shall:

29

30

31

See SEC Final Rule, 78 FR at 67472-3.

“Municipal fund security” is defined in MSRB Rule D-12 to mean “a municipal security
issued by an issuer that, but for the application of Section 2(b) of the Investment
Company Act of 1940, would constitute an investment company within the meaning of
Section 3 of the Investment Company Act of 1940.” The term refers to, among other
things, interests in governmentally sponsored 529 college savings plans and local
government investment pools.

15 U.S.C. 780-4(b)(2).
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be designed to prevent fraudulent and manipulative acts and practices, to

promote just and equitable principles of trade, to foster cooperation and

coordination with persons engaged in regulating, clearing, settling,

processing information with respect to, and facilitating transactions in

municipal securities and municipal financial products, to remove

impediments to and perfect the mechanism of a free and open market in

municipal securities and municipal financial products, and, in general, to

protect investors, municipal entities, obligated persons, and the public

interest.

Section 15B(b)(2)(L)(i) of the Exchange Act™ requires, with respect to municipal
advisors, the Board to adopt rules to prescribe means reasonably designed to prevent acts,
practices, and courses of business as are not consistent with a municipal advisor’s fiduciary duty
to its clients.

The MSRB believes that, the proposed rule change is consistent with Sections
15B(b)(2),%* 15B(b)(2)(C)* and 15B(b)(2)(L)(i)* of the Exchange Act because it will enhance
the protections afforded to municipal bond issuers and investors by providing guidance to
municipal advisors that is designed to promote compliance with the standards of conduct,
requirements and intent of the Dodd-Frank Act.

In this regard, neither the Dodd-Frank Act nor the recently-adopted SEC Final Rule

prescribe the duties and obligations of municipal advisors beyond a general statement that

municipal advisors shall be deemed to have a fiduciary duty to any municipal entity for whom

32 15 U.S.C. 780-4(b)(2)(C).
3 15 U.S.C. 780-4(b)(2)(L)(i).
34 15 U.S.C. 780-4(b)(2).

% 15 U.S.C. 780-4(b)(2)(C).

% 15 U.S.C. 780-4(b)(2)(L)(i).
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the municipal advisor acts as a municipal advisor. Adoption of Proposed Rule G-42 will fulfill
the need for regulatory guidance with respect to the standards of conduct and duties of municipal
advisors and the prevention of breaches of a municipal advisor’s fiduciary duty to its municipal
entity clients. Proposed Rule G-42 also will establish standards of conduct and duties for
municipal advisors when engaging in municipal advisory activities for obligated persons and
provide guidance to these municipal advisors as to what conduct would satisfy these duties and
obligations.

The MSRB believes that by articulating specific standards of conduct and duties for
municipal advisors, Proposed Rule G-42 will assist municipal advisors in complying with the
statutorily-imposed requirements of the Dodd-Frank Act, and help prevent failures to meet those
requirements. The proposed rule change will aid municipal entities and obligated persons that
choose to engage municipal advisors in connection with their issuances of municipal securities as
well as transactions in municipal financial products by promoting higher ethical and professional
standards of such municipal advisors. The MSRB also believes that articulating standards of
conduct and duties of municipal advisors will enhance the ability of the MSRB and other
regulators to oversee the conduct of municipal advisors, as contemplated by the Dodd-Frank Act.

The MSRB believes the proposed rule change will enhance municipal entity and
obligated person protections by ensuring that these entities have access to sufficient information
to make meaningful choices, based on the merits of the municipal advisor, when considering
engaging a municipal advisor by requiring municipal advisors to provide detailed disclosures of
material conflicts of interest and certain other information prior to or upon the establishment of
the municipal advisory relationship. As a result, municipal advisor clients will be able to evaluate

municipal advisors on this objective set of information. These protections will also be enhanced
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as a result of the proposed rule change’s guidance for municipal advisors that could assist
advisors in complying with, or help prevent breaches of, their fiduciary duty and duty of care, as
well as other applicable obligations such as the duty of fair dealing (which is owed under MSRB
Rule G-17 by all municipal advisors to all persons). To the extent that this guidance, provided in
the supplementary material in the proposed rule change, would increase the likelihood of
compliance by municipal advisors, municipal entities and obligated persons will benefit.
Investors in municipal bond offerings will also benefit from the proposed rule change to the
extent that a municipal entity or obligated person issuing bonds that uses a municipal advisor is
more likely to receive services that reflect a higher ethical and professional standard than
otherwise would be the case.

The proposed rule change would also, to some extent, prescribe means for municipal
advisors to help prevent breaches of these duties, which would include, among others:
requirements for the information that must be included in the documentation of the municipal
advisory relationship; specified activities (such as certain principal transactions) that would be
explicitly prohibited; and disclosure requirements that must accompany a municipal advisor’s
recommendation regarding a municipal security or a municipal financial product.

Section 15B(b)(2)(L)(iv) of the Exchange Act®’ requires that rules adopted by the Board:

not impose a regulatory burden on small municipal advisors that is not

necessary or appropriate in the public interest and for the protection of

investors, municipal entities, and obligated persons, provided that there is
robust protection of investors against fraud.

The MSRB believes that the proposed rule change is consistent with Section

15B(b)(2)(L)(iv) of the Exchange Act® because the proposed rule change would impose on all

3 15 U.S.C. 780-4(b)(2)(L)(iv).
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municipal advisors, including small municipal advisors, only the necessary and appropriate
regulatory burdens needed to promote compliance with the proposed rule change. To accomplish
this, Proposed Rule G-42 would use both a principles and prescriptive-based approach to
establish the core standards of conduct in order to, among other things, accommodate the
diversity of the municipal advisor population, including small municipal advisors and sole
proprietorships, and to provide uniform protections to its clients, investors and the public.

The MSRB recognizes that municipal advisors would incur costs to meet the standards of
conduct and duties contained in the proposed rule changes. These costs also could include
additional compliance and recordkeeping costs. To ensure compliance with the disclosure
obligations of the proposed rule change, municipal advisors could incur costs by seeking advice
from legal and compliance professionals when preparing disclosures to clients. However, the
MSRB believes that some of these costs are accounted for in the SEC Final Rule which requires
disclosure of at least some similar information, such as the disclosure of disciplinary events.
Proposed Rule G-42 could also impose additional costs on municipal advisors by requiring the
disclosure of additional information directly to clients, some of which must already be submitted
to the SEC on SEC Forms MA* and MA-1.*° The MSRB has considered these costs and that
there could be some instances of duplicative disclosure, but believes that the overlap in
disclosure requirements between the SEC and MSRB will be minimal and that the disclosure
requirements of the proposed rule are important elements of Proposed Rule G-42 that protect

municipal advisor clients and foster transparency in the municipal advisory marketplace.

%8 15 U.S.C. 780-4(b)(2)(L)(iv).
39 17 CFR 249.1300.

40 17 CFR 249.1310.
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As to the potential costs associated with additional recordkeeping requirements, the SEC
recognized in its economic analysis* of its recordkeeping requirements that municipal advisors
should already be maintaining books and records as part of their day-to-day operations. In
addition, municipal advisors who are also registered as broker-dealers or investment advisers are
currently subject to the recordkeeping requirements of those regulatory frameworks. Against this
back-drop, the MSRB believes that the costs associated with the few additional recordkeeping
requirements associated with Proposed Rule G-42 will not be significant.

The MSRB believes that any increase in municipal advisory fees attributable to the
additional costs of the proposed rule change will be minimal and that at least the element of fixed
costs per municipal advisory firm will be spread across the number of advisory engagements for
each firm. The MSRB recognizes, however, that for smaller municipal advisors with fewer
clients, the cost of compliance with the proposed rule change’s standards of conduct and duties
could represent a greater percentage of annual revenues, and, thus, such advisors could be more
likely to pass those costs along to their advisory clients.

The MSRB also recognizes that, as a result of these costs, some municipal advisors could
decide to exit the market, curtail their activities, consolidate with other firms, or pass the costs on
to municipal entities and obligated persons in the form of higher fees. The MSRB believes,
however, that by articulating the core standard of conduct and duties and obligations of
municipal advisors and by prescribing means that would prevent breaches of these duties, the
proposed rule change will reduce possible confusion and uncertainty about what is required in

order to comply with relevant provisions of the Dodd-Frank Act. Therefore, the proposed rule

41 See SEC Final Rule, 78 FR at 67619.
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change likely will reduce certain costs of compliance that might have otherwise been incurred by
allowing municipal advisors to more quickly and accurately determine compliance requirements.
The MSRB also believes that the proposed rule change is consistent with Section
15B(b)(2)(G) of the Exchange Act,** which provides that the MSRB’s rules shall:
prescribe records to be made and kept by municipal securities brokers,

municipal securities dealers, and municipal advisors and the periods for
which such records shall be preserved.

The proposed rule change would require, under the proposed amendments to Rule G-8,
that a municipal advisor make and keep records of any document created by the municipal
advisor that was material to its review of a recommendation by another party or that
memorializes the basis for any conclusions as to suitability. The MSRB believes that the
proposed amendments to Rule G-8 related to recordkeeping (with the ensuing application of
existing Rule G-9 on records preservation) would promote compliance and facilitate enforcement
of Proposed Rule G-42, other MSRB rules, and other applicable securities laws and regulations.

B. Self-Requlatory Organization’s Statement on Burden on Competition

Section 15B(b)(2)(C)* of the Exchange Act requires that MSRB rules not be designed to
impose any burden on competition not necessary or appropriate in furtherance of the purposes of
the Act. In addition, Section 15B(b)(2)(L)(iv)** of the Exchange Act provides that MSRB rules
may not impose a regulatory burden on small municipal advisors that is not necessary or
appropriate in the public interest and for the protection of investors, municipal entities, and

obligated persons, provided that there is robust protection of investors against fraud.

42 15 U.S.C. 780-4(b)(2)(G).
43 15 U.S.C. 780-4(b)(2)(C).

44 15 U.S.C. 780-4(b)(2)(L)(iv).
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In determining whether these standards have been met, the MSRB was guided by the
Board’s Policy on the Use of Economic Analysis in MSRB Rulemaking.*® In accordance with
this policy, the Board evaluated the potential impacts of the proposed rule, including in
comparison to reasonable alternative regulatory approaches, relative to the baseline that, inter
alia, deemed municipal advisors to owe a fiduciary duty to their municipal entity clients and
established a registration requirement. Based on this evaluation, the MSRB does not believe that
the proposed rule change would impose any additional burdens on competition that are not
necessary or appropriate in furtherance of the purposes of the Exchange Act.

The proposed rule may also provide a range of benefits to municipal entities, investors
and municipal advisors. Municipal entities and obligated persons will have access to more
information about municipal advisors and can make better, more informed choices with lower
search costs. The availability of additional, objective information and the fostering of merit-
based competition among municipal advisors should lead to enhanced issuer protections and
improved outcomes. These improvements likely would enhance investor confidence in the
integrity of the market. Moreover, the MSRB believes that the proposed rule change will provide
a benefit to municipal advisors who could otherwise face greater uncertainty about the standards
of conduct and duties required to meet certain of the requirements of the Dodd-Frank Act.

The MSRB considered whether costs associated with the proposed rule change, relative
to the baseline, could affect the competitive landscape by leading some municipal advisors to
exit the market, curtail their activities, consolidate with other firms, or pass costs on to municipal

entity and obligated person clients in the form of higher fees. In addition, the MSRB considered

4 Policy on the Use of Economic Analysis in MSRB Rulemaking, available at

http://www.msrb.ora/About-MSRB/Financial-and-Other-Information/Financial -
Policies/Economic-Analysis-Policy.aspx.
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whether the costs associated with the proposed rule, relative to the baseline, could create barriers
to entry for firms wishing to offer to engage in municipal advisory activities.

The MSRB recognizes that some municipal advisors may exit the market as a result of
the costs associated with the proposed rule relative to the baseline. However, the MSRB believes
municipal advisors may exit the market for a number of reasons other than costs associated with
the proposed rule. The MSRB also recognizes that some municipal advisors may consolidate
with other municipal advisors in order to benefit from economies of scale (e.g., by leveraging
existing compliance resources of a larger firm) rather than to incur separately the costs associated
with the proposed rule. Finally, the MSRB acknowledges that some potential market entrants
may be discouraged from entering the market because of costs or because the requirement to
disclose information such as disciplinary events might make attracting business more difficult.

It is also possible that competition for municipal advisory activities may be affected by
whether incremental costs associated with requirements of the proposed rule are passed on to
advisory clients. The amount of costs passed on may be influenced by the size of the municipal
advisory firm. For smaller municipal advisors with fewer clients, the incremental costs
associated with the requirements of the proposed rule may represent a greater percentage of
annual revenues, and, thus, such advisors may be more likely to pass those costs along to their
advisory clients. As a result, the competitive landscape may be altered by the potentially
impaired ability of smaller firms to compete for advisory clients.

In addition to the factors noted above that may affect smaller advisory firms, the MSRB
understands that some small municipal advisors and sole proprietors may not employ full-time
compliance staff and that the cost of ensuring compliance with the requirements of the proposed

rule may be proportionally higher for these smaller firms.
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The MSRB believes these costs represent only those necessary to achieve the purposes of
the Exchange Act. Relative to draft Rule G-42 as initially published for comment,“® the MSRB
has made efforts to minimize costs that could affect the competitive landscape including,
narrowing the scope of the conflicts that must be disclosed, specifying a less burdensome method
for disclosing conflicts and disciplinary actions and documenting the municipal advisory
relationship, clarifying the obligations owed by municipal advisors to obligated persons, and
removing a number of other previously considered requirements.

Further, while exit, consolidation, or a reduced number of new market entrants may lead
to a reduced pool of municipal advisors, the SEC concluded in the SEC Final Rule (on the
permanent registration of municipal advisors) that the market would be likely to remain
competitive despite the potential exit of some municipal advisors (including small entity
municipal advisors), consolidation of municipal advisors, or lack of new entrants into the
market.*’

C. Self-Requlatory Organization’s Statement on Comments on the Proposed Rule
Change Received from Members, Participants, or Others

The MSRB solicited comment on the proposed rule change in the First Request for

Comment, requesting comment on a draft of Rule G-42 and draft amendments to Rules G-8 and

46 The MSRB sought comment on the initial draft Rule G-42 (“Initial Draft Rule”) and draft

amendments to Rules G-8 and G-9 in MSRB Notice 2014-01 (Jan. 9, 2014) (“First
Request for Comment”).

47 See SEC Final Rule, 78 FR at 67608.



116 of 639

G-9, and a second notice requesting comment on a revised draft of Rule G-42 and draft

amendments to Rules G-8 and G-9.%

The MSRB received forty-six comment letters in response to the First Request for

Comment,*® and nineteen comment letters in response to the Second Request for Comment.*

The comments are summarized below by topic and MSRB responses are provided. >*

48

49

See MSRB Notice 2014-12 (Jul. 23, 2014) (“Second Request for Comment”). The draft
rule text published in the Second Request for Comment is hereinafter the “Revised Draft
Rule.”

Comments were received in response to the First Request for Comment from: Acacia
Financial Group, Inc.: Letter from Kim M. Whelan, Co-President, dated March 10, 2014
(“Acacia”); American Bankers Association: Letter from Cristeena G. Naser, Vice
President and Senior Counsel, dated March 4, 2014 (“ABA”); American Council of
Engineering Companies: Letter from David A. Raymond, President and CEO, dated
March 7, 2014 (*ACEC”); American Public Transportation Association: Letter from
Michael P. Melaniphy, President and CEO, dated March 10, 2014 (“APTA”); Bond
Dealers of America: Letter from Michael Nicholas, Chief Executive Officer, dated March
10, 2014 (“BDA”); Cape Cod Five Cents Savings Bank: Letter from Dorothy A.
Savarese, President and Chief Executive Officer, dated March 10, 2014 (*Cape Cod
Savings”); Chancellor Financial Associates: E-mail from William J. Caraway, President,
dated January 14, 2014 (“Chancellor Financial”); Coastal Securities: Letter from Chris
Melton, Executive Vice President, dated March 10, 2014 (“Coastal”); College Savings
Foundation: Letter from Mary G. Morris, Chair, dated March 10, 2014 (*CSF”); College
Savings Plans Network: Letter from Betty Everitt Lochner, Director, Guaranteed
Education Tuition Program, dated March 10, 2014 (“CSPN”); Cooperman Associates:
Letter from Joshua G. Cooperman dated March 10, 2014 (“Cooperman”); Erika Miller:
E-mail dated February 4, 2015; FCS Group: Letter from Taree Bollinger, Vice President,
dated March 17, 2014 (“FCS”); First River Advisory L.L.C.: Letter from Shelley J.
Aronson, President, dated January 16, 2014 (“First River Advisory”); First Southwest
Company: Letter from Hill A. Feinberg, Chairman and Chief Executive Officer, and
Michael G. Bartolotta, Vice Chairman, dated March 7, 2014 (“First Southwest”); Frost
Bank: Letter from William H. Sirakos, Senior Executive Vice President, dated March 10,
2014 (“Frost”); George K. Baum & Company: Letter from Guy E. Yandel, EVP and
Head of Public Finance, Dana L. Bjornson, EVP, CFO and Chief Compliance Officer,
and Andrew F. Sears, SVP and General Counsel, dated March 10, 2014 (“GKB”);
Government Finance Officers Association: Letter from Dustin McDonald, Director,
Federal Liaison Center, dated March 13, 2014 (“GFOA”); Government Investment
Officers Association: Letter from Laura Glenn, President, et al., dated March 7, 2014
(“GIOA™); Investment Company Institute: Letter from Tamara K. Salmon, Senior
Associate Counsel, dated March 4, 2014 (“ICI”); J.P. Morgan: Letter from Paul N.
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Palmeri, Managing Director, dated March 10, 2014 (*“JP Morgan”); Kutak Rock LLP:
Letter from John J. Wagner dated March 10, 2014 (“Kutak”); Lamont Financial Services
Corporation: Letter from Robert A. Lamb, President, dated March 10, 2014 (“Lamont”);
Lewis Young Robertson & Burningham, Inc.: Letter from Laura D. Lewis, Principal,
dated March 3, 2014 (“Lewis Young”); MSA Professional Services, Inc.: Letter from
Gilbert A. Hantzsch, CEO, dated March 10, 2014 (“MSA?”); National Association of
Bond Lawyers: Letter from Allen K. Robertson, President, dated March 18, 2014
(“NABL”); National Association of Health and Educational Facilities Finance
Authorities: Letter from Pamela Lenane, President, David J. Kates, Chapman and Cutler
LLP, and Charles A. Samuels, Mintz Levin, dated March 10, 2014 (“NAHEFFA”);
National Association of Independent Public Finance Advisors: Letter from Jeanine
Rodgers Caruso, President, dated March 10, 2014 (“NAIPFA”); National Healthcare
Capital LLC: Letter from Richard Plumstead, dated March 10, 2014; New York State Bar
Association: Letter from Peter W. LaVigne, Chair of the Committee, dated March 12,
2014 (“NY State Bar”); Northland Securities, Inc.: Letter from John R. Fifield, Jr.,
Director of Public Finance/Senior Vice President, dated March 7, 2014 (“Northland”);
Oppenheimer & Co. Inc.: E-mail from John Rodstrom dated March 10, 2014
(“Oppenheimer”); Parsons Brinckerhoff Advisory Services, Inc.: Letter from Mark E.
Briggs, President, dated March 10, 2014 (“Parsons”); Piper Jaffray: Letter from Frank
Fairman, Managing Director, Head of Public Finance Services, dated March 10, 2014
(“Piper Jaffray”); Public Financial Management, Inc.: Letter from John H. Bonow, Chief
Executive Officer, dated March 10, 2014 (“PFM”); Public Resources Advisory Group:
Letter from Thomas Huestis dated March 10, 2014 (“PRAG”); Raftelis Financial
Consultants, Inc.: Letter from Lex Warmath dated March 10, 2014 (“Raftelis Financial”);
Securities Industry and Financial Markets Association: Letter from Leslie M. Norwood,
Managing Director and Associate General Counsel, dated March 10, 2014 (“SIFMA”);
Sutherland Asbill & Brennan LLP: Letter from Michael B. Koffler dated March 10, 2014
(“Sutherland”); Wells Fargo Advisors, LLC: Letter from Robert J. McCarthy, Director of
Regulatory Policy, dated March 10, 2014 (“Wells Fargo”); Winters & Co. Advisors,
LLC: Letter from Christopher J. Winters dated March 10, 2014 (“Winters LLC”); WM
Financial Strategies: Letter from Joy A. Howard, Principal, dated March 10, 2014 (*“WM
Financial”); Woodcock & Associates, Inc.: E-mail from Christopher Woodcock dated
January 14, 2014 (“Woodcock™); Wulff, Hansen & Co. : Letter from Chris Charles,
President, dated March 17, 2014 (“Wulff Hansen”); Yuba Group: Letter from Linda Fan,
Managing Partner, dated March 7, 2014 (*Yuba”); Zion’s First National Bank: Letter
from W. David Hemingway, Executive Vice President, dated March 10, 2014 (“Zion”).

Comments were received in response to the Second Request for Comment from: ABA:
Letter from Cristeena Naser, Vice President, Center for Securities, Trust & Investments,
dated August 25, 2014; ACEC: Letter from David A. Raymond, President and CEO,
dated August 25, 2014; BDA: Letter from Michael Nicholas, Chief Executive Officer,
dated August 25, 2014; Columbia Capital Management, LLC: Letter from Jeff White,
Principal, dated August 25, 2014 (“Columbia Capital”); Dave A. Sanchez: Letter dated
August 25, 2014 (“Sanchez”); Financial Services Roundtable: Letter from Richard
Foster, Vice President and Senior Counsel for Regulatory and Legal Affairs, dated
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Standards of Conduct

Under Proposed Rule G-42(a), a municipal advisor would be subject to a duty of care as
to its obligated person clients under subsection (a)(i) and a fiduciary duty as to its municipal
entity clients under subsection (a)(ii) when engaging in municipal advisory activities for such
clients. Several commenters raised concerns relating to the proposed standards of conduct that
would apply to municipal advisors.

Scope of the Fiduciary Relationship

In the First Request for Comment, the MSRB proposed that a municipal advisor be
subject to a fiduciary duty when engaging in municipal advisory activities for municipal entity
clients. Subsequently, in the Second Request for Comment, the MSRB asked whether the
Revised Draft Rule should uniformly apply the proposed fiduciary standard to a municipal

advisor in its relationships with all of its clients, including obligated persons. A number of
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> The draft rule text included in the First Request for Comment is referred to herein as the

“Initial Draft Rule;” the draft rule text included in the Second Request for Comment is

referred to herein as the “Revised Draft Rule.”
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commenters opposed extending the application of the fiduciary standard to municipal advisors in
connection with their obligated person clients.>

The MSRB believes that the application of the fiduciary standard is appropriately limited
to municipal advisors when engaging in municipal advisory activities for or on behalf of
municipal entity clients and strikes the appropriate balance. Proposed Rule G-42 establishes a
minimum standard, which, as noted by NABL, does not limit an obligated person client and its
municipal advisor from agreeing to a higher standard of conduct, or incorporating other
requirements or protections in the municipal advisory relationship.

Scope of the Duty/529 Plans

Proposed paragraph .01 of the Supplementary Material provides that a municipal advisor
acting in accordance with the duty of care must undertake reasonable investigation to determine
that it is not basing any recommendation made to a client on materially inaccurate or incomplete
information. In response to the First and Second Request for Comment, ICI stated that municipal
advisors to 529 college savings plans (“529 plans”) should not be required to verify the veracity
or completeness of the information provided to the municipal advisor by authorized state
employees or officials who are authorized to act on behalf of the 529 plan. I1CI requested that
paragraph .01 of the Supplementary Material be revised not to require municipal advisors to
investigate whether information is materially inaccurate or incomplete when it is provided to the
municipal advisor by persons who are authorized by the client to act on behalf of a state’s 529

plan.

> See, e.g., comment letters from: ABA, BDA, Cape Cod Savings, Cooperman, GKB,

Kutak, Lewis Young, NABL, NAHEFFA, Parsons, Piper Jaffray and SIFMA. A few
commenters, including First River Advisory, NAIPFA and Yuba, supported the
application of a fiduciary duty to a municipal advisor when engaging in municipal
advisory activities on behalf of an obligated person client.
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Neither the First Request for Comment nor the Second Request for Comment
contemplated that municipal advisors in municipal advisory relationships with 529 plans would
be exempted or excluded, in whole or in part, from the proposed core standards of conduct,
including aspects of the duty of care that a municipal advisor owes to a client. The MSRB
believes that exempting municipal advisors from the proposed core standards of conduct would
reduce the protections that Congress through the Dodd-Frank Act intended to provide to
municipal entity clients and investors in 529 plan securities.

Fiduciary Duty — Authority

In response to the Second Request for Comment, Sanchez commented that the MSRB
lacks the statutory authority to define “fiduciary duty” or to prescribe means designed to
effectuate the performance of that duty.

As discussed above, the Exchange Act grants the MSRB statutory authority to adopt rules
with respect to municipal advisors engaging in municipal advisory activities that are designed to,
among other things, prevent fraudulent and manipulative acts and practices, and acts, practices or
courses of business that are not consistent with a municipal advisor’s fiduciary duty to its
clients.®® Accordingly, the MSRB has concluded that it is properly exercising the authority
granted to it by statute.

Fiduciary Duty — Standards

In response to the First Request for Comment, NABL stated that the Initial Draft Rule
should draw on established common law and similar standards that NABL believes are intended
to provide substantive guidance regarding fiduciary duties (e.g., the standards applicable to

attorneys), rather than the standards applicable to broker-dealers or registered investment

>3 See, e.0., 15 U.S.C. 780-4(b)(2)(C); and 15 U.S.C. 780-4(b)(2)(L)(i).
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advisers. NABL argued that the attorney-client relationship is more comparable to the municipal
advisor-client relationship because both can have a wide spectrum of scopes of responsibilities,
similar contexts in which there are interactions with the client, and a longer duration over which
the representation occurs. BDA similarly believed that the fiduciary standards set forth in the
Initial Draft Rule would not operate like other well-established standards, such as those for
attorneys, and that the MSRB did not justify why the standards for municipal advisors would
deviate from those standards as outlined in the Model Rules of Professional Conduct for
attorneys (“Model Rules™). Accordingly, BDA suggested that Proposed Rule G-42 should adopt
or parallel the same fiduciary duty standards used by other similarly situated professionals.

In developing Proposed Rule G-42, the MSRB consulted various codes of conduct and
sources of federal and state law regarding the duties and obligations of a fiduciary that apply to
professionals who are, or, in certain relationships, may be, fiduciaries. Some provisions of the
proposed rule reflect principles incorporated from MSRB Rule G-17, including the duties of
dealers to issuers, while other provisions were based on principles and requirements in the
Investment Advisers Act. The MSRB believes the Investment Advisers Act is particularly
relevant in developing a rule regarding fiduciary duties and obligations, and notes that the SEC
also considered the Investment Advisers Act informative as it developed the SEC Final Rule.**
Moreover, the MSRB believes it is important to establish rules and standards that address the
practices of various types of municipal advisors and their clients, and that the provisions
addressing the duties and obligations of a fiduciary are tailored to address the unique
characteristics of the municipal securities market and the variety of responsibilities undertaken

by municipal advisors in their relationships with municipal entity and obligated person clients.

54 See generally, SEC Final Rule, 78 FR 67467.
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The MSRB notes that, to the extent that Proposed Rule G-42 does not specifically prescribe or
prohibit certain conduct, or address certain activity, common law regarding fiduciary obligations
and duties may be referenced by a judicial or adjudicatory decision-maker.

Fiduciary Duty — Obligated Persons

A number of commenters raised concerns that Proposed Rule G-42 implicitly and
inappropriately imposes fiduciary duty obligations on municipal advisors whose clients are
obligated persons without a demonstrated need for a more robust regulatory framework than that
adopted by Congress or the SEC.>® Those commenters believed that the treatment accorded to
obligated persons should be distinguished from that accorded to municipal entities because, as
they stated, obligated person clients do not handle public funds, are private, domestic and
international for-profit companies or not-for-profit businesses, and, therefore, operate with a
different level of public accountability. Overall, these commenters believed that fiduciary duties
should not be mandatorily extended to benefit obligated persons.

NAHEFFA suggested that the duty of care and the requirements of the Initial Draft Rule
G-42(b)-(f) be revised to state that municipal advisors owe a fiduciary duty only to their
municipal entity clients. In the alternative, NAHEFFA requested that the MSRB provide
clarification on the legal and practical distinctions among the standards and duties and
obligations of municipal advisors vis-a-vis both types of clients, including a clarification that an
alleged violation of the duty of care would be subject to review under a negligence standard and

an alleged violation of the duty of loyalty would require evidence of intent. Generally,

% See letters from: ABA, BDA, Cape Cod Savings, GKB, Kutak, Lewis Young, NABL,
NAHEFFA, Parsons, Piper Jaffray, Sanchez and SIFMA. On the other hand, NAIPFA,
First River Advisory and Yuba supported imposing fiduciary duties upon municipal
advisors with respect to the advice they provide to obligated persons.
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NAHEFFA supported either a revised Rule G-42, or a separate rule that would simplify and
reflect the duties and obligations of a municipal advisor with respect to its obligated person
clients. NAHEFFA suggested that, as to obligated person clients, the duty should be to exercise
professional judgment and expertise in providing services and to deal fairly with its clients.
Similarly to NAHEFFA, BDA requested that the MSRB revise Proposed Rule G-42 to more
clearly state and distinguish between the duties and obligations that municipal advisors would
owe to each of the two types of clients.

ABA commented that the MSRB lacked the requisite authority to impose a fiduciary duty
on municipal advisors with respect to their obligated person clients, and that even if it had the
authority, such a standard would be unworkable since banks would have difficulty identifying
which of their many customers were obligated persons. ABA stated that the extension of a
fiduciary duty to municipal advisors in their relationship with their obligated person clients
would result in a significant risk that banks would inadvertently violate regulatory requirements
by becoming an unwitting municipal advisor with respect to a client they did not know was an
obligated person. Moreover, the banks would run the corresponding risk of violating the
attendant fiduciary duty applicable to such municipal advisor.

More specifically, Sanchez commented that the language in Revised Draft Rule G-
42(b)(1)(A) and (b)(i)(G) appeared to import the duty of loyalty and duty of care into
representations of obligated persons by using the phrase “unbiased and competent advice” with
respect to advice provided to or on behalf of obligated persons. He suggested that these
provisions be revised to say “impair its ability to render advice to or on behalf of the obligated
person in accordance with the standards of conduct required in clause (a)” in lieu of the phrase

referencing “unbiased and competent advice.”
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Neither the Initial Draft Rule nor the Revised Draft Rule would deem municipal advisors
to owe a fiduciary duty to obligated person clients, and the MSRB disagrees with the view that
either the Initial or Revised Draft Rule implicitly and inappropriately imposed fiduciary duty
obligations to such clients. After carefully considering the comments, the MSRB has not
modified Proposed Rule G-42(a), on standards of conduct. Further, Proposed Rule G-42 follows
the approach taken in the Dodd-Frank Act, deeming a municipal advisor to owe a fiduciary duty
only to its municipal entity clients. However, although the Exchange Act fiduciary duty standard
would not apply to a municipal advisor advising an obligated person client, all municipal
advisors are subject to fair-dealing obligations under MSRB Rule G-17, which already requires a
municipal advisor to deal fairly with all persons and prohibits engaging in any deceptive,
dishonest or unfair practice. Moreover, the provisions in Proposed Rule G-42(b)-(f)
appropriately establish the duties and obligations of municipal advisors. The MSRB notes that
these duties are, in part, based on similar existing duties for other regulated entities (e.qg.,
underwriters’ duties to issuers), which are separate and apart from a fiduciary duty. Therefore,
the MSRB does not believe Proposed Rule G-42 creates an implicit fiduciary duty for municipal
advisors with respect to the advice they provide to obligated person clients.

The MSRB agrees with Sanchez’s specific comments regarding paragraphs (b)(i)(A) and
(b)(1)(G) of the Revised Draft Rule and has revised the proposed rule change to clearly
differentiate between the handling of conflicts of interest under the duty of loyalty, as discussed
in paragraph .02 of the Supplementary Material, and conflicts under the disclosure requirements
that are applicable to all municipal advisory clients as part of a municipal advisor’s duty of care,
as discussed in paragraph .01 of the Supplementary Material. Specifically, under proposed

subsection (a)(ii), the duty of loyalty in the proposed rule change, a municipal advisor must not
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engage in municipal advisory activities with a municipal entity client if it cannot manage or
mitigate its conflicts of interest in a manner that will permit it to act in the municipal entity’s best
interests. Conversely, under proposed section (c) of Proposed Rule G-42 and as discussed further
with respect to proposed paragraph .05 of the Supplementary Material, a municipal advisor can
continue to serve as a municipal advisor to its municipal entity or obligated person client when
an actual or potential conflict of interest that could be reasonably anticipated to impair its ability
to provide that advice exists, so long as such conflict of interest is disclosed and addressed in
accordance with the relevant provisions of Proposed Rule G-42° and the municipal advisor can
satisfy the applicable standards of conduct described in section (a).

NAHEFFA requested that the MSRB clarify the legal distinctions between the duty of
care and duty of loyalty, and suggested that the state of mind standard to determine a violation of
the duty of care should be negligence, and the state of mind standard regarding a violation of the
duty of loyalty should be intent. In response to NAHEFFA’s request for clarification regarding
such standards, the MSRB believes it would be appropriate for the courts and other adjudicatory
authorities to determine the “state-of-mind” elements when applying the standards of conduct of
Proposed Rule G-42 to specific sets of facts and circumstances presented, drawing on existing

jurisprudence regarding analogous duties of care and fiduciary obligations.

% Municipal advisors would be required to disclose and document such a material conflict

of interest under Proposed Rule G-42(b) and (c) and paragraph .05 of the Supplementary
Material. With respect to municipal entity clients, municipal advisors also would need to
provide an explanation to the client of how the municipal advisor intends to manage or
mitigate its conflict in a manner that will permit it to act in the municipal entity’s best
interests.
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In response to ABA’s comment, the MSRB again notes that determining which activities
constitute municipal advisory activities requires a legal interpretation of the SEC Final Rule.
Such authority is vested with the SEC rather than the MSRB.

Finally, the MSRB notes again that the standards of conduct in Proposed Rule G-42
would be minimum requirements, which the MSRB has developed to empower the client to a
large extent to determine the scope of services and control the engagement with the municipal
advisor, and as suggested by NABL, any municipal advisor and its client may agree to more
stringent standards of conduct for their specific engagement.

Duty of Care — Supplementary Material .01

In response to the Second Request for Comment, WM Financial challenged the
requirement that a municipal advisor “undertake a reasonable investigation to determine that it is
not basing any recommendation on materially inaccurate or incomplete information.” While WM
Financial agreed that a municipal advisor should make a reasonable investigation in order to
determine whether a recommendation is in a client’s best interest, WM Financial believed that a
municipal advisor should be able to rely on publicly-available documents as being true and
accurate, and should be able to assume that any additional information provided to it by the
municipal entity is also true and accurate. WM Financial believed that requiring the municipal
advisor to verify the accuracy of the information it receives from a client imposes an
inappropriate burden. As noted above, ICI similarly opposed the requirement in the context of
529 plans, for which the municipal advisor that is also acting as a plan sponsor would typically
work with and rely upon state employees who are authorized to represent a state’s plan and

requested revisions to paragraph .01 of the Supplementary Material.
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Proposed paragraph .01 of the Supplementary Material would provide, as a core general
standard, that a municipal advisor must undertake a reasonable investigation to determine that it
IS not basing any recommendation on materially inaccurate or incomplete information. There is
no exception for information that is provided to the advisor by the client. The MSRB believes
that the provisions of proposed paragraph .01 of the Supplementary Material remain appropriate
and, as discussed above, does not believe that advisors to 529 plans should be relieved from an
obligation to inquire as to the accuracy of material that is relevant to a municipal advisor’s
recommendation provided by its client or other parties. The MSRB further believes this
provision of proposed paragraph .01 of the Supplementary Material would provide an objective
standard for when it is appropriate for a municipal advisor to rely on information provided by a
client when making a recommendation to such client, including representatives of a 529 plan
authorized to act on behalf of the plan. Finally, because proposed paragraph .01 would require
municipal advisors to undertake only a “reasonable investigation” of the veracity of the
information on which it is basing a recommendation, municipal advisors would not be required
to go to the impractical lengths suggested by commenters. The MSRB believes this standard
would be sufficient to allow municipal advisors to assess their risk exposure to any reliance on
that information and determine what potential mitigating actions need to be taken.

Sanchez also commented that the MSRB should “consider whether the information for
which ‘a municipal advisor must have a reasonable basis for’ incorporated in [subparagraphs] (a)
through (c) [of paragraph .01 of the Supplementary Material] is not already addressed in the
standards of conduct required of municipal advisors by MSRB Rule G-17 and general antifraud
rules related to municipal securities disclosure.” As such, he suggested deleting those provisions

of paragraph .01 of the Supplementary Material to avoid unnecessarily duplicative regulatory
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requirements. The MSRB has decided to retain those provisions because it believes they would
provide additional guidance regarding the proposed duty of care and would assist municipal
advisors in satisfying that duty without unnecessarily duplicating the principles of MSRB Rule
G-17 or other federal securities anti-fraud statutes.

Finally, SIFMA noted that, while the requirement for a municipal advisor to make a
reasonable inquiry -- regarding the facts that are relevant to a client’s determination to pursue a
particular course of action or that form the basis of any advice to the client -- could be
appropriate in the context of arranging a municipal securities issuance, it could be cost
prohibitive in the case of ordinary brokerage and related advice, given the number of trades
potentially involved, timing considerations and the general context of broker-related advice.
Therefore, SIFMA did not believe that such a standard should be applied in addition to otherwise
applicable suitability requirements that would attach to recommendations made in the context of
brokerage/securities execution services. The MSRB believes that the duties and standards in the
proposed rule are appropriately applied to municipal advisory activities (other than the
undertaking of a solicitation), and notes that a municipal advisor to a municipal entity client will
owe a statutory fiduciary duty to the client. If the conduct SIFMA describes constitutes the
giving of advice under the SEC rules providing for the registration of municipal advisors as
discussed in the SEC Final Rule,® then Proposed Rule G-42 would apply in its entirety.
Likewise, if such conduct did not constitute the giving of advice under those rules, then Proposed
Rule G-42 would not apply.

Duty of Lovyalty — Supplementary Material .02

57 See generally, SEC Final Rule, 78 FR 67467.
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In response to the First Request for Comment, ACEC and APTA indicated that they
believed there are circumstances when the duty of loyalty could directly conflict with an
engineer’s professional and ethical responsibilities, and expressed concerns as to how such
conflicts could affect engineering firms’ business. Both ACEC and APTA specifically stated
that, in the course of providing professional engineering services to a client, circumstances could
arise in which the engineer would find himself or herself facing a conflict between breaching its
fiduciary duty in its role as municipal advisor and violating the ethical obligations to which the
engineer is subject under applicable state law and regulation, or one or more professional
associations. According to ACEC, in such circumstances, it would be detrimental to the health,
safety and welfare of the public to prioritize the fiduciary duty the engineer municipal advisor
owed to its client. ACEC argued that paragraph .02 of the Supplementary Material, therefore,
would not serve the public interest and requested that the MSRB address how this type of
conflict could be managed.

The MSRB notes that SEC Rule 15Bal-1(d)(2)(v) excludes engineers providing
engineering advice from the definition of municipal advisor.?® The MSRB further notes that the
same and similar issues raised by the commenters in response to the First Request for comment
also were raised with the SEC during its rulemaking to establish the registration regime for
municipal advisors. In the SEC Final Rule, the SEC provided greater clarity to engineers
concerning the definition of “municipal advisor” and the scope of the exclusion for engineers.>®
If, given that guidance, an engineer were in fact to engage in municipal advisory activities, it

would be subject to the statutory fiduciary duty to a municipal entity client, and, in the MSRB’s

%8 See 17 CFR 240.15Bal1-1(d)(2)(v). See also 15 U.S.C. 780-4(e)(4)(C).

59 See SEC Final Rule, 78 FR at 67529-32.
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view, appropriately subject to the duty of loyalty provisions in Proposed Rule G-42. Under
certain circumstances, if a material conflict of interest would prevent the municipal advisor from
being able to act in accordance with the standards of conduct of section (a) of Proposed Rule G-
42, which the MSRB believes would be rare, the firm might need to determine not to provide
municipal advice if it preferred to provide engineering services.

Disclosure of Conflicts of Interest

The MSRB received a number of comments regarding section (b) of Proposed Rule G-42
on required disclosures of material conflicts of interest by municipal advisors to their clients.
Generally, commenters were supportive of, or did not express an objection to, requiring
municipal advisors to provide written disclosure of material conflicts of interest. However, some
commenters did express concerns about some of the facets of the disclosure requirements; those
concerns are described below and followed by the MSRB’s response.

Compensation Arrangements

Several commenters expressed concern regarding paragraph (b)(i)(F) of Proposed Rule
G-42, which requires municipal advisors to disclose conflicts of interest arising from
compensation arrangements that are contingent on the size or closing of any transaction as to
which the municipal advisor is providing advice.

Commenting on the Initial Draft Rule, Lewis Young stated that contingent fee
arrangements benefit clients, particularly smaller municipal entities, because they allow
municipal entity clients to finance the costs of the municipal advisor with the proceeds of the
issuance. In their view, characterizing a contingent fee arrangement as a conflict of interest
requiring disclosure to the client amounted to advising a client that the municipal advisor may

not be acting in the client’s best interest. They added that they believe the disclosure requirement
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would serve no useful purpose and could confuse clients. Sutherland stated that the Initial Draft
Rule’s required disclosure of contingent fee arrangements was duplicative of SEC Form MA®
and, therefore, unnecessarily burdensome, and should be deleted.

Commenting on the Revised Draft Rule, Columbia Capital stated that the provision
“creates the appearance that the MSRB takes the position that one fee modality is less preferable
to all others.” Columbia Capital, Cooperman and Piper Jaffray commented that the proposed rule
change should not single out one fee arrangement as being preferable to others. Columbia
Capital, Cooperman and Piper Jaffray also contended that fee arrangements of any sort (hourly,
fixed or non-contingent) create an adversarial relationship between the municipal advisor and its
client. In Piper Jaffray’s view, the potential conflicts of interest that are inherent in all fee
arrangements are also “generally knowable” to both sides of a transaction and, therefore, the
Revised Draft Rule’s disclosure requirement would not be beneficial. Columbia Capital
suggested deleting the provision.

WM Financial also expressed concerns regarding paragraph (b)(i)(F) of the Revised Draft
Rule, but differed in its reasoning from Columbia Capital and Piper Jaffray. WM Financial
disagreed with the premise that all fee structures create some conflict of interest. Rather, WM
Financial stated that, because municipal advisors would be required to “act in the best interest of
their clients . . . good advice will prevent a fee arrangement from creating a ‘conflict’.” In their
view, a “conflict of interest does not exist when payment of fees is based on the success of
services to be provided . . . .” Like Lewis Young, WM Financial stated that contingent fees serve
a valuable function because they allow small municipal entity clients to finance the cost of the

municipal advisor with the proceeds from the issuance and ensure that the cost of the municipal

60 See SEC Form MA, Items 4.H. - 4.J.
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advisor is only incurred after the successful completion of the issuance. WM Financial also
requested that paragraph (b)(i)(F) be deleted.

The MSRB has considered the arguments and alternatives advanced by commenters and
determined that requiring the disclosure of conflicts of interest arising from fee arrangements
contingent on the size or closing of the transaction as to which the municipal advisor is providing
advice is an appropriate and necessary measure to alert municipal entity and obligated person
clients to the potential conflict of interest inherent in such fee arrangements. While the MSRB
recognizes, as some commenters pointed out, that other fee arrangements (such as hourly, fixed
or otherwise non-contingent) might also give rise to conflicts, the MSRB believes that the
potential harm to a client may be particularly acute if a client is not informed of a conflict of
interest arising from a contingent fee arrangement. Furthermore, the MSRB does not agree with
commenters that have argued that requiring a conflict of interest disclosure would suggest that
the municipal advisor is not acting in the best interest of its client. The purpose of the disclosure
requirement in proposed paragraph (b)(i)(F) simply would be to allow a municipal advisor’s
client to make an informed decision based on relevant facts and circumstances. Also, under the
proposed rule change, municipal advisors would have the opportunity to provide a client with
additional context about the benefits and drawbacks of other fee arrangements in relation to a
contingent fee arrangement so that the client could choose a fee arrangement that serves its
needs.

Disclosure of Conflicts of Interest to Investors

The MSRB received comments that called for the deletion of a provision set forth
previously in the Revised Draft Rule as paragraph .08 of the Supplementary Material. Under the

provision, if all or a portion of a document prepared by a municipal advisor or any of its affiliates
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were included in an official statement for an issue of municipal securities by or on behalf of a
client of the municipal advisor, the municipal advisor would have been required to provide
written disclosure to investors of any affiliation that would be a material conflict of interest
under paragraph (b)(i)(B) of the Revised Draft Rule. The disclosure requirement also could have
been satisfied if the relevant affiliate provided the written disclosure to investors.®

SIFMA supported deleting the disclosure requirement, noting that “[m]unicipal advisors
and their affiliates may have no contractual or other relationships (and in many cases have no
form of privity) with investors, nor do they control the content of the Official Statement.”
SIFMA stated that it is the obligation of the issuer “to make sure that its disclosure is materially
accurate and complete” and the responsibility of broker-dealers to comply with their obligations
under applicable law. SIFMA observed that the municipal advisor is already required to provide
the issuer with the same conflict disclosure under paragraph (b)(i)(B), arguing that the MSRB
should leave the decision of whether to include such information in material distributed to
investors to the issuer.

ICI and NABL also commented in favor of deleting the requirement. ICI provided
comments similar to SIFMA’s comments in response to both the Initial and Revised Draft Rules,
but focused on how the required disclosure to investors would impact municipal advisors
advising 529 plans. ICI supported requiring municipal advisors to disclose conflicts of interest to
the municipal advisor’s client but questioned why such information would be relevant to a

person investing in 529 plan securities. ICI stated that if “all material terms and conditions of the

ol Paragraph (b)(i)(B) of the Revised Draft Rule required written disclosure of “any affiliate

of the municipal advisor that provides any advice, service, or product to or on behalf of
the client that is directly or indirectly related to the municipal advisory activities to be
performed by the disclosing municipal advisor.”
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529 plan offering already are disclosed in the offering document that is provided to investors and
potential investors, this supplemental disclosure would not provide any additional protection to
investors.” In response to the First Request for Comment, NABL contended that requiring these
disclosures would run contrary to the intent of the Dodd-Frank Act, which is to protect issuers.
NABL suggested, as an alternative, that issuers be allowed to choose whether to disclose the
conflicts of interest to investors.

The MSRB agrees with the commenters and notes that the provision could put municipal
advisors in the impractical position of being required to make conflict of interest disclosures
directly to investors or include the content of such disclosures in an issuer’s official statement,
although the municipal advisor may not have the authority or the means to do so. Moreover,
because the proposed rule change would already require the municipal advisor to disclose all
material conflicts of interest to the issuer, the MSRB believes the issuer will be well positioned
to make the determination of whether to include such information in the official statement or
other investor disclosure documents, consistent with the issuer’s duties under all applicable law.
In light of the comments and after a re-evaluation of the purpose and feasibility of the disclosure
provision in the supplementary material as described above, the MSRB has deleted the provision.

Acknowledgment or Consent to Conflicts of Interest Disclosure

In response to the First Request for Comment, several commenters suggested differing
approaches to the question of whether municipal advisors should be required to obtain some
form of acknowledgment from their client of the conflicts of interest disclosures that municipal
advisors are required to make under the proposed rule change.

In response to the First Request for Comment, NABL commented that the MSRB should

follow the approach taken in the Model Rules of Conduct of the American Bar Association
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regarding the disclosure of conflicts of interest as stated in the Initial Draft Rule. NABL argued
that municipal advisors should be required to obtain “informed consent, confirmed in writing” to
each potentially waivable material conflict of interest. NABL stated that this standard is as
appropriate for municipal advisors as it is for common law fiduciaries or attorneys. NABL
suggested that the “informed consent” it advocated could be accomplished in several ways,
including “a writing evidencing an engagement, including a letter of intent, after disclosure to the
client sufficient to establish informed consent.” NABL contended that informed written consent
from a municipal advisor’s client is “a necessary corollary to the requirement that an advisor
disclose and provide sufficient detail about the nature of all material conflicts of interest.” NABL
also noted that informed consent confirmed in writing would be consistent with the requirements
of the CFTC for commodity trading advisors. NAIPFA stated that it believed municipal advisors
should be required to obtain an acknowledgment from their clients of the conflicts of interest that
it has disclosed, saying that this would conform to the obligations of underwriters and other
“professionals possessing fiduciary duties.” GFOA provided similar support for requiring an
acknowledgment of the conflicts of interest disclosures from the municipal advisor’s client but
stated that, if such a requirement was added to the proposed rule change it would expect an
explanation within the proposed rule change detailing how the acknowledgements of such
conflicts relate to a municipal advisor’s fiduciary duty.

In contrast to NABL, NAIPFA and GFOA, commenters including Cooperman, Lewis
Young and Acacia commented that municipal advisors should not be required to obtain a written
acknowledgment of disclosures before proceeding with the engagement. Cooperman stated that
acknowledgement of conflicts of interest disclosures from municipal entity clients is an

unnecessary and unjustified requirement that should be removed. Lewis Young stated that such
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written disclosure should not be required “so long as the disclosures provided are not objected to
by the client.” Proposing a somewhat different approach, Acacia stated that municipal advisors
should not be required to obtain a written acknowledgement of the conflicts disclosed but should
be required to (i) provide such information (and record such provision), (ii) request receipt and
consent but (iii) be permitted to proceed with a municipal advisory engagement in the absence of
such receipt and consent if the municipal advisor has a reasonable belief that such information
has been received. Acacia reasoned that its approach would be analogous to existing MSRB
guidance for underwriters under MSRB Rule G-17.

The proposed rule change would not require a municipal advisor to obtain written
acknowledgement from its client of the disclosure of conflicts of interest. While the MSRB
understands the concerns expressed by commenters, the MSRB believes that the proposed rule
change sufficiently obligates municipal advisors to ensure that their clients receive proper notice
of material conflicts of interest. Proposed paragraph .05 of the Supplementary Material, for
instance, would require municipal advisors to provide information sufficiently detailed to inform
a client of the nature, implications and potential consequences of each conflict, and include an
explanation of how the municipal advisor addresses or intends to manage or mitigate each
conflict. Such disclosure would allow a municipal advisor’s client to make an informed decision
as to whether such conflicts can be adequately managed or mitigated. Furthermore, a municipal
advisor’s duty of care would require an advisor to have a reasonable basis for believing that its
client received the disclosure and understood the nature, implications and potential consequences
of the conflicts of interest that the municipal advisor disclosed. Further, the MSRB believes that

obtaining some form of written acknowledgement from municipal entities and obligated persons
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would prove to be a significant procedural burden to both municipal advisors and their clients
that would likely not result in a substantiated benefit.

Explanation of Mitigating Conflicts of Interest

As discussed above, proposed paragraph .05 of the Supplementary Material to Proposed
Rule G-42, on conflicts of interest, would require a municipal advisor to include an explanation
of how the municipal advisor would address, or manage or mitigate, the material conflicts of
interest that it has disclosed to its client. In response to the Second Request for Comment,
Sanchez challenged the value and purpose of this requirement by opining that municipal
securities brokers and dealers are not subjected to the burden of making such disclosures.
Sanchez requested that the MSRB revise the proposed rule change to require such disclosures
only if requested by the client.

The MSRB has considered Sanchez’s comments and determined not to amend proposed
paragraph .05 of the Supplementary Material because the MSRB believes that the provision
would serve a beneficial and protective function for clients. The municipal advisor’s explanation
would allow its client to adequately assess the potential effects the conflicts of interest could
have on an engagement with the municipal advisor and to determine whether the actions the
municipal advisor proposes to take to mitigate the conflicts of interest are sufficient and will not
overly impair the quality and neutrality of the services to be performed by the municipal advisor.

Services for Conduit Issuers and Obligated Person Clients

Under subsection (e)(ii) of Proposed Rule G-42, a municipal advisor would be precluded
from serving its municipal entity client as underwriter for a transaction directly related to the
same municipal securities transaction or municipal financial product as to which the municipal

advisor is providing or has provided advice to the municipal entity.
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In response to the Second Request for Comment, BDA commented that the proposed rule
should explicitly allow a dealer/municipal advisor to serve as an underwriter for a conduit issuer
and as a municipal advisor for the conduit borrower, even with respect to directly related matters.

Underwriting such a transaction would not be specifically prohibited by the ban on
principal transactions in subsection (e)(ii) of Proposed Rule G-42, because it applies only in
cases of municipal entity clients. A conduit borrower is typically not a municipal entity. Thus,
depending on the specific facts and circumstances, this scenario could be permissible with
appropriate disclosure and consent. Still, it is not clear that, even with disclosure and consent,
such activity would be categorically consistent with all of the duties of a municipal advisor to an
obligated person in all circumstances. Therefore, the MSRB has not amended the proposed rule
as suggested by BDA.

Material Conflicts of Interest Required to be Disclosed

Section (b) of Proposed Rule G-42 would include a non-exhaustive list of matters that
would always constitute material conflicts of interest and that would be required to be disclosed
by municipal advisors under the proposed rule change. Matters that must be disclosed as material
conflicts of interest under section (b) include, among others: any fee-splitting arrangements
involving the municipal advisor and any provider of investments or services to the client; any
payments made by the municipal advisor, directly or indirectly, to obtain or retain an
engagement to perform municipal advisory activities for the client; any conflicts of interest
arising from compensation for municipal advisory activities to be performed that is contingent on
the size or closing of any transaction as to which the municipal advisor is providing advice; and
any legal or disciplinary event that is material to the client’s evaluation of the municipal advisor

or the integrity of its management or advisory personnel.
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In response to the First Request for Comment, Lewis Young stated that the proposed rule
should only require disclosure when an actual conflict of interest exists because providing
tailored explanations of potential or hypothetical situations would be “expensive, time
consuming, and not very helpful.” The MSRB disagrees and believes that the likely benefits
from these disclosures will outweigh the cost associated with providing them to a municipal
advisor’s clients because the proposed rule change limits the required disclosure to only material
conflicts of interest, both actual and potential, of which a municipal advisor is aware of after a
reasonable inquiry. The MSRB also believes that requiring a municipal advisor to disclose
conflicts of interest, actual and potential, that the municipal advisor becomes aware of after
reasonable inquiry and that could reasonably be anticipated to impair the municipal advisor’s
ability to provide advice in accordance with the standards of conduct in section (a) of the rule, is
necessary to provide clients with the requisite information to make an informed decision
regarding the selection of their municipal advisor.

ICI suggested adding prefatory language to section (b) that would clarify that a municipal
advisor would be required to disclose only conflicts of interest that are applicable to its
relationship with the specific client. ICI stated that adding such language would harmonize
section (b) with the approach taken in the Investment Advisers Act regarding the delivery of
brochures, ®? which it believed permits an investment adviser to omit “inapplicable information”
from a disclosure it is required to provide to clients. The MSRB believes that Proposed Rule G-
42 makes clear that municipal advisors are required only to make disclosure of material conflicts

of interest and that this would exclude inapplicable information.

62 See 17 CFR 275.204-3.
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First Southwest expressed concern regarding the requirement of subsection (b)(i) that
municipal advisors must provide written notice when they have no material conflicts of interest
to disclose to their clients. First Southwest stated that the requirement would increase
administrative requirements and provide little, if any, benefit in the event a conflict of interest
were later discovered. The MSRB disagrees and believes that an affirmative written statement by
the municipal advisor that it has no known material conflicts of interest would remove potential
ambiguities about the completeness of the conflicts disclosure.

Sutherland commented that the conflicts of interest required to be disclosed would be
duplicative of information that could be found in SEC Forms MA and MA-I and, therefore,
would be unnecessary. As an example, Sutherland stated that SEC Form MA requires the
disclosure of affiliated business entities; compensation arrangements; and proprietary interests in
municipal advisor client transactions.®® While some overlap could exist, the MSRB believes that
the SEC forms do not solicit all of the information that would be required by the proposed rule
change and, thus, would not serve as a sufficient substitute. Specifically, the SEC forms would
not be a viable proxy for disclosing potential conflicts of interest that the municipal advisor
could have, nor would the forms contain an explanation of how they intend to mitigate the
material conflicts of interest that they disclose. The MSRB expects that the written disclosure of
material conflicts of interest will be a useful tool to municipal advisor clients that will allow
them to readily assess the impact of actual or potential conflicts of interest of potential or
ongoing municipal advisory activities.

In response to the Second Request for Comment, SIFMA requested clarification

regarding the standard for determining the materiality of the conflicts of interest described in

63 See SEC Form MA, Items 1.K., 4.H.-4.J. and 7.A.-7.F., respectively.
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paragraphs (b)(i)(A) and (G), and when disclosure is required. Under the Revised Draft Rule,
paragraphs (b)(i)(A) and (G) required municipal advisors to disclose “any . . . potential conflicts
of interest . . . that might impair” a municipal advisor’s advice or its ability to provide advice in
accordance with section (a) of Proposed Rule G-42. The language in these paragraphs concerned
certain commenters, such as SIFMA, because they believed that such a standard would include
nearly all imaginable conflicts of interest and result in overly broad disclosure that could distract
from the provision’s purpose. Therefore, to clarify, the MSRB has amended these paragraphs to
state that disclosure is required, in paragraph (A) for “any actual or potential conflicts of
interest,” and, in paragraph (G), for “any other engagements or relationships.” The MSRB
believes that this revised language would more clearly establish a limiting, objective standard for
disclosing certain conflicts of interest that would be relevant to a municipal advisor’s client.

Further, paragraphs (b)(i)(A) and (G), as proposed, are revised to limit the disclosure of
conflicts required under paragraphs (b)(i)(A) and (G) to those that potentially impact the
advisor’s ability to provide “advice to or on behalf of the client in accordance with the standards
of conduct of section (a) of this rule, as applicable.” Previously, under the Revised Draft Rule,
paragraphs (b)(i)(A) and (G) required a municipal advisor to provide disclosure of conflicts of
interest that “might impair its ability either to render unbiased and competent advice to” its
clients. This revision was made after re-evaluation of the phrasing used in the paragraphs and
consideration of comments received from Sanchez. Sanchez stated that the use of the phrase
“unbiased and competent advice” in the Revised Draft Rule *. . . . appear[s] to import the duty of
loyalty and duty of care into the representations of obligated persons. . ..” The MSRB agrees
that the use of the phrasing “unbiased and competent advice” does not encompass all of the

duties municipal advisors owe their clients, nor would it sufficiently differentiate between the
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standards of conduct owed by municipal advisors to their municipal entity clients and obligated
person clients. The MSRB believes that the revised standard for identifying material conflicts of
interest under proposed paragraphs (b)(i)(A) and (G) will more clearly reflect the standards of
conduct in proposed section (a) and appropriately differentiate between municipal entity and
obligated person clients.

In response to the Second Request for Comment, Sanchez also suggested a revision to
clarify the last sentence of subsection (b)(i) of the Revised Draft Rule. Sanchez suggested
deleting the term “written documentation” and using “written statement” instead to clarify for
municipal advisors the action required to comply with subsection (b)(i). To remove any
ambiguity, the MSRB has revised proposed subsection (b)(i) to clarify that, when appropriate, a
municipal advisor must provide a “written statement” that the municipal advisor has no known
material conflicts of interest.

Columbia Capital requested clarification regarding whether the disclosures required by
the Revised Draft Rule may be made in more than one document. The required disclosures
indeed may be provided to clients in more than one document, as long as the document and its
delivery otherwise comply with the proposed rule. Because the language of the proposed rule is
not to the contrary, the MSRB has not made any revisions in response to this comment.

FSR commented that use of the term “indirectly” in paragraph (b)(i)(B) in the Revised
Draft Rule, which required disclosure of “any affiliate of the municipal advisor that provides any
advice, service, or product to or on behalf of the client that is directly or indirectly related to the
municipal advisory activities to be performed by the disclosing municipal advisor,” expanded the
scope of the required disclosures unnecessarily and would make compliance difficult for a

municipal advisor that is part of a large multi-service financial conglomerate. FSR believed that
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the Revised Draft Rule did not provide municipal advisors with sufficient guidance to identify
activity that could be indirectly related to municipal advisory activities, and, taken in its plain
meaning, could lead to a substantial burden on firms having numerous affiliates that provide a
wide array of services. After further consideration of the purpose and intent of the proposed
paragraph, the MSRB has removed the clause “or indirectly.” The MSRB believes revised
proposed paragraph (b)(i)(B) will provide the appropriate notice to clients of the relationships of
any affiliates of the municipal advisor that are likely to present material conflicts of interest.

Disclosure of Legal or Disciplinary Events

Several commenters addressed the draft requirements to disclose legal or disciplinary
events. FSR commented that subsection (b)(ii) of the Revised Draft Rule would require a
separate written disclosure of legal or disciplinary events that is redundant of the requirements of
subsection (c)(iii) of the Revised Draft Rule. FSR requested that “these disclosure requirements
be deemed satisfied if an advisor provides information about where clients may access
electronically the advisor’s most recent [SEC] Forms MA and MA-I, along with the date of the
last material amendment to any legal or disciplinary event disclosure on such forms.” SIFMA, in
response to the Second Request for Comment, similarly stated that requiring “[duplicative]
disclosure of specific events that are already disclosed in [SEC] Forms MA and MA-I provides
little, if any, benefit to municipal entities or obligated persons, while it imposes unnecessary
additional burdens on municipal advisors.” SIFMA suggested that providing clients with the
information regarding how to obtain electronic access to a municipal advisor’s legal and
disciplinary history on SEC Forms MA and MA-I should suffice. Sanchez stated, regarding the
Revised Draft Rule, that “[t]his requirement appears to be overly burdensome . . ., [and] it

should be sufficient for purposes of this rule that a municipal advisor be required to direct clients
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to their EDGAR filings by providing clients with sufficiently specific information to locate their
EDGAR filings.” *

The MSRB contemplated that municipal advisors would be able to satisfy their disclosure
of legal and disciplinary events under sections (b) and (c) of the Revised Draft Rule with specific
reference to the relevant portions of their most recent SEC Forms MA or MA-I filed with the
Commission. Proposed Rule G-42(b)(ii) further clarifies this intention, and requires the
municipal advisor to provide detailed information specifying where the client may electronically
access such forms. The MSRB believes this approach will address the issue of duplicative
disclosure of the disciplinary and other legal events contained in SEC Forms MA and MA-I. This
revision also clarifies that municipal advisors may satisfy the disclosure requirements of
subsections (b)(ii) and (c)(iii) in a similar fashion.

A municipal advisor could, conceivably, simultaneously satisfy the requirements of
proposed subsections (b)(ii) and (c)(iii) in one document if it were provided to the client prior to
or upon engaging in municipal advisory activities for the client. However, if combined written
disclosure and relationship documentation were made after a municipal advisor engages in
municipal advisory activities, the municipal advisor would only be in compliance with proposed
subsection (c)(iii) and not subsection (b)(ii).

SIFMA also suggested that subsection (c)(iv) of the Revised Draft Rule should be

removed. The subsection would require municipal advisors to document the date of the last

o4 In response to the First Request for Comment, Sutherland suggested that there is

sufficient disclosure about disciplinary history provided in a municipal advisor’s SEC
Forms MA and MA-I filed with the SEC, and Parsons stated that disclosure should not be
required in the rule given such public disclosure on those forms. Similarly, Lewis Young
and NAIPFA believed the disclosure of legal or disciplinary events would be duplicative
and unnecessarily burdensome and also suggested that municipal advisors should be able
to satisfy the requirement by referencing SEC Forms MA or MA-I.
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material change, including any addition, to the legal or disciplinary event disclosures on any SEC
Form MA or MA-I filed with the Commission. Specifically, SIFMA believed that requiring
municipal advisors to update their written disclosures and documentation with each of their
municipal advisory clients whenever a material change to a legal or disciplinary event was made
to any SEC Forms MA or MA-1 would be unjustified.

Proposed section (c) requires the documentation of the municipal advisory relationship to
be promptly amended or supplemented to reflect any material changes or additions, and requires
the amended documentation or supplement to be promptly delivered to the municipal entity or
obligated person client. However, the MSRB does not believe the update requirement under
proposed section (c) is overly burdensome because municipal advisors need only provide the
date of the last material change, including any addition, to their legal or disciplinary event
disclosure to their clients, as they would be permitted to reference their SEC Forms MA and
MA-I for the details of such material changes. Additionally, the required documentation of the
municipal advisory relationship could be satisfied through the use of more than one writing and
updates or amendments to such documents could be additional, separate writings that either
amend or supplement earlier writings. The MSRB believes these accommodations sufficiently
address the concern that municipal advisors would be required to amend and redistribute a single
writing every time a material change or addition needed to be included. Further, the MSRB
believes that, by requiring municipal advisors to update the written documentation relating to
legal or disciplinary event disclosures provided to municipal entities and obligated persons,
proposed subsection (c)(iv) would help ensure that those clients have sufficient, accurate and
current information to better inform their decisions to engage and/or continue engaging a

municipal advisor. The MSRB notes that the requirements of proposed section (¢) must be made
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in writing and delivered to the municipal advisor’s client in accordance with the duty of care and,
as applicable, the duty of loyalty.

Coastal, Kutak and Parsons objected to the Initial Draft Rule’s requirement to disclose
the legal and disciplinary events for all individuals at a municipal advisory firm for which the
firm is required to submit an SEC Form MA-I. They suggested that municipal advisors should
not be required to disclose to a client legal and disciplinary events that relate to an individual that
is employed by the municipal advisor, if that individual is not a part of (or reasonably expected
to be a part of) the advisor’s team working for the client. Although there could be numerous
municipal advisors with large numbers of employees, as Coastal indicated, the MSRB believes
there is insufficient cause to narrow the requirement of this disclosure obligation. Specifically,
the MSRB notes that, although all of a municipal advisor’s employees might not be a part of the
team working on a particular client matter, the number of employees with legal or disciplinary
events that a municipal advisor employs and the nature of any past legal or disciplinary events
related to those employees could be material to the client’s evaluation of the municipal advisor
or the integrity of its management or advisory personnel. In any event, since a municipal advisor
could satisfy Proposed Rule G-42(b)(ii) and (c)(iii) by providing information specifying where
the client can electronically access SEC Forms MA and MA-I, there would be little additional
burden imposed on municipal advisors by leaving the scope of these requirements unchanged.

Type of Writing(s) Required to Document the Municipal Advisory Relationship

Several commenters discussed the matter of documenting the municipal advisory
relationship and the type of writing that should be required to evidence the municipal advisory

relationship between the municipal advisor and its client.
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FLA DBF, correctly recognizing that the Revised Draft Rule’s reference to a “writing”
does not require a written contract, suggested that the proposed rule change should be amended
to require municipal advisors to enter into written contracts with their municipal entity clients
regarding their municipal advisory relationships. In contrast, GFOA, while also correctly
recognizing that the Revised Draft Rule does not require a written contract, supported the
absence of a contract requirement. GFOA noted that although entering into a bilateral contract is
a GFOA best practice, “there may not always be a need for a specific contract.” GFOA agrees
with the MSRB that the municipal advisory relationship should be stated in writing as it would
allow the issuer to clearly delineate the scope of work it intends its municipal advisor to provide.

A number of other commenters, including ABA, BDA, IClI, Lewis Young, MSA,
NAIPFA and SIFMA, however, construed section (c) of the proposed rule as requiring a written
contract, leading them to raise various concerns about the proposed rule applying to existing
contracts that might need to be revised. As a result, these commenters suggested the inclusion of
various kinds of transitional rule provisions to address these issues. ABA and Lewis Young, for
example, requested a transitional provision to permit advisors to honor their existing agreements
with their clients until they expire. ICI recommended that the MSRB clarify that, if approved,
Proposed Rule G-42 would only apply prospectively. SIFMA requested that the MSRB limit or
eliminate the need for municipal advisors to re-document their municipal advisory relationships
and apply the disclosure requirements of the proposed rule only to future agreements. MSA
requested guidance on whether the obligations of section (c) of Proposed Rule G-42 could be
satisfied by a contract (such as a Master Services or Professional Services Agreement) between

the municipal advisor and its client.
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The documentation requirement of section (c) of Proposed Rule G-42, as with the
Revised Draft Rule, would not require the creation of new contractual relationships or the
modification of existing contracts or agreements between municipal advisors and their clients.
The purpose of the requirement is to help ensure that certain terms of each municipal advisory
relationship would be reduced to writing and delivered to the municipal advisor’s municipal
entity or obligated person client. So long as the content of the documentation adheres to the
requirements of the proposed rule (including the standards of conduct in section (a)), municipal
advisors and their clients have some latitude in deciding the exact form the documentation and
writing might take. If municipal advisors have already delivered documentation meeting some or
all of the requirements of proposed section (c), then municipal advisors would be able to rely on
such documents to satisfy some or all of their obligations under section (c). While certainly
permitted, the proposed rule would not require municipal advisors to enter into written contracts
with their municipal entity or obligated person clients and municipal advisors could satisfy the
requirements of provision (c) by providing separate or supplemental documents to any
preexisting contract, agreement or writing previously provided that might be in place between
the municipal advisor and its client. The relevant part of proposed section (c) has been further
revised to delete the phrase “enter into” (which could have connoted the formation of a contract)
and reads as follows: “A municipal advisor must evidence each of its municipal advisory
relationships by a writing or writings created and delivered to the municipal entity or obligated
person client prior to, upon or promptly after the establishment of the municipal advisory
relationship.” The MSRB believes that requiring the documentation to take the form of a
bilateral contract would be unnecessary and could lead to some of the burdensome consequences

identified by commenters. The amendments to the Revised Draft Rule should clarify that
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municipal advisors would not be required to alter or re-execute any existing contract and that, in
the future, the documentation and disclosure requirements could be satisfied in writings that are
either included in a contract or separate and independent of any contract entered into between the
municipal advisor and its municipal entity or obligated person client.

In response to the First Request for Comment, BDA and GKB stated that they generally
supported the documentation and disclosure requirements of section (c) of the Initial Draft Rule
but believed, with respect to municipal financial products, that a “written agreement” (as they
believed was required by section (c)) should only be required when municipal advisory activities
are engaged in for compensation. Based on their comments, it appears that BDA and GKB
understood section (c) to implicitly require the municipal advisor and its client to evidence their
municipal advisory relationship with a bilateral contract. NAIPFA, in its response to the Initial
Draft Rule, asked the related question: “Does this mean that the writing must be a two party
agreement?” NAIPFA also suggested that the MSRB amend section (c) to allow municipal
advisors to satisfy the requirements of the section through an engagement letter. As previously
stated, section (c) would not require, or preclude the use of a bilateral contract or engagement
letter to evidence the municipal advisory relationship. So long as the content adheres to the
requirements of Proposed Rule G-42 (including the standards of conduct of section (a)),
municipal advisors and their clients would have some latitude in deciding the exact form the
documentation and writings might take.

NAIPFA expressed concerns regarding the amount of information that would be required
to be included in the documentation required by section (c), stating that municipal advisors
would be put at a “significant competitive disadvantage to their [underwriting] counterparts . . .

[because] underwriters are not mandated to include any particular contract-related terms within
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their engagement letter, such as clauses relating to the termination of the relationship or their
obligations relating to certain aspects of the transaction . . . .” The MSRB does not believe the
proposed documentation requirement would result in the competitive disadvantages described by
NAIPFA. First, underwriters are required to make similar disclosures to issuers of municipal
securities under MSRB’s fair dealing rule, Rule G-17, which includes certain disclosures
regarding the underwriter’s compensation. Second, to the extent any of the requirements of
section (c) are included in a written agreement, contract, engagement letter or similar document
already in possession of the client, such information would not need to be included in a separate
writing delivered to the municipal advisor’s client. Instead, municipal advisors would be able to
supplement existing writings to comply with section (c). Finally, because a municipal advisor
generally would be prohibited from acting as an underwriter for a transaction directly related to
the same municipal securities transaction or municipal financial product as to which the
municipal advisor is providing or has provided advice, the MSRB believes it would be unlikely
that a municipal advisor would be in direct competition with an underwriter as suggested by
NAIPFA.

In response to the Initial Draft Rule, ICI suggested that section (c) be revised to specify
that only material changes to the information provided in the documentation required by section
(c) would trigger the updating requirement. The MSRB did not intend by section (c) to require
the supplementation of immaterial information and section (c) of the proposed rule has been
revised to provide this clarification.

Triggering the Documentation Required by Section (c)

Under the Initial Draft Rule, a municipal advisor would have been required to evidence

each of its municipal advisory relationships by a writing entered into prior to, upon or promptly
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after the inception of the municipal advisory relationship. In response to the First Request for
Comment, Northland commented that section (c) of the Initial Draft Rule should require that the
documentation be in place prior to engaging in municipal advisory activities rather than being
permitted to be created and provided subsequently (i.e., after the establishment of a municipal
advisory relationship (as defined by the Initial Draft Rule)). Northland opined that its approach
would align the proposed rule change with analogous requirements and principles of the SEC
Final Rule. Northland also argued that earlier documentation of the municipal advisory
relationship is warranted for the same reasons it believes justify the proposed rule change’s
requirement to disclose conflicts of interest upon or prior to engaging in municipal advisory
activities. The MSRB has considered when municipal advisors should be required to document
their relationship with their clients and determined that documentation should only be required
after both parties have agreed that the municipal advisor would engage in municipal advisory
activities for or on behalf of the client. It is understood by the MSRB that a municipal advisor
could engage in municipal advisory activities while seeking an engagement to perform municipal
advisory activities but then might ultimately not be engaged by the client. Also, in some
instances, a municipal advisor could be called upon to engage in municipal advisory activities on
behalf of its client on short notice for a time-sensitive matter. In such scenarios, the MSRB does
not believe it would be appropriate, or necessary, to require documentation of the municipal
advisory relationship because, as with the first case, there is a reasonable possibility that no
municipal advisory relationship would materialize and, with regard to the second, the MSRB
does not want to inhibit a municipal advisor from performing its municipal advisory activities for
municipal entities and obligated persons when time is short and documenting the municipal

advisory relationship might not be feasible. The MSRB believes that, when balanced against the
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potential benefits of requiring earlier documentation of the municipal advisory relationship, the
timely disclosure of material conflicts of interest (in accordance with section (b) of Proposed
Rule G-42) will sufficiently mitigate the potential consequences identified by Northland and will
serve as sufficient protection to a municipal advisor’s client to make an informed decision about
whether to accept the advice provided by the municipal advisor until such time that
documentation containing the information required by section (c) can be created and delivered.

On a separate but related matter, Northland stated that the use of the term “municipal
advisory relationship” would likely lead to confusion between how Northland believes the term
is used by municipal advisors and other industry participants and how the term had been defined
for purposes of the Initial Draft Rule. Northland believed that it would be difficult for municipal
advisors to parse apart and document “municipal advisory relationships” when some of those
relationships are “historical and ongoing” and are rarely thought of as separate relationships. The
MSRB believes that the definition provided in Proposed Rule G-42(f)(vi) would provide
sufficient guidance to municipal advisors in this regard. That provision would state that a
municipal advisory relationship is deemed to exist when a municipal advisor enters into an
agreement to engage in municipal advisory activities for a municipal entity or obligated person
and ends on, the earlier of, the date on which the municipal advisory relationship has terminated
pursuant to the terms of the documentation of the municipal advisory relationship, or the date on
which the municipal advisor withdraws from the municipal advisory relationship.

In response to the Second Request for Comment, Piper Jaffray, while generally
supportive of the documentation requirement of section (c) of the Revised Draft Rule, expressed
concern that it could require premature documentation of a municipal advisory relationship.

Specifically, Piper Jaffray stated that section (c) could require documentation when the
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municipal advisor has not been selected by its client to be its municipal advisor and, instead, is,
in fact, engaging in municipal advisory activities as a means to obtain the engagement with the
client to perform municipal advisory activities. Section (c) of the Revised Draft Rule, however,
explicitly stated that the documentation requirement would only be triggered “prior to, upon or

promptly after the establishment of the municipal advisory relationship” (emphasis added). As

defined in subsection (f)(vi), a municipal advisory relationship would only be deemed to exist
when the “municipal advisor enters into an agreement to engage in municipal advisory activities
for a municipal entity or obligated person.” Thus, Proposed Rule G-42 would not necessarily
require the provision of relationship documentation during an early stage of municipal advisory
activities when the municipal advisor is still pursuing an engagement to perform municipal
advisory activities.

Other Comments Reqgarding the Documentation Requirement

Consolidation. In response to the Revised Draft Rule, Piper Jaffray suggested that the
disclosure and documentation requirements of sections (b) and (c) could be more clearly
established if the sections were merged. In particular, Piper Jaffray found it confusing that a
municipal advisor providing “advice,” but that has not yet been engaged by an issuer, must
provide disclosures related to its compensation under paragraph (b)(i)(F). Piper Jaffray then
posed the question: “[]s the intention of the [MSRB] to assure that municipal advisors must
provide conflicts disclosure when providing information that would constitute ‘advice’ prior to
[being] engaged[?]” Piper Jaffray suggested that the intention and purpose of the proposed rule
change could be better served if the required disclosures and documentation of the municipal
advisory relationship were provided when the advisor is selected by the issuer to provide it with

advice.
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The MSRB has considered Piper Jaffray’s recommendation to merge sections (b) and (c)
and modify the timing of the disclosure requirement, but believes such amendments would
conflict with the intention of having municipal advisors disclose conflicts of interest upon or
prior to engaging in municipal advisory activities for the client. Combining the paragraphs could
cause municipal advisors to delay making the proposed rule’s required disclosures until the
municipal advisory relationship has been reduced to writing, which could be a significant amount
of time after the client has received, and potentially acted on, advice from the municipal advisor.
For these reasons, the suggested changes are not included in Proposed Rule G-42.

Indirect Compensation and Treatment of Incidental Informal Advice. Regarding the

documentation of the municipal advisory relationship, SIFMA requested that Proposed Rule G-
42 include a definition of “indirect compensation” as it is used in subsection (c)(i). On a related
topic, SIFMA requested that the MSRB “clarify that informal advice that is incidental to
providing brokerage/securities [services] would not, alone, trigger a written documentation
requirement under [section (c) of the Revised Draft Rule] . ...”

The MSRB believes that additional clarification within the proposed rule change is not
necessary because the phrase “indirect compensation” is widely used and understood in the
municipal advisory and securities industry and is well established in securities statutes and
jurisprudence. Providing a definition of “indirect compensation” within Proposed Rule G-42
might reduce clarity regarding the general understanding of the phrase and lead to unnecessary
confusion in an instance where sufficient guidance is already available.

Regarding SIFMA’s request pertaining to advice that is incidental to providing
brokerage/securities services, the MSRB notes that the proposed rule change would apply to a

scope of municipal advisory activities as defined in the SEC Final Rule. Whether certain
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activities constitute “advice” under the SEC Final Rule is a legal interpretation within the
authority of the SEC, and not the MSRB, to make.

Recommendations and Review of Recommendations of Other Parties

Section (d) of Proposed Rule G-42 would provide that if a municipal advisor makes a
recommendation of a municipal securities transaction or municipal financial product to its client,
the municipal advisor must determine, based on the information obtained through reasonable
diligence, whether the transaction or product is suitable for the client. Section (d) also would
contemplate that a municipal advisor could be asked to evaluate a recommendation made to its
client by another party, such as a recommendation by an underwriter of a new financing structure
or a new financial product. Section (d) would require municipal advisors to conduct a suitability
analysis — when requested by the client and within the scope of the engagement — of the
recommendations of these third parties, guided by the requirements and principles contained in
relevant portions of the supplementary material (such as paragraphs .01, .08 and .09).

Commenters raised a number of issues with section (d) of Proposed Rule G-42 (sections
(d) and (e) of the Initial Draft Rule) and the related paragraphs .01 (Duty of Care), .08
(Suitability) and .09 (Know Your Client) of the Supplementary Material to Proposed Rule G-42.
Below is a summary of, and response to, these comments.

General Comments Regarding Section (d)

In response to the Second Request for Comment, NAIPFA and GFOA expressed their
general support for the Revised Draft Rule’s suitability standard of section (d) of Proposed Rule
G-42. NAIPFA believed it appropriately reflects a municipal advisor’s fiduciary duties to its

municipal entity clients.
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Compliance and Examination. BDA, in response to the Second Request for Comment,

expressed its support of the Revised Draft Rule’s requirement to have municipal advisors review
recommendations of other parties, but requested specific guidance on how municipal advisors
would develop reasonable policies to comply with section (d). BDA also expressed concern
about how FINRA examiners would test a dealer’s compliance with the requirements of section
(d) when serving as a municipal advisor.

The MSRB believes it has provided sufficient guidance to municipal advisors about the
principles and requirements that should inform, and be incorporated in, a municipal advisor’s
policies and procedures by identifying the matters in the proposed rule text (such as in
subsections (d)(i)-(iii) and paragraphs .01, .08 and .09 of the Supplementary Material) that a
municipal advisor must, as applicable, consider when forming its advice or recommendation.
The MSRB recognizes the diversity of the population of municipal advisors and the municipal
advisory activities in which they engage in and believes the primarily principles-based approach
taken by the proposed rule change will accommodate that diversity. The MSRB also believes this
approach will clearly establish the minimum requirements and principles, which financial
regulators could then consistently apply in their examination of municipal advisors.

Updating Recommendations. In response to the Second Request for Comment, SMA

requested that the MSRB clarify that the suitability of a recommendation would be determined
by the facts and circumstances at the time a client enters into the municipal securities transaction
and that the municipal advisor should not have continuing responsibility to update its
determination.

The MSRB believes that whether advice given or recommendations made by municipal

advisors would need to be updated would depend on the facts and circumstances surrounding the
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advice and recommendation, including, but not limited to, the scope of the services that the
municipal advisor agreed to provide its client. The MSRB believes that the reasonableness of a
municipal advisor’s recommendation or advice would be determined by considering the
information relied upon by, and available to, the municipal advisor at the time the
recommendation is made or advice is given to its client. However, over the course of an ongoing
municipal advisory relationship, it is possible that a municipal advisor would, as part of its duty
of care, need to apprise its client of changes to the suitability of the advice or recommendation it
had previously given. In such cases, a municipal advisor’s responsibilities would depend upon
the facts and circumstances and the parameters of its municipal advisory relationship. The
MSRB believes that the proposed rule change will provide municipal advisors with the requisite

guidance to comply with its requirements.

Third-Party Recommendations. Lamont and First Southwest, in response to the First
Request for Comment, requested clarification regarding whether a municipal advisor must
review any third-party recommendation related to the advice that the municipal advisor has
agreed to provide.

Proposed Rule G-42 would require municipal advisors to review a third-party
recommendation when such a review is within the scope of the engagement between it and its
client or if such a review would be part of the reasonable diligence required to reasonably
determine whether a recommendation or advice is suitable for its client. Therefore, a municipal
advisor’s obligation to review third-party recommendations would depend on the facts and
circumstances of each particular instance. The MSRB believes that section (d) and the relevant
portions of the supplementary material of the proposed rule change will provide sufficient

guidance to municipal advisors presented with such scenarios.
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Informing Client of Matters Related to Review of Recommendation. In response to the

First Request for Comment, Northland commented that the Initial Draft Rule’s requirement that
municipal advisors must, under section (d), discuss matters such as the material risks of a
recommendation and the basis upon which the municipal advisor reasonably believes its
recommendation is suitable for its client would encourage written documentation of such
discussions and create the potential for conflict between the information provided by the
municipal advisor and the actions ultimately taken by the client. It appears that Northland’s
concern is that a municipal advisor could be exposed to liability in an ex post review of its
suitability analysis.

The MSRB received other comments related to the Initial Draft Rule’s requirement that

municipal advisors must discuss these matters with their clients. In response, the Revised Draft

Rule included a modification that required municipal advisors to inform their clients of the
matters specified in proposed section (d). The modification was made to grant some flexibility to
municipal advisors in the manner in which the matters are delivered to their clients. The MSRB
understands that a municipal advisor’s client could elect to engage in a course of action that
deviates from the municipal advisor’s recommendation. For purposes of compliance with section
(d), however, a client’s decision to disregard its municipal advisor’s recommendation would
alone have no bearing on whether the municipal advisor conducted an adequate analysis of the
recommendation it provided. An examination for compliance with section (d) would focus on the
adequacy of the suitability analysis provided by the municipal advisor, not whether the client
ultimately pursued the municipal advisor’s recommendation.

Limiting Duty to Review Recommendations of Others. In response to the First and

Second Request for Comment, NAIPFA stated that, when a municipal entity or obligated person
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has engaged an independent registered municipal advisor® and is also obtaining advice from a
third party that is relying upon the independent registered municipal advisor exemption from the
SEC registration requirement® to provide advice to the municipal entity or obligated person, the
independent registered municipal advisor should not be permitted to limit the scope of the
engagement with its client so as not to include the review of recommendations made by the third-
party.

The MSRB has considered, yet disagrees with, NAIPFA'’s position. The MSRB believes
that municipal advisor clients, with the agreement of the municipal advisor, should be able to
define the scope of their municipal advisory relationships and thus determine what services the
municipal advisor will provide. Furthermore, requiring municipal advisors to review all third-
party recommendations could result in a costly burden to municipal entities and obligated
persons that do not expect to derive sufficient value from such review. However, the MSRB
acknowledges that limiting the scope of the engagement between a municipal entity or obligated
person and its independent registered municipal advisor could affect a third party’s ability to
qualify and make use of exemptions discussed in the SEC Final Rule, including the exemption
mentioned by NAIPFA.®’

Request for Definition of “Independent” as Used in Paragraph .03 of the Supplementary

Material

65 See SEC Rule 15Bal1-1(d)(3)(vi) (17 CFR 240.15Bal-1(d)(3)(vi)). “Independent
registered municipal advisor” is defined in SEC Rule 15Bal-1(d)(3)(vi)(A) (17 CFR
240.15Bal-1(d)(3)(Vi)(A)).

66 See SEC Rule 15Bal1-1(d)(3)(iv) (17 CFR 240.15Bal-1(d)(3)(iv)).

67 17 CFR 240.15Ba1-1.
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BDA, in response to the First Request for Comment, requested that the MSRB define the
term “independent” for purposes of paragraph .03 of the Supplementary Material, action
independent of or contrary to advice, to the Initial Draft Rule. Proposed paragraph .03 states that
a municipal advisor would not be required to disengage from a municipal advisory relationship if
its client were to elect a course of action that is “independent or contrary” to the advice provided
by the municipal advisor. BDA asked if “independent” would mean that the municipal advisor’s
client is not relying on or considering the advice of the municipal advisor; that the client is not
seeking advice from the municipal advisor; or, that the client is acting contrary to advice given
by the municipal advisor.

Proposed paragraph .03 of the Supplementary Material was designed to address instances
when a municipal advisor’s client has decided either not to accept, rely on or consider the
municipal advisor’s advice or to take an approach or position that varies (completely or partially)
from advice provided by the municipal advisor. In the event of such occurrences, paragraph .03
would allow a municipal advisor to continue in its advising capacity so long as doing so would
not otherwise be precluded by MSRB rules or federal, state or other laws, as applicable.

Scope of the Recommendations Analysis. Proposed section (d) and paragraph .08 of the

Supplementary Material address municipal advisors’ recommendations of municipal securities
transactions or municipal financial products. However, as part of the duty of care articulated
under proposed paragraph .01 of the Supplementary Material, a municipal advisor would be
required to have a reasonable basis for any advice provided to its client.

Northland requested clarification regarding whether section (d) of the Initial Draft Rule
would be applicable to all recommendations provided by the municipal advisor or only when a

recommendation is related to entering into a municipal securities transaction or municipal
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financial product. NABL stated, in response to the First Request for Comment, that “suitability,”
as a general matter, is a regulatory concept that could not be appropriately applied to municipal
advisors in all instances. NABL suggested that a municipal advisor should be permitted to make
a recommendation as to a limited aspect of the transaction, even if the municipal advisor does
not agree that the transaction is suitable.

Section (d) of Proposed Rule G-42 would provide that a municipal advisor must not
recommend that its client enter into any municipal securities transaction or municipal financial
product unless the municipal advisor has determined, based on the information obtained through
the reasonable diligence of the municipal advisor, whether the transaction or product is suitable
for the client. A municipal advisor could provide advice regarding an aspect of a municipal
securities transaction or municipal financial product that the municipal advisor believes to be
unsuitable for its client so long as the municipal advisor adhered to the duty of care, duty of
loyalty, and all other laws, as applicable, and either did not recommend the unsuitable
transaction or product or informed the client of the basis on which the municipal advisor
reasonably believed the transaction or product to be unsuitable.

Documenting Recommendations. Lewis Young expressed concern that section (d) of the

Initial Draft Rule would require excessive and “defensive” recordkeeping and documentation in
order to evidence compliance with the section’s requirement that municipal advisors inform their
clients of certain matters pertaining to their recommendations. Lewis Young argued that such
documentation would be a “waste of time and resources” because the client has already
determined to pursue a particular municipal securities transaction or municipal financial product.
Accordingly, Lewis Young believed documenting such discussions “so as to have a ‘good

answer’ for the next regulatory audit” would be overly and unnecessarily burdensome.
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The MSRB believes that the proposed rule change sufficiently articulates that municipal
advisors and their clients would have the discretion to define the parameters of their municipal
advisory relationship and, thus, decide between them what municipal advisory activities would
be performed by the municipal advisor for its client, including what matters for which a
municipal advisor would be providing advice. As such, regarding the scenario proffered by
Lewis Young, a municipal advisor that has not been engaged to provide advice about a municipal
securities transaction or municipal financial product that was previously selected by its client
would not be under an implicit obligation to provide the client with the suitability analysis
described in proposed section (d) and the supplementary material. The municipal advisor would
remain subject to (among other provisions of the proposed rule change) a duty of care, duty of
loyalty (as applicable) and relevant supplementary material such as paragraphs .04 (Limitations
on the Scope of the Engagement) and .09 (Know Your Client). Further, the MSRB believes that
the documentation required by proposed Rule G-8(h)(iv) is an appropriately tailored
recordkeeping requirement that will assist regulatory examiners in assessing the compliance of
municipal advisors with the proposed rule change. Also, the MSRB believes the recordkeeping

requirements will not be overly burdensome because municipal advisors would only be required

to maintain documents created by the municipal advisor that were material to its review of a
recommendation by another party or that memorializes the basis for any conclusions as to
suitability.

Recommendations of Investment Funds. NY State Bar requested the MSRB to clarify the

obligations owed by a municipal advisor to its client when the recommendation is to invest in an
investment fund that is managed by a third-party advisor. NY State Bar’s concern was that,

under the Initial Draft Rule, a municipal advisor would be obligated to provide a
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recommendation, and therefore a suitability analysis, of the investment choices made by the
manager of the investment fund.

Depending on the facts and circumstance of a particular scenario, such as described by
NY State Bar, a municipal advisor could have a multitude of different obligations regarding its
recommendation of an investment fund to a client. While the proposed rule change would allow
municipal advisors and their clients to negotiate the municipal advisory activities to be
performed, the standards of conduct articulated in section (a) and the relevant paragraphs of the
supplementary material would not be subject to alteration. Therefore, a municipal advisor that
has agreed to provide a recommendation regarding the investment in an investment fund would
be required to exercise a duty of care that could, in turn, require the municipal advisor to conduct
a suitability analysis that might, depending on the relevant facts and circumstance of a particular
instance, require the municipal advisor to conduct a suitability analysis of the investment choices
made by the manager of the investment funds. By establishing the applicable standards of
conduct for municipal advisors, and providing additional guidance regarding those standards in
the supplementary material to Proposed Rule G-42, the MSRB believes that municipal advisors
will be able to make a determination regarding what actions they must undertake when making
recommendations to clients.

Prescriptive Metrics for Suitability Analysis. In response to the First Request for

Comment, MSA asked whether the MSRB would provide the “specific metrics (standard debt
issuance options)” that should be used to determine the suitability of a recommendation. MSA
also inquired into whether “there [will] be standards set for this quantitative review or will it be
the responsibility of the individual [municipal advisor] to define the suitability metrics based on

the unique circumstances of each client or project?”
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In order to accommodate the diversity of the municipal securities and municipal advisory
marketplace, the MSRB has taken a primarily principles-based approach regarding the required
suitability analysis so that municipal entities and obligated persons would receive appropriately
tailored and relevant advice and recommendations from their municipal advisors. For this reason,
the MSRB does not intend to provide the specific metrics requested by MSA and instead will
rely upon the principles and requirements provided by the proposed rule change.

Municipal Advisor Reliance on Information Provided by Client

A number of commenters voiced apprehension regarding what they believed to be the
high standard set for providing recommendations to their clients or reviewing the
recommendation of a third party. Specifically, commenters expressed concern with the portion of
paragraph .01 (which would be applicable to recommendations contemplated under section (d))
that would require a municipal advisor to “undertake a reasonable investigation to determine that
it is not basing any recommendation on materially inaccurate or incomplete information.” Most
commenters stated that a municipal advisor should be able to rely on the accuracy and veracity of
the information provided by a client and not be required to validate such information.

Sutherland asked, in response to the First Request for Comment, in the context of 529
plans, what the Initial Draft Rule would require a municipal advisor to do in order to satisfy the
proposed obligation to undertake a reasonable investigation to determine that it is not basing any
recommendation on materially inaccurate or incomplete information. Sutherland also asked
whether a municipal advisor must obtain a representation from the issuer that the information it
provides does not contain any material misstatements or omissions.

In response to the Second Request for Comment, ICI stated that municipal advisors to

529 plans should not be required to verify the veracity or completeness of the information
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provided to them by persons who are authorized by the municipal entity client to act on behalf of
a state’s 529 plan.

NABL commented that a municipal advisor should be free to recommend a transaction
based on facts given to it by its client, without exercising any diligence to check the facts, if
consistent with the scope of the engagement with its client. Regarding the review of
recommendations of others, MSA asked whether it would be necessary to obtain documentation
or information used by a third-party to make a recommendation that the municipal advisor has
been engaged to review. MSA believed that the Initial Draft Rule should require the third party,
who provided the recommendation and that the municipal advisor has been engaged to review, to
disclose any documentation relied upon for that recommendation.

The duty of care is a core principle underlying many of the obligations of the proposed
rule and is included, among other reasons, to ensure municipal entities and obligated persons are
shielded from the potential negative consequences that could result from not receiving well-
informed advice and expertly-executed services from their municipal advisors. The MSRB
believes that requiring municipal advisors to conduct a reasonable investigation about the
accuracy and completeness of the information, including information pertaining to a 529 plan, on
which they will be basing their advice is necessary to ensure that clients will be able to make an
informed decision based on facts and choose a prudent course of action. As stated in section (d),
the municipal advisor would only need to exercise reasonable diligence, thus obviating the need
for a municipal advisor to go to impractical lengths to determine the accuracy and completeness
of the information on which it will be basing its advice and/or recommendation. The MSRB
believes that obtaining a representation from the municipal advisor’s client that the information it

has provided, with no or insufficient diligence conducted by the municipal advisor, would not
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satisfy either section (d) or paragraph .01 of the Supplementary Material of Proposed Rule G-42
because such a representation would not sufficiently preclude the potential for the risks
associated with providing advice or recommendations without a reasonable inquiry into the
accuracy and completeness of the information upon which such advice or recommendations are
based. While alone, such a representation would not satisfy the requirements of the proposed rule
change, a municipal advisor would be free to seek and obtain such a representation as a prudent
part of its process for conducting a reasonable investigation of the veracity and completeness of
the information on which it is basing its recommendation.

Applicability of Suitability Analysis to 529 Plans

Several commenters raised concerns about how section (d) and the related supplementary
material that address suitability analysis would generally apply to municipal advisors advising
529 plans.

ICI stated, in response to the Second Request for Comment, that the suitability standard
set forth in paragraph .08 of the Supplementary Material should recognize what ICI believes to
be differences between advice rendered in connection with municipal securities, generally, and
that rendered in connection with 529 plans. Sutherland voiced concerns in its response to the
First Request for Comment and stated that the suitability factors listed in paragraph .08 and
section (d) are not workable with regard to 529 plans. ICI believed that some of the factors for
determining suitability included in paragraph .08 would be “largely irrelevant in the context of
rendering advice to a 529 plan” and the MSRB should modify the Revised Draft Rule to
explicitly state that such factors would not apply to advice relating to 529 plans. In the absence
of exempting 529 plans from needing to consider such factors, ICI asked the MSRB to clarify

how it intends the listed factors to apply to 529 plans.
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In consideration of these comments, the MSRB has modified proposed paragraph .08
(formerly paragraph .09) of the Supplementary Material to allow municipal advisors to base a
suitability determination only on the listed factors that are applicable to the particular type of
client being advised. The MSRB, accordingly, has inserted the phrase “as applicable to the
particular type of client” as a qualifier to the list of factors in paragraph .08 that must be
considered in a suitability analysis. The modifications proposed should address the commenters’
concerns such as how factors such as “financial capacity to withstand changes in market
conditions” would apply given that 529 plans are not dependent on external sources of revenue
or funding to satisfy claims of investors. However, the listed factors in paragraph .08, consistent
with the regulation of recommendations in other securities law contexts, are focused on the client
and not the product involved.

Request for Clarification of Documentation and Procedural Requirements

In response to the Second Request for Comment, Piper Jaffray requested additional
clarification on what a municipal advisor would need to do, and what documents would need to
be created, to comply with the Revised Draft Rule’s suitability requirements. Specifically, Piper
Jaffray asked what the proposed rule change would require with regards to decisions that Piper
Jaffray refers to as “smaller decisions” (e.q., call features and whether to utilize a premium bond
structure that has a lower yield to call).

The proposed rule change would require, pursuant to the duty of care, a municipal
advisor to have a reasonable basis for any advice it provides to or on behalf of its client. Also,
municipal advisors would be required to conduct a suitability analysis of recommendations of
municipal securities transactions and municipal financial products that would comport with the

requirements of proposed paragraph .08 of the Supplementary Material. Whether or not a
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suitability analysis would be required would depend, as previously discussed in Item I1.A., on the
facts and circumstances surrounding the communication made by the municipal advisor and
whether the communication was a recommendation of a municipal securities transaction or
municipal financial product. Advice as to the “smaller decisions” asked about by Piper Jaffray
might, or might not, depending on the facts and circumstances of a particular instance, rise to the
level of being a recommendation that would require a suitability analysis under the proposed rule
change, even though such advice may relate to a municipal securities transaction or municipal
financial product and therefore trigger other provisions of the proposed rule, because the advice
might not reasonably be viewed as a “call to action” that would constitute a recommendation of a
municipal securities transaction or municipal financial product. Note that even in the case of
advice short of a recommendation, a subsequent communication that does constitute a
recommendation requiring a suitability analysis might, depending on the particular facts and
circumstances, require analysis at that time of a subject that was addressed in previous advice.
With regard to the recordkeeping requirements that would be required when providing a
recommendation of a municipal securities transaction or municipal financial product, proposed
MSRB Rule G-8(h)(iv) would require specifically that municipal advisors keep a copy of any
document created by a municipal advisor that was material to its review of a recommendation by
another party or that memorializes the basis for any determination as to suitability for a period of
not less than five years. The MSRB believes that the proposed recordkeeping requirements will
allow regulatory examiners to efficiently assess a municipal advisor’s compliance with the
suitability obligations of Proposed Rule G-42. The MSRB also believes that the proposed

recordkeeping requirements will not overly burden municipal advisors because the MSRB
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understands that these documents are routinely made and retained by municipal advisors as a part
of their normal business operations.

Suitability and Policy Related Considerations

In response to the First Request for Comment, BDA and Piper Jaffray stated that the
factors to be considered by municipal advisors when determining whether a municipal securities
transaction or municipal financial product is suitable for its municipal entity or obligated person
client discussed in paragraph .08 (Suitability) of the Supplementary Material overlooks the effect
that “policy and political considerations” could have on a suitability determination. Piper Jaffray
requested that the MSRB clarify whether the determination of suitability should “incorporate the
policy directives and decisions of the issuer at the time the issue is undertaken.” BDA requested
that the MSRB clarify that, if a municipal advisor’s client states its objective, the municipal
advisor, in making its recommendation, does not need to assess the appropriateness of the
client’s stated objective but could “generally accept the [objective].”

Section (a) and paragraph .01 of the Supplementary Material to Proposed Rule G-42
would require that municipal advisors exercise due care in performing their municipal advisory
activities with respect to all of their clients. This duty would require, among other things,
municipal advisors to provide their clients with informed advice. The MSRB believes that
informed advice regarding the suitability of a municipal securities transaction or municipal
financial product is the result of a municipal advisor making a reasonable inquiry into certain
relevant information about the municipal advisor’s client. For this reason, the MSRB has
included in proposed paragraph .08 the requirement that a municipal advisor base its
determination of suitability on any material information known by the municipal advisor after

reasonable inquiry. Furthermore, proposed paragraph .09 of the Supplementary Material would
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obligate a municipal advisor to know and retain the essential facts concerning its client to allow
the municipal advisor to effectively service the client. The MSRB believes that policy
considerations could be materially relevant information under all of the particular facts and
circumstances that municipal advisors may consider when determining the suitability of a
municipal securities transaction or municipal financial product. A stated objective of the client as
BDA posits could be made most clear by reducing it to writing and including it in the
relationship documentation on the scope of the engagement.

Evidencing Evaluations and Delivery of Required Information Regarding

Recommendations

Several commenters, including BDA, MSA, Northland and Lewis Young, commented on
records and documentation requirements of the proposed rule change that would be applicable to
municipal advisors.

In response to the First Request for Comment, BDA requested clarification regarding
what books and records a municipal advisor would need to maintain to evidence evaluations or
recommendations made by the municipal advisor. BDA commented that some evaluations or
recommendations could be delivered orally to a client and that requiring a municipal advisor to
memorialize each recommendation or evaluation in writing could prove impractical and/or
costly. MSA asked, in response to the First Request for Comment, whether the information
regarding recommendations and evaluations of which a municipal advisor is required to “inform”
its client could be “transmitted to the client orally or will each alternative require empirical
evidence demonstrating the material risks, potential benefits, structure and characteristics?” If
oral transmission is acceptable, MSA then asked whether it would need to be documented by

both parties. Also in response to the First Request for Comment, Northland expressed concerns
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regarding the Initial Draft Rule’s requirement to discuss matters with the client, because it
believed there is an implicit need to document these discussions therefore necessitating the use of
written communications. However, Northland argued that written communications could result
in a conflicting record that shows what the municipal advisor recommended as possibly in
opposition to the course of action ultimately taken by its client. Northland was concerned that
these potential conflicts could result in some exposure to liability in the event the justification of
the decided upon course of action is challenged. Lewis Young contended that requiring
municipal advisors, in section (d) of the Initial Draft Rule, to inform their clients of the risks and
benefits of a particular structure or product when the client has already decided on a course of
action (prior to engaging or seeking the advice of the municipal advisor) would yield little, if
any, benefit. Lewis Young suggested only requiring the municipal advisor to inform its client of
the matters discussed in section (d) when the client is considering, or presented with a
recommendation of, a financial product, transaction or mechanism that is “novel to the client.”
Proposed Rule G-8(h)(iv) would require a municipal advisor to maintain a copy of any
document it created that was material to its review of a recommendation by another party or that
memorializes the basis for any determination as to suitability. Section (d) of Proposed Rule G-42
would require a municipal advisor to inform its clients of the municipal advisor’s evaluation of
the material risks, potential benefits, structure, and other characteristics of the recommended
municipal securities transaction or municipal financial product; the basis upon which the
municipal advisor reasonably believes that the recommended municipal securities transaction or
municipal financial product is, or is not, suitable for the client; and whether the municipal
advisor has investigated or considered other reasonably feasible alternatives to the recommended

municipal securities transaction or municipal financial product that might also or alternatively
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serve the client’s objectives. The MSRB notes that municipal advisors, under Proposed Rule G-
42, would be required to “inform” their clients of such matters, rather than “discuss,” as
previously required under the Initial Draft Rule. Under Proposed Rule G-42, a municipal advisor
would be allowed to choose the appropriate method in which to communicate its evaluation of
the material risks and benefits attendant to the recommendation. The method selected and used
by the municipal advisor must, however, comport with the duty of care and duty of loyalty (as
applicable) that is owed to its client and should, therefore, result in the municipal advisor’s client
receiving timely, full and fair notification of the matters provided for in proposed subsections
(d)(i)-(iii) and that adhere to the guidance provided in proposed paragraph .08 of the
Supplementary Material.

Exemption from Suitability Standard, “Sophisticated” Issuers

In response to the First Request for Comment, First Southwest expressed general support
for a suitability standard for recommendations by municipal advisors but stated that certain
clients of municipal advisors are capable of independently evaluating recommendations of
municipal advisors and these clients should be exempt from the suitability standard in a manner
similar to the “sophisticated municipal market professional” under MSRB Rule G-48. Lamont
voiced a similar concern stating that many of its “large sophisticated” issuer clients do not want,
or need, a review of the transaction they have already decided to undertake. Lamont commented
that these types of clients are “sufficiently capable of weighing the risks in a transaction and
making their own decision about whether to proceed.”

In response to the Second Request for Comment, SMA stated that when a municipal
securities transaction or municipal financial product has been decided upon by a municipal

advisor’s client and: (a) is related to a project or event determined by the governing body of the
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municipal entity or its citizens to be in its interest and consistent with its goals; (b) is permitted
by state statute as determined by municipal or bond counsel; and (c) involves a transaction or
product which the municipality has employed in the past, then it seems suitability has been
determined and the advisor ought to be able to rely on these facts and the closing documents as
establishing a reasonable basis for suitability. Southern MA suggested that a municipal advisor
should not be put in the position of substituting its judgment as to the suitability of a municipal
securities transaction or municipal financial product for that of the municipal policy makers,
citizens or state lawmakers.

The MSRB has determined that the requirements of section (d), and the related
paragraphs of the supplementary material, should be applicable regardless of the municipal
advisor’s perception of the sophistication of its client or the client’s perception of its own degree
of sophistication. The proposed rule change is aimed at protecting municipal entities, obligated
persons and the public interest and, as a result, the MSRB believes that exemptions such as those
described by these commenters would frustrate that objective. However, in designing Proposed
Rule G-42, the MSRB did incorporate many of the concepts that commenters believed were
indicia of the sophistication of an issuer into the factors to be considered when determining the
suitability of a recommendation. Under those factors, the considerations proffered by SMA could
be relevant to, and therefore be part of, a municipal advisor’s suitability analysis depending on
all of the particular circumstances, though they might not alone be sufficient to support a
suitability determination under the proposed rule change.

Specified Prohibitions

Several commenters provided input on Proposed Rule G-42(e)(i), which sets forth certain

activities in which municipal advisors would be prohibited from engaging.
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General Comments

In response to the First Request for Comment, NAIPFA and GFOA expressed general
support for the specified prohibitions, NAIPFA stated that the section includes prohibitions that
are “important measures that are needed to eliminate certain practices that often carry
unmanageable conflicts of interest inconsistent with Municipal Advisor fiduciary duties,” and the
prohibitions are appropriately tailored and would not impose undue regulatory burdens. Other
commenters noted their general support for the prohibitions, but suggested some revisions or
limitations, which are discussed in the section below.

Cooperman commented that the MSRB should determine, after a monitoring period since
the passage of the Dodd-Frank Act, what, if any, abuses or inappropriate conduct remain that
would require the regulation set forth in the proposed rule change. Alternatively, Cooperman
suggested that the MSRB consider, at least initially, “limiting the [proposed rule] to an
enumeration of prohibited forms of conduct and practices” rather than imposing extensive
compliance, supervision and other requirements. In response to the Second Request for
Comment, Lewis Young commented that the specified prohibitions subsections (e)(i) and (ii) (on
the ban of certain principal transactions) are unnecessary because the matters addressed in those
sections are adequately attended to in section (a) and should be intrinsic to a reputable municipal
advisor’s business practices. As such, Lewis Young recommended that these prohibitions be set
forth in the supplementary material in order not to detract from the focus of the proposed rule. In
response to such comments, the MSRB notes that, in many respects, Proposed Rule G-42 adopts
a principles-based approach, enumerating prohibited forms of conduct and practice. However,

regarding certain arrangements that the MSRB has identified as particularly prone to conflict
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with, or risk of breach of, the fiduciary duty and duty of care, the MSRB believes that the
proposed rule change appropriately incorporates more specific requirements and prohibitions.

Excessive Compensation

In response to the First Request for Comment, SIFMA, Lewis Young and MSA
commented that the provision that would prohibit receiving compensation that is excessive in
relation to the municipal advisory activities actually performed (now Proposed Rule G-
42(e)(i)(A)), did not include a sufficiently clear standard for how excessive compensation would
be determined and failed to provide adequate amount of guidance to facilitate compliance.
SIFMA expressed concern that without a clear standard or more guidance, such determinations
would be made in hindsight, presumably by financial regulatory examiners, and to the detriment
of municipal advisors. Lewis Young called the prohibition unworkable, expressed concern that it
would require advisors to document all of their work and requested that the paragraph be deleted.
SIFMA and Lewis Young also commented that municipal advisor compensation is subject to
market forces, and therefore its reasonableness should be determined by a negotiation between
the client and the municipal advisor. PRAG stated that the proposed rule change fails to
contemplate instances where transaction fees are included in a municipal advisor’s compensation
to compensate the municipal advisor for services that it has provided but that were unrelated to
the issuance of municipal securities. SIFMA and Lewis Young asked whether the practice of
including fees for services a municipal advisor provided, if not related to the issuance of
municipal securities, would be permitted under the proposed rule change. Columbia Capital
commented that the MSRB should strike the phrase “whether the fee is contingent upon the
closing of the municipal securities transaction or municipal financial product,” in paragraph .10

of the Supplementary Material of Proposed Rule G-42, and add, as an additional factor to be
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considered when determining whether compensation is excessive, a comparison of the municipal
advisor’s compensation to other professionals providing services on the transaction in question.

After carefully considering the comments submitted in response to the First Request for
Comment, the MSRB incorporated guidance regarding excessive compensation in paragraph .10
of the Supplementary Material of the Revised Draft Rule and solicited further comment.
Paragraph .10 of Proposed Rule G-42 sets forth various factors that municipal advisors should
consider when determining the reasonableness of their compensation. These factors include: the
municipal advisor’s expertise, the complexity of the municipal securities transaction or the
financial product, whether the fee is contingent upon the closing of the transaction or financial
product, the length of time spent on the engagement and whether the advisor is paying any other
costs related to the transaction or financial product. Furthermore, Proposed Rule G-42 would
prohibit receiving compensation that is excessive in relation to the municipal advisory activities
actually performed. Depending on the facts and circumstances of a particular municipal advisory
relationship, either or both of these provisions could apply to a scenario like that posited by
PRAG. The proposed rule change, however, would not prescribe the source of funds that could
be used to pay the municipal advisor for its services. Finally, the phrase regarding contingent
fees is not deleted from paragraph .10 of the Supplementary Material as the MSRB believes it is
a relevant factor and appropriately included in a non-exhaustive list of other relevant factors.

Inaccurate Invoicing

In response to the First Request for Comment, Wulff Hansen commented that the
prohibition on the delivery of inaccurate invoices (now Proposed Rule G-42(e)(i)(B)) should be
modified to clarify that it would apply only to any overstatements of fees, expenses or activities,

and not to any fee discounting by a municipal advisor. SIFMA commented that the prohibition
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should stand but should be modified to add materiality and knowledge qualifiers (i.e., a
municipal advisor may not intentionally deliver a materially inaccurate invoice).

The MSRB believes that the proposed rule change clearly implies that offering a payment
discount from the services actually performed is a permissible activity because a municipal
advisor would be able to accurately describe such a discount on its invoice. In response to the
SIFMA comment, the MSRB notes that the scope of inaccuracy targeted by the proposed
provision is limited to the significant subjects of the services performed and personnel who
performed those services, and the MSRB believes any inaccuracy in an invoice on those subjects
should be proscribed. In addition, the MSRB believes that the addition to the proposed provision
of the state-of-mind elements that SIFMA suggested would not sufficiently protect municipal
entity and obligated person clients.

Prohibition on Fee-Splitting

The Initial Draft Rule included a prohibition on making or participating in any fee-
splitting arrangement with underwriters, and any undisclosed fee-splitting arrangement with
providers of investments or services to a municipal entity or obligated person client (now
Proposed Rule G-42(e)(i)(D)). In response to the First Request for Comment, GFOA supported
the fee-splitting prohibition in the Initial Draft Rule, noting that it “appears to be an inherent
conflict, and should be avoided.” NAIPFA supported the prohibition, but asked the MSRB to
provide a definition of “fee-splitting arrangements,” under which independent contractors and
subcontractors would fall outside of the prohibition. Lewis Young and Winters LLC stated that
fee-splitting arrangements should be disclosed but not prohibited. SIFMA commented that fee-
splitting arrangements with affiliates, if fully and fairly disclosed, should be permissible. SIFMA

stated that there could be legitimate reasons for such arrangements, including fee structures
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requested by clients of an affiliate, and, with such disclosure, the parties should be free to engage
in the fee arrangement believed to be most economical and efficient under the circumstances.
NABL commented that the provision appears to apply to transactions even when the advice
provided is exempted or excluded from that which would cause one to be a “municipal advisor”
under the SEC Final Rule. Based on this assumption, NABL argued that the prohibition should
apply only when a municipal advisor is giving “non-exempt” advice as part of the same
transaction, not when it is giving advice that is exempt under the SEC Final Rule.

Several commenters provided examples of fee-splitting arrangements that they believed
should not be prohibited. Cooperman stated that a municipal advisor should not be prohibited
from outsourcing certain parts of its municipal advisory activities to independent contractors and
subcontractors, including those that may have advisors on their staffs, when payment to those
third parties is not dependent upon successful conclusion of the financing or payment to the
municipal advisor of its fee. In addition, Cooperman stated the fee-splitting prohibition should
not prevent two advisor firms from contracting with an issuer to perform services for a
predetermined fee that is disclosed to the issuer. Lewis Young, who favored disclosure of fee-
splitting in lieu of a complete prohibition, wrote that municipal advisors should be permitted to
enter into a fee-splitting arrangement with a structuring agent that provides specific quantitative
services on a transaction. Winters LLC asserted that a municipal entity or obligated person
should be able to have its municipal advisor or other professionals (including underwriters, if
after the underwriting period) receive compensation from investment providers or other service
providers for providing oversight and performing other services so long as there is full and fair
written disclosure of the fee-splitting or sharing arrangements. Lamont stated that allowing an

investment provider to pay fees related to the solicitation of the investment by the municipal
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advisor, and that are within the permitted limits of the Internal Revenue Service rules, should be
acceptable as long as the payments are disclosed to the issuer and each investment provider on
the bid list. Wulff Hansen asked whether it would be permissible under the provision for a
municipal advisor to arrange for a routine purchase of services on behalf of the advised client in
a transaction with an entity in which the advisor has an interest (e.g., a purchase of services from
DTCC when the advisor is also a DTCC Participant and thus a part owner of DTCC). Finally,
Piper Jaffray requested that the MSRB clarify that the fee-splitting prohibition, with regards to
underwriters, applies to “any issue for which it is serving as municipal advisor” because the
failure to link the prohibition to the actual advisory engagement could lead to unintended and
adverse consequences.

The MSRB agrees with Piper Jaffray’s comment and amended the provision in the
Revised Draft Rule (now Proposed Rule G-42 (e)(i)(D)) to prohibit a municipal advisor from
making or participating in any fee-splitting arrangement with underwriters on any municipal
securities transaction as to which it has provided or is providing advice.

The MSRB believes that the proposed rule change would help prevent violations of
fiduciary duties and the duty of care by clearly identifying and prohibiting specific fee-splitting
arrangements that are particularly prone to conflict with such duties. Other fee-splitting
arrangements would be permitted, provided they are fully and fairly disclosed.

Payments to Obtain/Retain an Engagement to Perform Municipal Advisory Activities

In response to the First Request for Comment, NABL commented that the Initial Draft
Rule G-42 should not prohibit or require the disclosure of payments made to obtain or retain

municipal advisory business, if those activities are engaged in by persons exempted from
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registration as a municipal advisor under SEC Rule 15Bal-1.% Similarly, the NY State Bar
commented that the prohibition on making payments for the purpose of obtaining or retaining an
engagement to perform municipal advisory activities under subsection (g)(v) of the Initial Draft
Rule (now proposed Rule G-42(e)(i)(E)) is unnecessarily restrictive with too narrow of an
exemption. The NY State Bar stated that the provision should also permit payments to persons
subject to comparable regulatory regimes (e.g., banks, trust companies, broker-dealers and
investment advisors) as well as to affiliates of the municipal advisor so long as, in either case, the
payments are disclosed to the client. SIFMA commented that the proposed rule should allow for
reasonable fees to be paid to affiliates because soliciting on behalf of affiliates does not trigger a
requirement for a person to register as a municipal advisor under the SEC Final Rule. In response
to the Second Request for Comment, Sanchez made a similar comment. In addition, SIFMA
commented that the prohibition should not cover expenditures for normal business entertainment
expenses as well as marketing and sales activities.

In light of the comments received, the MSRB modified the provision (now Proposed Rule
G-42(e)())(E)(1)) so that it would not specifically prohibit municipal advisors from making
payments to an affiliate

for a direct or indirect communication with a municipal entity or obligated

person on behalf of the municipal advisor where such communication is

made for the purpose of obtaining or retaining an engagement to perform
municipal advisory activities....

The modification also would align the paragraph with Section 15B(e)(9) of the Exchange Act,®

which allows affiliates of the municipal advisor to solicit on behalf of the municipal advisor

68 17 CFR 240.15Ba1-1.

o 15 U.S.C. 780-4(e)(9).
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without triggering the municipal advisor registration requirement for the affiliate. The MSRB
would clarify, in proposed subparagraph (e)(i)(E)(2), that a municipal advisor may pay
reasonable fees to another municipal advisor registered as such with the Commission and the
Board for making a similar communication on behalf of the municipal advisor making such
payments. The MSRB would also clarify, in proposed subparagraph (e)(i)(E)(3), that payments
that would qualify as permissible normal business dealings under current MSRB Rule G-20 also
would not violate the prohibition. The revisions would harmonize the proposed rule change with
relevant federal securities laws and rules.

Additional Comments on Specified Prohibitions

BDA and Piper Jaffray suggested adding two prohibitions to Proposed Rule G-42. In
response to the First and Second Requests for Comment, Piper Jaffray suggested adding a
specified prohibition that would prohibit a municipal advisor from taking into account whether it
competes with other firms when the advisor makes a recommendation to its client (e.q., a
recommendation to the client regarding which broker-dealer the client should hire as
underwriter). In response to the First Request for Comment, BDA and Piper Jaffray suggested a
second prohibition, which would prohibit a municipal advisor that is not also registered as, or
affiliated with, a dealer, from using the term “independent,” if used in a manner intended to
convey to potential clients that the municipal advisor is free from any potential conflicts of
interest, and imply that, in contrast to advisors also registered as dealers, the municipal advisor
would provide better advice. Piper Jaffray also stated that continued use of the term

“independent” to connote an advisor free from conflicts should be specifically prohibited in light
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of the issues its continued use could create if market participants confused such advisors with a
person acting as an “independent registered municipal advisor” as used in the SEC Final Rule.”

The MSRB has not incorporated the prohibitions suggested by BDA and Piper Jaffray.
To the extent the described conduct constitutes a material misrepresentation, the MSRB believes
it is already appropriately addressed by Proposed Rule G-42 and existing MSRB Rule G-17,
under which municipal advisors, in the conduct of their municipal advisory activities, must not
engage in any deceptive, dishonest or unfair practice with any person.

Prohibition on Principal Transactions

The MSRB received extensive comments on the proposed provision to prohibit a
municipal advisor (and its affiliates) from engaging in certain principal transactions (as defined
in the proposed rule) with a municipal entity client of the municipal advisor (“prohibition on
principal transactions” or “ban”). Specifically, Proposed Rule G-42(e)(ii) generally would
prohibit a municipal advisor to a municipal entity client, and any affiliate of such municipal
advisor, from engaging in a principal transaction directly related to the same municipal securities
transaction or municipal financial product as to which the municipal advisor is providing, or has
provided, advice.”* Three related provisions of the proposed rule, subsection (f)(i) and
paragraphs .07 and .11 of the Supplementary Material, would, respectively, define the phrase,
“engaging in a principal transaction,” clarify the relationship between the proposed ban and Rule

G-23, and provide guidance regarding the term “other similar financial products” in connection

70 See, e.g., SEC Final Rule, 78 FR at 67471.

& In the Initial Draft Rule, the ban is set forth in section (f); in the Revised Draft Rule and
the proposed rule change, the ban is set forth in subsection (e)(ii).
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with principal transactions as defined in subsection (f)(i). Comments regarding the ban and the
related provisions are discussed below.

General

In response to the First Request for Comment, many commenters raised concerns
regarding: (1) the application of the ban to obligated person clients of municipal advisors; (2) the
scope of the ban; (3) the meaning of “principal transaction” and “principal capacity;” (4) the
ban’s application to transactions by affiliates of municipal advisors; (5) the absence of an
exception to the ban for an advisor or its affiliate based upon full and fair disclosure and the
written consent of a client; and (6) the relationship between the ban and Rule G-23. In response
to the Second Request for Comment, most of the comments focused on: (1) the scope of
principal transactions that would be considered “directly related” to the advised transaction and
come within the ban; (2) the ban’s application to transactions by affiliates of municipal advisors;
and (3) the relationship between the ban and Rule G-23.

Ban Does Not Apply to Obligated Person Clients

In the Initial Draft Rule, the ban prohibited a municipal advisor and its affiliates from
engaging in principal transactions with municipal entity and obligated person clients. The ban in
Proposed Rule G-42(e)(ii) no longer would apply to principal transactions with obligated person
clients. As a result, the comments urging that the ban not apply to obligated persons are not
incorporated in this discussion, except to note that such comments were considered and the
MSRB modified the proposed ban such that it would not apply to principal transactions with
such persons.

Scope and “Directly Related To”
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In Initial Draft Rule G-42, the prohibition on principal transactions was significantly
broader than the ban as modified in the Revised Draft Rule and as further narrowed in this
proposed rule change. In the Initial Draft Rule, a municipal advisor (and its affiliates) generally
were prohibited from engaging in any transaction in a principal capacity to which an obligated
person client or a municipal entity client of the municipal advisor would be the counterparty. In
response to the First Request for Comment, many commenters’? interpreted the proposed
prohibition quite broadly and expressed concerns regarding the scope of the proposed prohibition
on principal transactions by municipal advisors (and their affiliates) with the clients of such
municipal advisors.” Commenters, including ABA, BDA, NABL and Piper Jaffray, interpreted
the ban as covering activities and transactions that were unrelated to the municipal advisory
relationship. The ABA commented that “because banks almost always provide banking products
and services in a principal capacity, the prohibition would prevent commercial banks and their

affiliates from providing any other banking products, such as deposit accounts, loans, or cash

2 Commenters that expressed such concerns include ABA, BDA, Cape Cod Savings,

Coastal, Frost, GFOA, GKB, JP Morgan, Kutak, NABL, NY State Bar, Parsons, Piper
Jaffray, SIFMA and Zion.

& SIFMA suggested narrowing the proposed provision to:

A municipal advisor to a municipal entity client, and any affiliate
of such municipal advisor, is prohibited from engaging in a
principal transaction directly related to the advice rendered by such
municipal advisor (emphasis added).

BDA suggested the following alternative:

A municipal advisor, and any affiliate of such municipal advisor, is
prohibited from engaging in a principal transaction with a
municipal entity client if the structure, timing or terms of such
principal transaction was [sic] established on the advice of the
municipal advisor in connection with a municipal advisory
relationship with such municipal entity client.
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management services . . . despite the fact that these products and services are exempt from the
municipal advisor regulatory regime.” BDA, Frost, SIFMA and Zion, among others, raised
similar concerns regarding the broad reach of the prohibition.

After carefully considering the comments, the prohibition on principal transactions was
significantly narrowed and clarified, as set forth in Revised Draft Rule G-42(e)(ii). The MSRB

limited the ban to “a principal transaction directly related to the same municipal securities

transaction or municipal financial product as to which the municipal advisor is providing advice”

(emphasis added). The Revised Draft Rule would thus prohibit a municipal advisor (and its
affiliates) to a municipal entity client from engaging in a principal transaction directly related to
the same municipal securities transaction or municipal financial product as to which the
municipal advisor is providing advice. The modification was designed to exclude many of the
transactions that some commenters read as potentially covered by the Initial Draft Rule,
including the taking of a cash deposit or the payment by a client solely for professional services.
In response to the Second Request for Comment, some commenters supported the
changes to the proposed rule text. Several other commenters continued to raise concerns
regarding what they believed to be the overly broad scope of the ban. Conversely, one
commenter stated that the ban in Revised Draft Rule G-42(e)(ii) had become too narrow. GFOA
approved of the modification narrowing the proposed ban to “a principal transaction directly
related to the same municipal securities transaction or municipal financial product as to which
the municipal advisor is providing advice,” and Wells Fargo noted that the modification
mitigated the impact of the proposed ban. ABA also welcomed the revision, but suggested
additional changes. In addition, BDA, NY State Bar, Piper Jaffray and SIFMA suggested that the

ban be modified further to narrow or clarify the scope of the ban. ABA recommended that the
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provision require the advice provided by the municipal advisor be provided pursuant to a
municipal advisory relationship; NY State Bar recommended that the prohibition not apply
where the municipal advisor does not make a recommendation to the municipal advisory client to
enter into a transaction with the advisor or its affiliate; and SIFMA recommended that the
provision ban only those principal transactions that are directly related to the advice the
municipal advisor is providing, not merely the same municipal securities transaction or
municipal financial product in connection with which the advice is provided. "* BDA and Piper
Jaffray commented that the term “directly related” was unclear, and recommended alternative
language. In Piper Jaffray’s view, the ban should be limited to a transaction or issuance where a
firm served as a municipal advisor and about which advice was rendered. Alternatively, Piper
Jaffray suggested that the ban should cover transactions “directly related to the advice given
rather than directly related to the transaction itself.” Applying the proposed “directly related to”
standard to certain hypothetically paired transactions, BDA asked whether one of each pair of

such transactions would be considered directly related to the second transaction and therefore

In response to the Second Request for Comment, ABA recommended the provision be
modified to read:

A municipal advisor to a municipal entity client, and any affiliate
of such municipal advisor, is prohibited from engaging in a
principal transaction directly related to the same municipal
securities transaction or municipal financial product as to which
the municipal advisor is providing advice pursuant to a municipal
advisory relationship.

SIFMA recommended the provision be modified to read:

A municipal advisor to a municipal entity client, and any affiliate
of such municipal advisor, is prohibited from knowingly engaging
in a [prohibited] principal transaction.
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subject to the proposed prohibition, and also proposed a modification to the ban.”® Conversely,
Lewis Young argued that, with the changes set forth in the Revised Draft Rule, the scope of the
prohibition on principal transactions has gone from “too broad to too narrow” because the
definition of “engaging in a principal transaction” (discussed in greater detail below) does not
extend fully to the variety of principal transactions in which a municipal advisor could engage,
which would be in conflict with its municipal advisory role and fiduciary duty (e.g., a bank loan
as a substitute for an issuance of municipal securities).

The principal transactions ban is incorporated in the proposed rule change as Proposed
Rule G-42(e)(ii). The MSRB has determined not to narrow, broaden or otherwise modify the
standard--“directly related to the same municipal securities transaction or municipal financial
product as to which the municipal advisor is providing advice”--in response to the comments
received. The MSRB believes that the various alternative rule texts proposed by commenters
would not be more effective or efficient means for achieving the stated objective of Proposed
Rule G-42(e)(ii), which is to eliminate a category of particularly acute conflicts of interest that

would arise in the fiduciary relationship between a municipal advisor and its municipal entity

& In connection with interpreting the scope of the “directly related to” standard, BDA asked

whether: (1) selling securities as a principal after winning a competitive bid for an open
market refunding escrow on a refunding bond issue for which the firm was a municipal
advisor would be a transaction “directly related to” the refunded bond issue and therefore
a prohibited principal transaction; (2) acting as the underwriter on a series of variable rate
bonds would be directly related to acting as the municipal advisor for a related swap, and
be prohibited; and, (3) underwriting a refunding issue years after serving as a municipal
advisor for the initial issue would be a transaction that would be considered directly
related to the initial issue and prohibited.

BDA recommended the provision be modified to delete the “directly related to” standard
and substitute: “if the structure, timing or terms of such principal transaction was
established on the advice of the municipal advisor in connection with a municipal
advisory relationship with such municipal entity client.”
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client. The alternatives offered by various commenters are similar in that they would seek to
limit the scope of prohibited transactions to those pertaining to the advice rendered by the
municipal advisor. If adopted, such a change could leave transactions that have a high risk of
self-dealing insufficiently addressed. For example, a municipal advisor that provided advice to a
municipal entity regarding the timing and structure of a new issuance arguably would not be
prohibited from acting as principal in entering into an interest rate swap for the same issuance so
long as the advisor refrained from advising on the swap. In addition, in response to the comments
that the standard would continue to raise questions whether a transaction was prohibited under
Proposed Rule G-42(e)(ii) and the suggestion that the MSRB further amend the provision to
clarify the provision, the MSRB does not believe it would be feasible or desirable, given the
principled nature of the provision, to specify in advance its application in all circumstances. As
noted above, the proposed principal transactions ban is revised to clarify that the prohibition
applies both to principal transactions that occur while the municipal advisor is providing advice
with respect to a directly related municipal securities transaction or municipal financial product,
and after the municipal advisor has provided such advice.

“Engaging in a Principal Transaction” and “Other Similar Financial Products”

In response to the First Request for Comment, certain commenters, including GFOA,
NAIPFA, SIFMA and Wulff Hansen, commented that the MSRB should provide additional
guidance regarding the meaning of various terms (e.qg., “principal capacity” and “principal
transaction”) for purposes of interpreting the proposed prohibition on principal transactions.
Several commenters, including GFOA, Wulff Hansen and First Southwest, sought clarification
regarding the types of transactions that would constitute principal transactions. For example, the

GFOA requested that the MSRB provide examples of prohibited and acceptable practices; Wulff



189 of 639

Hansen asked that the MSRB specify whether the sale of other additional municipal advisory or
related services would constitute a prohibited principal transaction; and First Southwest asked
whether a municipal advisor that also facilitates private placements would be engaged in a
principal transaction.

In response to comments, the Revised Draft Rule G-42(f)(i) added, for purposes of the
Revised Draft Rule, a defined term, “engaging in a principal transaction” to mean: “when acting
as principal for one’s own account, selling to or purchasing from the municipal entity client any
security or entering into any derivative, guaranteed investment contract, or other similar financial
product with the municipal entity client.”

In response to the Second Request for Comment, ABA and GFOA expressed support for
the proposed defined term. Another commenter, Sanchez, asked the MSRB to include a non-
exhaustive list of specific common roles (such as underwriter) in addition to the general
description. NY State Bar recommended two significant changes intended to narrow the scope of
the prohibition and the definition of principal transaction: (1) the “somewhat open-ended” phrase
“other similar financial product” should be amended to refer exclusively to municipal financial
products, as defined in the Exchange Act; and (2) the definition of “engaging in a principal
transaction” should be amended to make clear that the term does not include any of the banking
activities as to which a bank may provide advice without being registered as a municipal advisor
pursuant to the exemption in the SEC Rule 15Bal-1(d)(3)(iii),”® including holding investments
in a deposit or savings account, certificate of deposit or other deposit instrument issued by a
bank; extensions of credit by a bank to a municipal entity or obligated person, including the

issuance of a letter of credit; the making of a direct loan, or the purchase of a municipal security

° 17 CFR 240.15Ba1-1(d)(3)(iii).
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by the bank for its own account; holding funds in a sweep account; or investments made by a
bank acting in the capacity of an indenture trustee or similar capacity.

In response to comments filed regarding the Second Request for Comment, including
Lewis Young’s, the proposed rule would provide additional guidance regarding the term, “other
similar financial products.” Proposed Supplemental Material paragraph .11 would provide that,
as used in Proposed Rule G-42(f)(i), “other similar financial products,” “includes a bank loan,
but only if it is in an aggregate principal amount of $1,000,000 or more and it is economically
equivalent to the purchase of one or more municipal securities.” The MSRB notes that the term
“other similar financial products” is not limited to refer exclusively to municipal financial
products, as defined in the Exchange Act, in that a fiduciary’s obligation to its client -- not to
engage in principal transactions in which the fiduciary’s financial interests and concerns conflict
with those of the client -- is not so limited. For the same reason, the MSRB has determined not to
limit the scope of banned transactions, which are covered based generally on conflicts principles,
to the category of transactions as to which advising triggers a registration requirement as a
municipal advisor.

Exceptions to Ban

In the First Request for Comment, the MSRB specifically sought comments on whether a
ban on principal transactions by municipal advisors was the appropriate regulatory approach, or
whether a municipal advisor should be permitted to engage in certain types of principal
transactions with its client, with full and fair disclosure and written client consent, and, if so,
what types of principal transactions should be allowed.

In response to the First Request for Comment, several commenters, including ABA, First

Southwest, Frost, GKB, Kutak, JP Morgan, NABL and SIFMA, expressed concerns regarding
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what they viewed as the overly broad prohibition on principal transactions between municipal
advisors and their clients. Several commenters, including the ABA, Cape Cod Savings, Frost,
NABL, SIFMA and Zion, stated that the prohibition could do a disservice to municipal entities
by unnecessarily and substantially restricting the choices available to municipal entities that
engage their municipal advisors (or their affiliates) in other types of transactions that would be
prohibited by the Initial Draft Rule. In addition, several commenters, including ABA, Kutak,
NABL, Parsons, SIFMA, Sutherland and Wells Fargo, believed that a municipal advisor should
be permitted to engage in certain types of principal transactions with its clients if the municipal
advisor provides its client with full and fair disclosure and then receives informed consent from
the client. NABL stated that the proposed ban would conflict with common law, under which an
agent’s fiduciary duties of loyalty and care could be waived or otherwise modified by the
principal if the principal is not legally incompetent. Kutak commented that the Initial Draft Rule
should not prohibit all principal transactions with municipal entities when the client is
sufficiently sophisticated to adequately assess the risks of the transactions. Kutak believed
transactions involving an investment in an instrument where an established market exists and a
municipal entity client could readily ascertain the reasonableness and fairness of the price should
be allowed under the Initial Draft Rule.

Also, multiple commenters, including ABA, Kutak, NABL and SIFMA (in response to
the First Request for Comment) and FSR and Zion (in response to the Second Request for
Comment), noted that under Section 206(3) of the Investment Advisers Act and other regulatory

regimes, certain principal transactions are permitted based upon full and fair disclosure and client
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consent.”” The commenters suggested that a similar mechanism should be included in the ban
that would allow municipal advisors to engage in principal transactions with their municipal
entity clients, subject to similar disclosure and consent requirements. NABL also commented
that, if the MSRB adopted a provision that was consistent with the SEC’s guidance under the
Investment Advisers Act regarding an exception to a ban based on disclosure and informed
consent, the MSRB should provide clear guidance to market participants to avoid confusion.

In contrast, commenters Lewis Young and NAIPFA supported the proposed ban on
principal transactions and did not recommend creating exceptions or narrowing its scope. Lewis
Young commented that the ban was appropriate, stating that a party cannot be both a fiduciary
and a principal party in a buyer/seller relationship if the sale is an asset, financial product or
something other than services that are compatible with the fiduciary role.

The MSRB carefully considered the comments received that urged the MSRB to include
one or more exceptions to the prohibition on principal transactions. After considering the
fiduciary duty of the municipal advisor in its relationship to a municipal entity client and the
possibilities for self-dealing, the MSRB believes that the proposed prohibition on principal

transactions is sufficiently targeted and should be retained. In addition, the MSRB believes that

" See 15 U.S.C. 80b-6 and the rules adopted thereunder, which prohibit an adviser, acting

as a principal for its own account, from knowingly selling any security to or purchasing
any security from a client for its own account, without disclosing to the client in writing
the capacity in which it (or an affiliate) is acting and obtaining the client’s consent before
the completion of the transaction.

SIFMA also referred to the regulation of swap dealers and security-based swap dealers
that also serve as advisors to Special Entities (which includes municipal entities) under
the CEA. See 7 U.S.C. 1 et seq. According to SIFMA, the CEA does not preclude such
advisors from entering, in a principal capacity, into derivatives transactions with the
Special Entities that they advise, including municipal entities, subject to the duty of the
advisor to act in the best interests of the Special Entity.
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exceptions to the prohibition based on disclosure and client consent, even if limited to
sophisticated municipal entities, would not sufficiently protect municipal entity clients from
potential self-dealing-related abuses. The prohibition has been narrowed to ban only those
transactions that (1) are “directly related” to the same municipal securities transaction or
municipal financial product as to which the municipal advisor is providing or has provided
advice and (2) are purchases or sales of a security or involve entering into a derivative,
guaranteed investment contract, or other similar financial product with the municipal entity client
(as discussed, supra). In the MSRB’s view, the prohibition on principal transactions should not at
this juncture be modified or narrowed, given the acute conflicts of interest presented and the risk
of self-dealing by a regulated entity (or its affiliate).

Affiliates

In response to the First Request for Comment, a number of commenters commented on
the ban’s coverage of principal transactions by affiliates of a municipal advisor, including ABA,
Frost, JP Morgan, Parsons, Piper Jaffray, SIFMA, Wells Fargo and Zion.

The ABA, SIFMA and other commenters commented generally that other fiduciary

regimes do not prohibit all affiliates of a fiduciary from engaging in principal transactions with

8 Similar concerns regarding conflicts of interests arising when a regulated entity would

provide financial advice to a municipal issuer and also serve as underwriter were raised
by the MSRB and commenters in connection with SR-MSRB-2011-03, a proposed rule
change to amend MSRB Rule G-23 relating to the activities of financial advisors, which
was approved by the Commission. See Exchange Act Release No. 64564 (May 27, 2011),
76 FR 32248, 32249 (June 3, 2011) (order approving File No. SR-MSRB-2011-03)
(“[T]he proposed rule change resulted from a concern that a dealer financial advisor’s
ability to underwrite the same issue of municipal securities, on which it acted as financial
advisor, presented a conflict that is too significant for the existing disclosure and consent
provisions of Rule G-23 to cure. Even in the case of a competitive underwriting, the
perception on the part of issuers and investors that such a conflict might exist was
sufficient to cause concern that permitting such role switching was not consistent with ‘a
free and open market in municipal securities’” (emphasis added)).
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the party owed the fiduciary duty. Wells Fargo also sought to limit the coverage of the ban,
commenting that the ban should not apply to certain affiliates. In Wells Fargo’s view, affiliates
of large financial institutions often offer substantially different services, operate with distinct
governance structures and employ information barriers, and, in such instances, if a non-
municipal advisor affiliate is not connected to the municipal advisor relationship, the risk of a
conflict of interest in a principal transaction between a municipal advisor client and the non-
municipal advisor affiliate is significantly diminished. Wells Fargo suggested that the MSRB not
apply the ban to affiliates or, at a minimum, limit the ban to principal transactions of affiliates
that are directly related to the municipal advisory relationship that the municipal advisor affiliate
has with the client. ABA, NABL, SIFMA, Wells Fargo, Zion and other commenters generally
expressed concerns related to regulating conduct of affiliates of municipal advisors, specifically
the imposition of compliance burdens on the affiliates and possible unintended consequences to
clients if certain products and services offered by affiliates of the municipal advisor were no
longer available to clients. ABA and NABL commented that the MSRB does not have apparent
authority to regulate the conduct of affiliates of municipal advisors that are not brokers, dealers
or municipal securities dealers, and thus, any ban should be narrowly-tailored and addressed to
the municipal advisor’s right to advise, rather than its affiliates’ rights to engage in unrelated
transactions.

In response to the Second Request for Comment, ABA, FSR, SIFMA and Wells Fargo
included significant comments that focused on the ban’s application to transactions by affiliates.
With respect to affiliates, among the concerns raised was the difficulty that municipal advisors
and their affiliates might have in identifying transactions that are related to an advised

transaction, particularly within large organizations, and the likely significant cost of compliance.
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Commenters, such as SIFMA and Wells Fargo, also questioned the value of extending the
prohibition to affiliates of a municipal advisor, stating that, in scenarios where the affiliate has no
knowledge of the municipal advisory relationship, or where the municipal advisor has no
knowledge of an affiliate’s contemplated principal transaction, the parties would not be likely to
engage in self—dealing or profit from the affiliation.

SIFMA suggested that the MSRB include the emphasized modifier in subsection (e)(ii) as
follows: “A municipal advisor to a municipal entity client, and any affiliate of such municipal
advisor, is prohibited from knowingly engaging in a principal transaction . . . .” (emphasis
added), which is the same modifier contained in the provision on principal transactions in the
Investment Advisers Act.”® Wells Fargo suggested a modification to exempt municipal advisor
affiliates operating with information barriers, stating that such entities are unlikely to engage in
the self-dealing that the rule is aimed at preventing.

After considering the fiduciary duty of the municipal advisor in its relationship to a
municipal entity client and the risk of self-dealing, the MSRB believes that the proposed
prohibition on principal transactions, including its application to affiliates, is sufficiently
targeted. In the MSRB’s view, the proposed prohibition should be retained without exceptions,
including one based on disclosure and consent, for the reasons set forth above, given the acute
nature of the conflicts of interest presented and the risks of self-dealing by affiliates in
transactions that are “directly related” to the same municipal securities transaction or municipal
financial product as to which the affiliated municipal advisor is providing or has provided
advice. Significantly, the prohibition is limited to certain types of transactions (i.e., purchases or

sales of a security or those involving entering into a derivative, guaranteed investment contract,

" See15U.S.C. 80b-6(3).
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or other similar financial product). Finally, in connection with affiliates, if the prohibition on
principal transactions were modified by “knowingly,” the MSRB believes the standard would be
overly stringent, which could hinder regulatory examinations and enforcement.

Relationship between the Ban and Rule G-23

In the First Request for Comment, the ban prohibiting municipal advisors (and their
affiliates) from engaging in principal transactions with the municipal advisor’s clients included
the exception: “Except for an activity that is expressly permitted under [MSRB] Rule G-23”
(“Rule G-23 exception”). The Rule G-23 exception was included to address the interrelationship
between the proposed specific prohibition on principal transactions in Initial Draft Rule G-42
and principal transactions that are permitted by underwriters under Rule G-23.

Commenters sought clarity regarding the relationship between Rule G-23 and the
prohibition on principal transactions in the Initial Draft Rule. In response to the First Request for
Comment, commenters asked whether the prohibition on principal transactions was in conflict
with principal transactions discussed in Rule G-23, under which a municipal advisor could
acquire, as a principal, all or any portion of an issuance of municipal securities for which the
municipal advisor had provided advice, as long as the municipal advisor complied with Rule G-
23. BDA and GKB noted that, although the provision in the proposed ban referenced an
exception for activities that are expressly permitted under Rule G-23, it was unclear what
principal transactions would be permitted. Lamont commented that MSRB rules applicable to
municipal advisors should not conflict with MSRB rules applicable to dealers regarding principal
transactions, observing that, in its view, a fiduciary duty to the issuer will require additional steps

to ensure that the pricing has been at least as favorable as having a third party in the transaction.
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After careful consideration of the comments, the MSRB developed the Revised Draft
Rule to clarify the relationship between the proposed ban on principal transactions and those
principal transactions currently permitted under Rule G-23. Specifically, paragraph .07 to the
Supplementary Material of the Revised Draft Rule described the Rule G-23 exception to the ban,
providing that subsection (e)(ii) would not apply to an acquisition as principal, either alone or as
a participant in a syndicate or other similar account formed for the purpose of purchasing,
directly or indirectly, from an issuer all or any portion of an issuance of municipal securities,
provided that the municipal advisor complied with the requirements of Rule G-23. Thus, the
Rule G-23 exception was more clearly described using the particular terminology in Rule G-23,
rather than solely cross-referencing Rule G-23.

Several of the comments received in response to the Second Request for Comment
continued to seek clarification regarding the Rule G-23 exception, desiring to avoid confusion
regarding any express and direct conflict between the ban and Rule G-23. GFOA sought
additional amendments to paragraph .07 of the Supplementary Material, seeking to “ensure that
no component of a final Rule on G-42 removes the authority of issuers to decide for themselves
how they utilize a [municipal advisor] or underwriter on a transaction so long as compliance with
MSRB Rule G-23, MSRB Rule G-42 and the SEC’s Municipal Advisor Rule are maintained.” In
BDA'’s view, the Revised Draft Rule language did not clarify the provision compared with the
prior language regarding when a municipal advisor could act as a principal on the same
transaction for which it is providing advice.

Sanchez appeared to interpret the provision to mean that a transaction permitted by Rule
G-23 would be deemed in all cases to be lawful vis-a-vis other requirements under proposed

Rule G-42 (such as the duty of loyalty) and under other laws (such as the statutory fiduciary
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duty). Columbia Capital commented that the sentence regarding the Rule G-23 exception in
paragraph .07 of the Supplementary Material should be deleted because it “contemplates a
situation where an MA could serve as a principal in a transaction for which it provides MA
services, creating a conflict” with the proposed prohibition on principal transactions. Finally,
ABA commented that the clarification regarding the conflict between Rule G-23 and draft Rule
G-42(e)(ii) is unnecessary, or, if the clarification is retained, the phrase, “provided that the
municipal advisor complies with all of the provisions of Rule G-23,” should be deleted and the
phrase, “provided that such a transaction is not prohibited by the provisions of Rule G-23,”
should be incorporated.

The MSRB notes that the purpose of the sentence regarding the Rule G-23 exception in
paragraph .07 of the Supplementary Material is to avoid a potential inconsistency in the MSRB’s
rules by providing specifically in Proposed Rule G-42, until such time as the MSRB may further
review and potentially revise Rule G-23, that the specific ban on principal transactions in
proposed subsection (e)(ii) does not prohibit a type of principal transaction that is already
addressed and prohibited to a certain extent by Rule G-23. To further clarify this point, and
respond to the comment by ABA, the MSRB has deleted the phrase “provided that the municipal
advisor complies with all the provisions of Rule G-23” from the end of paragraph .07, and
substituted the phrase “that is a type of transaction that is addressed by Rule G-23.” Also, in
response to the comments requesting additional clarification, the MSRB has included the phrase
“on the basis that the municipal advisor provided advice as to the issuance.” Proposed paragraph
.07 of the Supplementary Material, as revised, would provide:

In addition, the specific prohibition in subsection (e)(ii) . . . shall not apply

to an acquisition as principal, either alone or as a participant in a syndicate

or other similar account formed for the purpose of purchasing, directly or
indirectly, from an issuer all or any portion of an issuance of municipal
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securities on the basis that the municipal advisor provided advice as to the
issuance because that is a type of transaction that is addressed and
prohibited in certain circumstances by Rule G-23 (emphasis added).

The MSRB cautions that this provision is quite limited, providing an exception only to
the specific prohibition in subsection G-42(e)(ii); and it would not mean, for example, that a
transaction not prohibited by Rule G-23 is deemed in all cases to be lawful vis-a-vis all other
requirements under Proposed Rule G-42 (such as the duty of loyalty) and under other laws (such
as the statutory fiduciary duty).

Inadvertent Advice — Supplementary Material .06

In response to the Second Request for Comment, several commenters expressed concerns
and suggested changes to the inadvertent advice exclusion in paragraph .06 of the Supplementary
Material to the Revised Draft Rule. First, NAIPFA believed the paragraph impermissibly creates
an additional exemption from the Commission’s definition of the term “municipal advisor” and
is inconsistent with Rule G-23, allowing broker-dealers to provide advice to municipal entities
and obligated persons as municipal advisors without becoming subject to corresponding
fiduciary responsibilities and ultimately allowing such municipal advisors to serve as
underwriters of the securities being issued. Similarly, WM Financial believed paragraph .06
negated Rule G-23 and effectively allowed broker-dealers to serve as municipal advisors and
then switch to serving as underwriters, undermining the definition of “municipal advisor” and the
exemptions thereto provided by the SEC. Contrary to NAIPFA and WM Financial, Sanchez
stated that “it appears reasonably clear at the moment that Supplementary Material .06 is only
intended to provide relief from subsections (b) and (c) of Proposed Rule G-42;” however, he
believed it would be useful for the MSRB to also include an affirmative statement that even

inadvertent advice is subject to all other rules and requirements applicable to municipal advisory
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activities and financial advisory relationships entered into by broker-dealers under Rule G-23,
Commission rules, and the fiduciary duty set forth in the Exchange Act.

NAIPFA and WM Financial misinterpreted the safe harbor provided by paragraph .06 as
broadly relieving a municipal advisor of other regulatory requirements. To address such
confusion, the MSRB has revised paragraph .06 of the Supplementary Material to include a
clarifying statement that the relief the paragraph provides “has no effect on the applicability of
any provisions” of Proposed Rule G-42, other than sections (b) and (c) (relating to
documentation of the municipal advisory relationship and the disclosure of conflicts of interest,
respectively) or any other legal requirements applicable to municipal advisory activities, which
would include, but are not limited to, SEC rules and Rule G-23.

Second, SIFMA suggested that the MSRB broaden the limited safe harbor provided by
paragraph .06 to relieve municipal advisors that inadvertently engage in municipal advisory
activities from compliance with section (d) and subsection (e)(ii) of the Revised Draft Rule.
Section (d) would require a suitability analysis of recommendations made by the municipal
advisor or by a third party while subsection (e)(ii) would prohibit principal transactions directly
related to the same municipal securities transaction or municipal financial product as to which
the municipal advisor is providing or has provided advice. The MSRB believes that, despite
inadvertently engaging in municipal securities activities, a municipal advisor should not be
relieved of complying with the suitability analysis requirement to the extent the municipal
advisor made or reviewed a recommendation as contemplated by Proposed Rule G-42(d).
Further, the MSRB does not believe, as SIFMA suggested, that firms would be less likely to
perform the disclaimer process under paragraph .06 because doing so would not permit them to

engage in a principal transaction prohibited under Proposed Rule G-42(e)(ii). Specifically, use of
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the exemption under paragraph .06 would only relieve a municipal advisor of compliance with
the requirements of Proposed Rule G-42(b) and (c), and the prohibition on principal transactions
would apply to the municipal advisor regardless. Therefore, the MSRB has not revised paragraph
.06 in response to these comments.

Third, NAIPFA highlighted the importance of prompt use of the safe harbor provided by
paragraph .06, suggesting that the proposed rule require utilization within ten days of discovery
of the inadvertent advice. The MSRB has not prescribed a strict time frame for when the
documentation must be provided by the municipal advisor beyond the general “promptly”
standard, as doing so would create an arbitrary bright line that would be of limited benefit to
municipal advisors or their clients. In response to the comment and to ensure that municipal
advisors seeking to obtain the relief provided under paragraph .06 do so in a timely manner after
having discovered that they inadvertently provided advice, the MSRB modified paragraph .06 to
require municipal advisors to provide the documentation it prescribes “as promptly as possible
after discovery” (emphasis added).

Fourth, SIFMA noted that there are circumstances in which a registered municipal
advisor could be engaged in municipal advisory activities for some clients, but inadvertently
provide advice to another client, and, therefore, could not state that it “has ceased engaging in
municipal advisory activities” to comply with paragraph .06. In response to the comment, the
MSRB has revised the disclaimer required by subparagraph (a) of paragraph .06 of the
Supplementary Material to state that, effective immediately, the municipal advisor has ceased

engaging in municipal advisory activities “with respect to that municipal entity or obligated

person in regard to all transactions and municipal financial products as to which advice was

inadvertently provided . . . .” (emphasis added). This revision would clarify that the municipal
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advisor is not required to cease all municipal advisory activities to obtain the relief provided by
paragraph .06.

Fifth, NAIPFA highlighted the importance of the identification of the inadvertent advice,
suggesting requiring the identification of absolutely all of the inadvertent advice. In response to
this comment, the MSRB revised subparagraph (c) of paragraph .06 to require that the municipal
advisor identify all of the advice that was provided inadvertently, based on a reasonable
investigation. This objective standard for the investigation would avoid requiring municipal
advisors to go to impractical lengths to ensure that all inadvertent advice was identified, and the
MSRB believes this would be sufficient to allow municipal advisor clients to assess risk
exposure from any reliance on the advice and determine what potential mitigating actions need to
be taken.

Finally, SIFMA suggested that the MSRB should carve out an exception for all advice
that is incidental to brokerage/securities execution services. In the MSRB’s view, SIFMA’s
request, as noted above, is a request that the MSRB interpret the SEC Final Rule and the
definition of “municipal advisor,” therein. The authority to interpret the Commission’s rule lies
with the Commission and the request should be directed to the Commission. As such, the MSRB
declines to revise paragraph .06 of the Supplementary Material in this manner.

Trigger for Municipal Advisor Relationship

Subsection (f)(vi) would define “municipal advisory relationship” for purposes of
Proposed Rule G-42 and states that a municipal advisory relationship will “be deemed to exist
when a municipal advisor enters into an agreement to engage in municipal advisory activities for
a municipal entity or obligated person.” In response to the Second Request for Comment,

Columbia Capital objected to the deletion of “engages” from the definition of “municipal
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advisory relationship” in subsection (f)(vi) of the Revised Draft Rule. Specifically, Columbia
Capital stated that, “[i]f a person provides ‘advice’ he/she should trigger the [municipal advisor]
duties at the time of providing that advice and should be considered [a municipal advisor] unless
that person qualifies for an exemption or exclusion at the time such advice is provided.” Under
the proposed rule change, the municipal advisory relationship would begin at the time a
municipal advisor enters into an agreement to engage in municipal advisory activities, which
then triggers the documentation requirements of Proposed Rule G-42(c).

The MSRB believes Columbia Capital’s concern is moot because the other duties
required by Proposed Rule G-42, including, but not limited to, providing written disclosures to
clients, would be triggered when a municipal advisor engages in municipal advisory activities.
The MSRB also notes that engaging in municipal advisory activities would subject a firm to
municipal advisor registration requirements and any other legal requirements applicable to
municipal advisory activities. Accordingly, the MSRB has not revised subsection (f)(vi) of the
Revised Draft Rule, as incorporated into the proposed rule, in response to this comment.

Economic Analysis of Comments on Economic Implications of Proposed Rule

Economic Analysis — Cost of Compliance

Several commenters stated that the cost of complying with the proposed rule would be
“burdensome” or “significant.” In some cases, commenters identified alternative approaches that
they considered to be less costly. No commenter provided specific cost information or data that
would support an improved estimate of the costs of compliance.

FSR and SIFMA Dboth stated that the requirement on municipal advisors to provide
disclosure of all material conflicts of interest including any of its affiliates that provides any

advice, service, or product directly or indirectly related to performing municipal advisory
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activities would be burdensome, particularly for municipal advisors that are part of large
financial conglomerates. Sanchez commented that a “written statement” would be less
burdensome than “written documentation” when municipal advisors conclude that material
conflicts of interest exist. FSR, SIFMA, and Sanchez commented that the detailed disclosure of
disciplinary events material to the client’s evaluation of the municipal advisor could be
accomplished at a lower cost by allowing municipal advisors to reference the documentation
provided to the SEC on Forms MA and MA-I. Columbia Capital requested that the MSRB
consider allowing municipal advisors to use more than one document to meet the requirement for
documentation of the municipal advisory relationship.

The MSRB agrees that municipal entities and obligated persons can be made aware of
relevant conflicts of interest at a lower cost by revising some of the requirements. To that end,
the MSRB amended Proposed Rule G-42(b)(i)(A) to narrow the scope of potential conflicts that
would need to be disclosed from those that “might” impair the advisor’s ability to provide advice
to those that “could reasonably be anticipated to impair” the advisor’s ability and Proposed Rule
G-42(b)(i)(B) to remove the requirement to disclose potential conflicts that might arise from
advice, service, or products provided by affiliates and indirectly related to the performance of
municipal advisory activities. The MSRB also amended Rule G-42(b)(i) to allow for a written
statement instead of written documentation if a municipal advisor concludes that no known
material conflicts of interest exist. The MSRB also agrees that information regarding
disciplinary events may be disclosed by identification of the specific type of the event and
specific reference to the relevant portions of Forms MA and MA-I and has amended Proposed

Rule G-42(b)(ii) to reflect this. Finally, the MSRB has clarified that a municipal advisor may use
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multiple documents to document the relationship by adding the plural “writings” to Proposed
Rule G-42(c).

Economic Analysis — Transition Period

Lewis Young urged the MSRB to adopt a transitional period to permit advisors to honor
their existing financial advisory agreements. They stated that many financial advisory
agreements are longer-term arrangements and that advisors should be provided with a reasonable
opportunity to conform existing arrangements to the requirements of the proposed rule when
they are renewed or after a reasonable phase-in period after the rule is finalized. Zion also urges
the MSRB to include a transitional provision to permit advisors to honor existing contracts,
including many that are multi-year contracts. Zion notes the significant time, effort, and expense
that would be involved to supplement or amend existing contracts with additional content and
disclosure required by the proposed rule. Zion states that under particular state and/or local
procurement laws, the alterations to existing agreements may reopen the request for proposal
process for issuers to hire municipal advisors, requiring additional (and significant) time, effort,
and expense.

The MSRB believes that the required disclosure can generally be accomplished without
formal amendments and, therefore, that the costs imposed will be less significant than generally
anticipated.

Economic Analysis — Burden on Small Municipal Advisors

MSRB did not receive any comments specific to the Dodd-Frank Act requirement that

MSRB rules not impose a regulatory burden on small municipal advisors that is not necessary or
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appropriate in the public interest and for the protection of investors, municipal entities, and
obligated persons provided that there is robust protection of investors against fraud.*

Nonetheless, the MSRB has been sensitive to the potential impact of the requirements
contained in Proposed Rule G-42. To that end, the MSRB has made efforts to minimize costs,
particularly those that might be expected to disproportionately impact smaller firms. In addition
to the amendments discussed above that will reduce compliance costs, the MSRB has made
changes to proposals included in prior Requests for Comment such as clarifying the obligations
owed by municipal advisors to obligated persons, narrowing the circumstances under which
disclosures related to the municipal advisory relationship and compensation arrangements need
to be made, and removing disclosure requirements related to professional liability insurance.

The MSRB acknowledges that there will be costs associated with complying with this
proposed rule and that some municipal advisors, including smaller firms, may exit the market as
a result. However, the MSRB believes the costs and burdens are limited to those necessary to
meet the objectives of the rule, consistent with its statutory basis.

11. Date of Effectiveness of the Proposed Rule Change and Timing for Commission Action

Within 45 days of the date of publication of this notice in the Federal Register or within

such longer period of up to 90 days (i) as the Commission may designate if it finds such longer
period to be appropriate and publishes its reasons for so finding or (ii) as to which the self-
regulatory organization consents, the Commission will:

(A) by order approve or disapprove such proposed rule change, or

(B) institute proceedings to determine whether the proposed rule change should be

disapproved.

80 See 15 U.S.C. 780-4(b)(2)(L)(iv).
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V. Solicitation of Comments

Interested persons are invited to submit written data, views, and arguments concerning
the foregoing, including whether the proposed rule change is consistent with the Act. Comments
may be submitted by any of the following methods:

Electronic comments:

e Use the Commission's Internet comment form (http://www.sec.gov/rules/sro.shtml); or

e Send an e-mail to rule-comments@sec.gov. Please include File Number SR-MSRB-

2015-03 on the subject line.

Paper comments:

e Send paper comments in triplicate to Secretary, Securities and Exchange Commission,
100 F Street, NE, Washington, DC 20549.
All submissions should refer to File Number SR-MSRB-2015-03. This file number should be
included on the subject line if e-mail is used. To help the Commission process and review your
comments more efficiently, please use only one method. The Commission will post all

comments on the Commission’s Internet website (http://www.sec.gov/rules/sro.shtml). Copies of

the submission, all subsequent amendments, all written statements with respect to the proposed
rule change that are filed with the Commission, and all written communications relating to the
proposed rule change between the Commission and any person, other than those that may be
withheld from the public in accordance with the provisions of 5 U.S.C. 552, will be available for
website viewing and printing in the Commission’s Public Reference Room, 100 F Street, NE,
Washington, DC 20549 on official business days between the hours of 10:00 am and 3:00 pm.
Copies of the filing also will be available for inspection and copying at the principal office of the

MSRB. All comments received will be posted without change; the Commission does not edit
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mailto:rule-comments@sec.gov
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personal identifying information from submissions. You should submit only information that you
wish to make available publicly. All submissions should refer to File Number SR-MSRB-2015-

03 and should be submitted on or before [insert date 21 days from publication in the Federal

Reqister].

For the Commission, by the Division of Trading and Markets, pursuant to delegated

authority.®

Secretary

81 17 CFR § 200.30-3(a)(12).
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Overview

The Municipal Securities Rulemaking Board (“MSRB”) is seeking comment
on draft Rule G-42 on standards of conduct and duties of municipal advisors
when engaging in municipal advisory activities other than the undertaking of
solicitations. The MSRB is also seeking comment on associated draft
amendments to Rules G-8, on books and records, and G-9, on the
preservation of records.

Comments should be submitted no later than March 10, 2014, and may be
submitted in electronic or paper form. Comments may be submitted
electronically by clicking here. Comments submitted in paper form should
be sent to Ronald W. Smith, Corporate Secretary, Municipal Securities
Rulemaking Board, 1900 Duke Street, Suite 600, Alexandria, Virginia 22314.
All comments will be available for public inspection on the MSRB's website."

Questions about this notice should be directed to Michael L. Post, Deputy
General Counsel, or Kathleen Miles, Associate General Counsel, at 703-797-
6600.

Background

In the aftermath of the financial crisis of 2008, Congress passed the Dodd-
Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act").2
Congress, among other things, amended Section 15B of the Securities
Exchange Act of 1934 (“Exchange Act”) to provide for the

© 2014 Municipal Securities Rulemaking Board. All rights reserved.

! Comments are posted on the MSRB website without change. Personal identifying
information such as name, address, telephone number, or email address will not be edited
from submissions. Therefore, commenters should only submit information that they wish to
make available publicly.

? pub. Law No. 111-203, 124 Stat. 1376 (2010).
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regulation by the Securities and Exchange Commission (“SEC”) and the MSRB
of municipal advisors® and to grant the MSRB certain authority to protect
municipal entities* and obligated persons.5 The Dodd-Frank Act accordingly
grants the MSRB broad rulemaking authority over municipal advisors and
municipal advisory activities.® The Dodd-Frank Act’s legislative history
indicates Congress was concerned that the municipal securities market had

* Section 15B(e)(4)(A) of the Exchange Act defines the term “municipal advisor” to mean, in
relevant part and subject to certain exceptions,

a person (who is not a municipal entity or an employee of a municipal entity) that (i)
provides advice to or on behalf of a municipal entity or obligated person with
respect to municipal financial products or the issuance of municipal securities,
including advice with respect to the structure, timing, terms, and other similar
matters concerning such financial products or issues; or (ii) undertakes a solicitation
of a municipal entity.

As noted below, the SEC has adopted final rules on the registration of municipal advisors
that set out the SEC’s definition of “municipal advisor” to which the municipal advisor
regulatory regime is to apply. The term “municipal advisor” is used in this notice, draft Rule
G-42 and the associated amendments to Rules G-8 and G-9 with the same meaning as set
forth in the SEC definition, but excluding solicitors.

* Section 15B(e)(8) of the Exchange Act defines the term “municipal entity” to mean:

any State, political subdivision of a State, or municipal corporate instrumentality of
a State, including ---- (A) any agency, authority, or instrumentality of the State,
political subdivision, or municipal corporate instrumentality; (B) any plan, program,
or pool of assets sponsored or established by the State, political subdivision, or
municipal corporate instrumentality or any agency, authority, or instrumentality
thereof; and (C) any other issuer of municipal securities.

> Section 15B(e)(10) of the Exchange Act defines the term “obligated person” to mean:

any person, including an issuer of municipal securities, who is either generally or
through an enterprise, fund, or account of such person, committed by contract or
other arrangement to support the payment of all or part of the obligations on the
municipal securities to be sold in an offering of municipal securities.

® Section 15B(b)(2) of the Exchange Act provides that

[t]he Board shall propose and adopt rules to effect the purposes of this title with
respect to transactions in municipal securities effected by brokers, dealers, and
municipal securities dealers and advice provided to or on behalf of municipal
entities or obligated persons by brokers, dealers, municipal securities dealers, and
municipal advisors with respect to municipal financial products, the issuance of
municipal securities, and solicitations of municipal entities or obligated persons
undertaken by brokers, dealers, municipal securities dealers, and municipal
advisors.

msrb.org | emma.msrb.org 2
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been subject to less regulation than corporate securities markets, and
particularly that “[d]uring the [financial] crisis, a number of municipalities
suffered losses from complex derivatives products that were marketed by
unregulated financial intermediaries.”” The regulation of municipal advisors
and their advisory activities is, as the SEC has recognized, generally intended
to address problems observed with the conduct of some municipal advisors,
“including ‘pay to play’ practices, undisclosed conflicts of interest, advice
rendered by financial advisors without adequate training or qualifications,
and failure to place the duty of loyalty to their clients ahead of their own
interests.”®

As discussed in more detail below, the Dodd-Frank Act itself specifically
establishes that a fiduciary duty is owed by a municipal advisor to its
municipal entity clients.’ By contrast, the Dodd-Frank Act does not impose a
fiduciary duty with respect to a municipal advisor’s obligated person
clients.™®

The SEC and MSRB have developed registration regimes for municipal
advisors. In September 2010, the SEC adopted, and subsequently extended, a
temporary registration program for municipal advisors.' In November 2010,
the MSRB amended its rules to require municipal advisors to register with
the MSRB."* Any municipal advisor engaging in municipal advisory activities

7S, Rep. No. 111-176, at 38 (2010).

8 Exchange Act Release No. 34-70462, (September 20, 2013), 78 FR 67468 (November 12,
2013) (“SEC Final Rule”) at 67469; see id. at 67475 nn.104-6 and accompanying text
(discussing relevant enforcement actions). See also, MSRB, Unregulated Municipal Market
Participants—A Case for Reform, April 2009, http://www.msrb.org/Market-Disclosures-and-
Data/Market-Statistics/~/media/Files/Special-
Publications/MSRBReportonUnregulatedMarketParticipants April09.ashx.

? Section 15B(c)(1) of the Exchange Act provides:

A municipal advisor and any person associated with such municipal advisor shall be
deemed to have a fiduciary duty to any municipal entity for whom such municipal
advisor acts as a municipal advisor, and no municipal advisor may engage in any act,
practice, or course of business which is not consistent with a municipal advisor’s
fiduciary duty or that is in contravention of any rule of the Board.

19 See SEC Final Rule at 67475 n.100.

! See Exchange Act Release No. 34-62824 (September 1, 2010); 75 FR 54465 (September 8,
2010).

12 see Exchange Act Release No. 34-63308 (November 12, 2010); 75 FR 70335 (November 17,
2010).
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after December 31, 2010, without registering with the MSRB is in violation of
MSRB rules.”® In December 2010, the SEC proposed a permanent registration
regime for municipal advisors.™

Recently, on September 18, 2013, the SEC acted on that proposal and
adopted final rules to, among other things, define who is a municipal advisor,
establish a permanent registration regime for that defined set of persons,
and establish basic recordkeeping requirements for such advisors (“SEC Final
RuIe").15 The SEC Final Rule, scheduled to take effect January 13, 2014,
differs significantly from the original proposal in many respects. For example,
the SEC Final Rule generally expands the scope of the exclusions and
exemptions from the definition of municipal advisor, and provides additional
guidance to market participants about what constitutes “advice.”

With the adoption of the SEC Final Rule, the MSRB has formally re-engaged in
its development of a regulatory framework for municipal advisors. A
cornerstone of that regulatory framework is draft Rule G-42 establishing
certain core standards of conduct and duties of municipal advisors,® other
than when engaging in solicitation activities."’

The Exchange Act, as amended by the Dodd-Frank Act, contains several
grants of rulemaking authority that form the statutory basis for this
rulemaking initiative. Section 15B(b)(2) directs the MSRB to undertake
certain rulemaking with respect to brokers, dealers, and municipal securities

3 See MSRB Notice 2010-50 (November 15, 2010).
" Exchange Act Release No. 34-63576 (December 20, 2010), 76 FR 824 (January 6, 2011).
15

See supra note 10.

'® SEC Final Rule at 67519 n.679 (recognizing that the regulation of municipal advisors
includes the “application of standards of conduct. . . that may be required by the
Commission or the MSRB, and other requirements unique to municipal advisors that may be
imposed by the MSRB”).

"7 Draft Rule G-42 does not address the duties of a municipal advisor when undertaking a
solicitation of a municipal entity or obligated person within the meaning of Section 15B(e)(9)
of the Exchange Act and the rules and regulations thereunder. The MSRB intends to
undertake separate rulemaking with regard to solicitation activities, which may raise issues
particular to those activities, at a later date. Municipal advisors engaged in such activities are
reminded that they currently are subject to the MSRB’s basic fair practice rule, Rule G-17,
which applies to all municipal advisors as well as to brokers, dealers and municipal securities
dealers.
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dealers (“dealers”) and municipal advisors who provide advice to or on
behalf of municipal entities and obligated persons with respect to municipal
financial products and the issuance of municipal securities.® Such
rulemaking includes, under Section 15B(b)(2)(L)(i), the establishment of rules
with respect to municipal advisors to accomplish several ends, including
“prescrib[ing] means reasonably designed to prevent acts, practices, and
courses of business as are not consistent with a municipal advisor’s fiduciary
duty to its clients.” Section 15B(b)(2)(C) grants the MSRB authority to adopt
rules to prevent fraud and in general to protect investors, municipal entities,
obligated persons, and the public interest.

Previously, in the exercise of its rulemaking authority under the Dodd-Frank
Act, the MSRB amended Rule G-17 on fair dealing to provide that municipal
advisors, in the conduct of their municipal advisory activities, must deal fairly
with all persons and not engage in any deceptive, dishonest, or unfair
practice.™

Summary of Draft Rule G-42 and the Draft Amendments

to Rules G-8 and G-9

Draft Rule G-42 (Duties of Non-Solicitor Municipal Advisors) sets forth the
basic duties and responsibilities of a municipal advisor. The regulatory regime
for municipal advisors includes a fiduciary duty and other standards of
conduct.”® As noted by the SEC, however, Section 975 of the Dodd-Frank Act
did not define the contours of a municipal advisor’s fiduciary duty. In
addition, the SEC did not undertake to define the fiduciary duty or other
standards of conduct of a municipal advisor as part of its Final Rule.”*

Draft Rule G-42 elaborates on the duties of a municipal advisor, including the
fiduciary duties of a municipal advisor towards its municipal entity clients.
The approach towards fiduciary duties in draft Rule G-42 flows from the
distinctions drawn in the Dodd-Frank Act between a municipal advisor’s
duties owed to clients that are municipal entities on the one hand, and
obligated persons, on the other. In practice, under many circumstances,
these distinctions may not be material insofar as municipal advisors have,

' See supra note 6.
Y see Exchange Act Release No. 34-63599; File No. SR-MSRB-2010-16 (December 22, 2010).
%% see SEC Final Rule at 67519 n.679.

1 See SEC Final Rule at 67475 n.100.
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with respect to all clients, a duty of care and a duty to deal fairly and to not
engage in any deceptive, dishonest, or unfair practice.’” Nevertheless, as
discussed below, the MSRB invites comment on whether draft Rule G-42
appropriately limits the application of the fiduciary duty to municipal
advisors’ municipal entity clients, or should extend such fiduciary duty to all
clients, including obligated persons, under the MSRB's issuer protection
mandates.

Irrespective of any fiduciary duties, draft Rule G-42 subjects municipal
advisors to a duty of care in the conduct of their municipal advisory activities.
In addition, draft Rule G-42 requires municipal advisors to disclose conflicts
of interest and certain other information to their clients and document their
municipal advisory relationship. Draft Rule G-42 does not permit a municipal
advisor to recommend that a client enter into any municipal securities
transaction or municipal financial product unless the advisor has a
reasonable basis for believing that the transaction or product is suitable for
the client. If engaged to do so by its client, a municipal advisor also would be
required to undertake a review of a recommendation made by a third party
regarding a municipal securities transaction or municipal financial product.
Draft Rule G-42 prohibits a municipal advisor (and any affiliate) from
engaging in any transaction in a principal capacity to which the municipal
entity or obligated person client of the municipal advisor is a counterparty,
except for activity that is expressly permitted by underwriters under Rule G-
23. The draft rule also enumerates certain other prohibited activities.

Draft Rule G-42 includes Supplementary Material that provides additional
guidance on such topics as: aspects of the duty of care, aspects of the duty of
loyalty, responsibilities if a client pursues an action independent of or
contrary to advice provided by a municipal advisor, limitations of the scope
of the municipal advisory engagement, and the requirements to provide
certain disclosures to investors. The Supplementary Material also includes
provisions specifically addressing the suitability of recommendations and the
requirement to know one’s client.

Draft Rule G-42 includes definitions, for purposes of the rule, of “advice,”
“affiliate of the municipal advisor,” “municipal advisor, ”“municipal advisory
activities,” “municipal advisory relationship,” “municipal advisory business,”
“municipal entity,” “obligated person,” and “official statement.” The terms
“advice,” “municipal advisor,” “municipal advisory activities,” “municipal
entity,” and “obligated person” are based upon the interpretations of
statutory definitions given in the SEC Final Rule.

n”ia

”n u

?? See SEC Final Rule at 67511 n.574 and accompanying text.
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The draft amendments to MSRB Rules G-8 (on books and records) and G-9
(on preservation of records) require, by reference, the keeping of all of the
records required by the SEC Final Rule. In addition, the draft amendments to
Rule G-8 would include specific recordkeeping requirements that would
correspond to certain specific requirements of draft Rule G-42 that are not
necessarily covered by the SEC Final Rule. The draft amendments to Rule G-9
require municipal advisors generally to preserve records for not less than five
years.

The MSRB requests comment on draft Rule G-42 and the associated draft
amendments to Rules G-8 and G-9.

Request for Comment

Standards of Conduct

Under draft Rule G-42(a), each municipal advisor in the conduct of its
municipal advisory activities for an obligated person client is subject to a duty
of care. Each municipal advisor in the conduct of its municipal advisory
activities on behalf of a municipal entity client is subject to a fiduciary duty,
which includes, without limitation, a duty of care and a duty of loyalty.

The Supplementary Material in the draft rule provides guidance on the
meaning of the duty of care and the duty of loyalty. The duty of care, as
described in Supplementary Material .01, means, without limitation, that a
municipal advisor must: (a) exercise due care in performing its municipal
advisory activities; (b) possess the degree of knowledge and expertise
needed to provide the client with informed advice; (c) make a reasonable
inquiry as to the facts that are relevant to a client’s determination as to
whether to proceed with a course of action or that form the basis for any
advice provided to the client; and (d) undertake a reasonable investigation to
determine that the municipal advisor is not basing any recommendation on
materially inaccurate or incomplete information. In addition, a municipal
advisor that is engaged by a client in connection with either an issuance of
municipal securities or a municipal financial product that is related to an
issuance of municipal securities must also undertake a thorough review of
the official statement for that issue unless otherwise directed by the client
and so documented in writing.

The duty of loyalty, as described in Supplementary Material .02, requires,
without limitation, a municipal advisor to deal honestly and with the utmost
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good faith with a municipal entity client and act in the client’s best interests
without regard to the financial or other interests of the municipal advisor.

As a general matter, the duties created by the draft rule would be, as
provided in Supplementary Material .06, in addition to any state law or other
duties, including fiduciary duty laws.

Disclosure of Conflicts of Interest and Other Information

Draft Rule G-42(b) requires a municipal advisor to fully and fairly disclose to
its client in writing all material conflicts of interest, and to do so at or prior to
the inception of a municipal advisory relationship. These include any actual
or potential conflict of interest that might impair the advisor’s ability to
render unbiased and competent advice to or on behalf of the client.

To aid municipal advisors in meeting these disclosure obligations, draft Rule
G-42(b) includes a non-exhaustive list of specific items requiring disclosure.
These items include the provision by any affiliate of certain advice, services,
or products to or on behalf of the client; payments to obtain or retain the
client’s municipal advisory business; payments received from third parties to
enlist the municipal advisor’s recommendations; any fee-splitting
arrangements with any provider of investments or services to the client;
conflicts that may arise from the use of the form of compensation under
consideration or selected by the client; and any other engagements or
relationships of the municipal advisor or any affiliate that might impair the
advisor’s ability either to render unbiased and competent advice to or on
behalf of the client or to fulfill its fiduciary duty to the client, as applicable.
Draft Rule G-42(b) also requires disclosure of the amount and scope of
coverage of professional liability insurance that the municipal advisor carries
(e.g., coverage for errors and omissions, improper judgments, or negligence),
deductible amounts, and any material limitations on such coverage, or a
statement that the advisor does not carry any such coverage. Finally, draft
Rule G-42(b) requires disclosure of any legal or disciplinary event that is (a)
material to the client’s evaluation of the municipal advisor or the integrity of
its management or advisory personnel; (b) disclosed by the municipal advisor
on the most recent Form MA filed with the SEC; or (c) disclosed by the
municipal advisor on the most recent Form MA-I filed with the SEC regarding
any individual actually engaging in or reasonably expected to engage in
municipal advisory activities in the course of the engagement.

Paragraph .05 of the Supplementary Material provides that the conflicts

disclosures must be sufficiently detailed to inform the client of the nature,
implications and potential consequences of each conflict and must also
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include an explanation of how the advisor addresses or intends to manage or
mitigate each conflict.

Documentation of the Municipal Advisory Relationship

Under draft Rule G-42(c), municipal advisors must evidence each of their
municipal advisory relationships by a writing entered into prior to, upon or
promptly after the inception of the municipal advisory relationship. The
documentation would be required to include, at a minimum, certain key
terms and disclosures: (i) the form and basis of direct or indirect
compensation, if any; (ii) the reasonably expected amount of any such
compensation (stated in dollars to the extent it can be quantified); (iii) the
scope of municipal advisory activities to be performed and any limitations on
the scope of the engagement; (iv) in the case of municipal advisory activities
relating to a new issue or reoffering of municipal securities, the specific
undertakings, if any, requested by the client to be performed by the advisor
relating to the preparation or finalization of the official statement or similar
disclosure document; and (v) certain terms relating to the termination of the
municipal advisory relationship or, if there are no such terms, then a
statement to that effect. Section (c) also requires the relationship
documentation to include the conflict and other information required to be
disclosed by section (b).

Draft Rule G-42(c) requires that the municipal advisor amend or supplement
the writing during the term of the municipal advisory relationship as
necessary to reflect changes in or additions to the terms or information
required to be disclosed by section (b) or (c). For example, if the basis of
compensation or scope of services changed during the term of the
relationship, the municipal advisor would be required to amend or
supplement the writing. The same would be true in the case of material
conflicts of interest discovered after the initial writing had been provided or
entered into. To avoid the necessity for amendments or supplementation
based on very minor changes in the amount of reasonably expected
compensation, a revised writing would only be required on the basis of a
change that is material. The amendment and supplementation requirement
in draft Rule G-42(c) applies to any changes and additions that are
discovered, or should have been discovered, based on the exercise of
reasonable diligence by the municipal advisor.

Draft Rule G-42(c) is modeled in part on MSRB Rule G-23, which requires that
a dealer that enters into a financial advisory relationship with an issuer must
evidence that relationship in writing prior to, upon, or promptly after the
relationship has been entered into. The writing would not need to be a two-
party agreement. For example, if state law provided for the procurement of
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municipal advisory services in a manner that did not include a bilateral
agreement, the municipal advisor could send a letter referencing the
procurement document and containing the terms and disclosures that would
be required by draft Rule G-42(b) and (c).

Because in some cases a client may have already reached a decision
regarding a particular type of municipal securities transaction or financial
product, and in other cases a client may have engaged another professional
to undertake certain duties in connection with a municipal securities
transaction, Supplementary Material .04 provides that a municipal advisor
and its client may limit the scope of the municipal advisory relationship to
certain specified activities or services. The municipal advisor, however, is not
permitted to alter the standards of conduct or duties imposed by the draft
rule with respect to that limited scope.

Review of the Official Statement

Except for the default requirement pursuant to the duty of care to review
thoroughly the official statement, the draft rule does not prescribe specific
responsibilities to be undertaken with regard to the official statement. Draft
Rule G-42(c)(iv) reflects the MSRB’s view that it is generally the prerogative
of the client to determine the scope of the municipal advisory activities to be
performed by the advisor and any limitations on the scope of the
engagement. Draft Rule G-42(c)(v) would require that the specific
undertakings, if any are requested by the client to be performed by the
advisor with respect to the preparation and finalization of the official
statement or similar document, be included in the documentation of the
municipal advisory relationship. The provisions of draft Rule G-42(c)(v) may
encourage the client to consider at the outset of the transaction whether and
to what extent the client wants the municipal advisor to have responsibilities
with regard to the official statement or similar disclosure document in light
of the particular circumstances of the transaction, including the roles of any
other parties involved (e.g., disclosure counsel, bond counsel, swap counsel
or counsel to the obligated person). If the municipal advisor and client so
agree, they may exclude from the scope of the municipal advisory
relationship the default requirement to thoroughly review the official
statement.

Disclosure to Investors

Paragraph .07 of the Supplementary Material requires that the municipal
advisor provide written disclosure to investors of any affiliation that meets
the requirements of subsection (b)(ii) of the draft rule, if a document
prepared by the municipal advisor or the affiliate is included in an official
statement for an issue of municipal securities (e.g., accountant’s letter, bond
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opinion, feasibility study). This requirement would be satisfied if the
municipal advisor’s affiliate were to provide written disclosure of the
affiliation to investors. For example, if the advisor for a bond issue were
affiliated with the accounting firm that would certify as to the issuer’s
financial statements, the disclosure of affiliation could be included in the
accounting firm’s letter to the issuer or disclosures concerning the
accounting firm, which would be included in the official statement for the
bonds. The purpose of these disclosures would be to alert investors to the
affiliation.?*

Recommendations

Section (d) provides that a municipal advisor must not recommend that its
client enter into any municipal securities transaction or municipal financial
product unless the advisor has a reasonable basis for believing that the
transaction or product is suitable for the client. The advisor also is required
to discuss with its client its evaluation of the material risks, potential
benefits, structure and other characteristics of the recommended municipal
securities transaction or municipal financial product; the basis upon which
the advisor reasonably believes the recommended transaction or product is
suitable for the client and whether the municipal advisor has investigated or
considered other reasonably feasible alternatives. With respect to a
municipal entity client, the advisor must only recommend a transaction or
product that is in the municipal entity client’s best interest.

Paragraph .08 of the Supplementary Material provides guidance related to an
advisor’s suitability obligations. Under that provision, a municipal advisor’s
determination of whether a municipal securities transaction or municipal
financial product is suitable for the client must be based on numerous
factors: the client’s financial situation and needs, objectives, tax status, risk
tolerance, liquidity needs, experience with municipal securities transactions
or municipal financial products, financial capacity to withstand changes in
market conditions and any other material information known by the
municipal advisor about the client and the municipal securities transaction or
municipal financial product, after reasonable inquiry.

Paragraph .09 of the Supplementary Material includes a “Know Your Client”
obligation which, drawing upon similar rules adopted by the Financial
Industry Regulatory Authority (“FINRA”) and the Commodity Futures Trading

*> The draft amendments to Rule G-8 provide that, if the disclosure of the affiliation to
investors is not provided in the official statement, the records of the municipal advisor must
include a copy of the disclosure provided by the municipal advisor or its affiliate to such
investors.

msrb.org | emma.msrb.org 11



220 of 639

MSRB Regulatory Notice 2014-01

Commission (“CFTC”), requires the advisor to use reasonable diligence to
know and maintain essential facts concerning the client and in support of the
advisor’s fulfillment of its suitability obligations.** The facts “essential” to
“knowing your client” include those required to effectively service the
municipal advisory relationship with the client; act in accordance with any
special directions from the client; understand the authority of each person
acting on behalf of the client; and comply with applicable laws, regulations
and rules.

As a practical matter, a client may at times elect a course of action either
independent of or contrary to the advice of its municipal advisor. Paragraph
.03 of the Supplementary Material would provide that the advisor is not
required on that basis to disengage from the municipal advisory relationship.

Review of Recommendations of Other Parties

Section (e) addresses situations when a municipal advisor may be asked to
evaluate a recommendation made to its client by another party, such as a
recommendation by an underwriter to an obligated party of a new financial
product or financing structure. Draft Rule G-42(e) requires that a municipal
advisor, if requested to do so and if the review of others’ recommendations
is within the scope of the engagement, discuss with its client its evaluation of
the material risks, potential benefits, structure and other characteristics of
the recommended municipal securities transaction or municipal financial
product. The advisor would also be required to discuss with the client
whether the advisor reasonably believes that the recommended transaction
or product is, or is not, suitable for the client and the basis for such belief, as
well as whether the municipal advisor has investigated or considered other
reasonably feasible alternatives.

Principal Transactions

Section (f) prohibits a municipal advisor, and any affiliate of a municipal
advisor, from engaging in any transaction in a principal capacity to which the
municipal entity or obligated person client of the municipal advisor is a
counterparty. To avoid a conflict with another MSRB rule, an exception is

2 See, e.g., FINRA Rule 2090 (Know Your Customer), Exchange Act Release No. 34-63325;
SR-FINRA-2010-039 (November 17, 2010), 75 FR 71479 (November 23, 2010) and the CTFC’s
Subpart H-Business Conduct Standards for Swap Dealers and Major Swap Participants
Dealing with Counterparties, including Special Entities, 17 CFR § 23.402(b), 77 FR 9823
(February 17, 2012). Notably, the CFTC’s rule applies to dealings with special entity clients,
defined to include states, state agencies, cities, counties, municipalities, other political
subdivisions of a State, or any instrumentality, department, or a corporation of or
established by a State or political subdivision of a State. See the definition of special entity in
17 CFR § 23.401(c).
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allowed for activity that is expressly permitted by underwriters under Rule G-
23. The MSRB notes that principal transactions by municipal advisors is an
area of particular concern and has proposed to prohibit such transactions
rather than allow them with the client’s consent. It is questionable whether,
given the high potential for self-dealing in such situations, a client consent
following any amount of disclosure should be considered to be valid.
Comment on whether this is the appropriate regulatory approach to principal
transactions is requested below.

Specified Prohibitions

Draft Rule G-42(g) specifically prohibits certain types of activities by a
municipal advisor, including: receiving excessive compensation; delivering an
invoice for fees or expenses that does not accurately reflect the municipal
advisory activities actually performed or the personnel that actually
performed those services; misrepresenting its capacity, resources and
knowledge in response to requests for proposals or qualifications or in oral
presentations to a client or prospective client; making or participating in any
fee-splitting arrangements with underwriters; and making or participating in
any undisclosed fee-splitting arrangements with providers of investments or
services to a client of the municipal advisor. In addition, a municipal advisor
would be prohibited from making payments for the purpose of obtaining or
retaining municipal advisory business, other than reasonable fees paid to
another municipal advisor (registered as such with both the SEC and MSRB)
for a solicitation of a municipal entity or obligated person as described in
Section 15B(e)(9) of the Exchange Act.

Applicability to Municipal Fund Securities

The regulation of municipal advisors, as the SEC has recognized,25 is relevant
to municipal fund securities.?® Paragraph .10 of the Supplementary Material
highlights the draft rule’s application to municipal advisors whose municipal
advisory clients are sponsors or trustees of municipal fund securities.

2> SEC Final Rule at 67472-67473.

?® The term “municipal fund security” refers to, among other things, interests in
governmentally sponsored 529 college savings plans and local government investment pools
and is defined in MSRB Rule D-12 to mean “a municipal security issued by an issuer that, but
for the application of Section 2(b) of the Investment Company Act of 1940, would constitute
an investment company within the meaning of Section 3 of the Investment Company Act of
1940.”
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Books and Records

The draft provisions on record-keeping would be the first revisions to Rules
G-8 and G-9 to address the books and records that must be made and
preserved by municipal advisors registered or required to be registered with
the MSRB. The SEC Final Rule already establishes a comprehensive record-
keeping and preservation regime for municipal advisors that requires
records, related to municipal advisory activities, of:

e all written communications received and sent by such municipal
advisor;

e each version of all policies and procedures of the municipal advisor;

e any document created by the municipal advisor that was material to
the making of a recommendation to a client or that memorializes the
basis for that recommendation;

e all written agreements entered into by the municipal advisor with any
municipal entity, employee of a municipal entity, or an obligated
person or otherwise relating to the business of such municipal
advisor; and

e the names of associated persons.

The draft amendments to Rules G-8 and G-9 incorporate by reference all of
these record-keeping provisions of the SEC Final Rule. The draft
amendments, in addition, include requirements that correspond to certain
specific requirements of draft Rule G-42 that are not necessarily covered by
the SEC Final Rule. This includes keeping a copy of any document created by
a municipal advisor that was material to its review of a recommendation
made by another party. This also includes the keeping of any document that
memorializes the basis for any conclusions of the municipal advisor as to
suitability. Finally, this includes, unless it is included in the official statement
for an issue of municipal securities, a copy of any disclosure provided by the
municipal advisor, or any affiliate, to investors as required by Supplementary
Material .07.

The draft amendments to Rule G-9 require records to be preserved for not
less than five years—the same period required by the SEC Final Rule. In
addition, the draft amendments to Rule G-9(e) expressly provide that
municipal advisors may retain records using electronic storage media or by
other similar medium of record retention, subject to the retrieval and
reproduction requirements of the rule. The provision for this means of
compliance is made generally applicable, so as to expressly accommodate
the use of electronic storage media by dealers as well as municipal advisors.
Draft section (k) of Rule G-9 provides that whenever a record is preserved by
a municipal advisor on electronic storage media, if the manner of storage
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complies with SEC Rule 15a1-8(d) under the Exchange Act, it will be deemed
to be preserved in a manner that is in compliance with the requirements of
Rule G-9. This provision gives municipal advisors the choice to comply with
either the SEC’s or the MSRB’s preservation requirements.

General Matters

In addition to any other subject which commenters may wish to address
related to draft Rule G-42 and the draft amendments to Rules G-8 and G-9,
the MSRB seeks public comment on the specific questions below. The MSRB
particularly welcomes statistical, empirical, and other data from commenters
that may support their views and/or support or refute the views or
assumptions contained in this request for comment.

1) Draft Rule G-42 follows the Dodd-Frank Act in deeming a municipal
advisor to owe a fiduciary duty, for purposes of the draft Rule G-42, only to
its municipal entity clients. Is carrying forward that distinction in the draft
rule appropriate in light of the services a municipal advisor provides to its
obligated person clients? Would having a uniform fiduciary standard applied
to all of a municipal advisor’s clients facilitate compliance with the draft rule
or provide better protection for issuers? If so, are there any legal
impediments to the MSRB extending a fiduciary duty in the draft rule to all
clients of a municipal advisor?

2) Do commenters agree that a municipal advisor that is engaged by a
client in connection with either an issuance of municipal securities or a
municipal financial product that is related to an issuance of municipal
securities should have an obligation, unless agreed to otherwise by the
advisor and client, to review thoroughly the entire official statement? Should
a municipal advisor be permitted to limit the scope of the engagement such
that the advisor is not required to review the official statement? If so, under
what circumstances should this limitation be allowed? Should any duty to
review the official statement be limited to any portions of the official
statement directly related to the scope of municipal advisory services?

3) Would draft Rule G-42(c)(vi) have benefits in terms of encouraging
municipal entity and obligated person clients to carefully consider at the
outset of a transaction any obligations it may have in connection with the
preparation and distribution of the official statement and the extent to which
it has engaged professionals, as necessary, to assist it in fulfilling its
responsibilities?

4) Do commenters agree or disagree that there is a need to specifically
require disclosure of conflicts of interest that may arise from the form of
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compensation under consideration by the client and/or selected by the
client?

5) Draft Rule G-42 allows fee-splitting arrangements with providers of
investments or services to a municipal entity or obligated person client, but
requires written full and fair disclosure of the arrangement. Should such fee-
splitting arrangements be prohibited, regardless of whether they are fully
and fairly disclosed?

6) Is draft Rule G-42(b)’s requirement that the disclosure of conflicts of
interest and other information be provided at or prior to the inception of the
municipal advisory relationship the appropriate timeframe?

7) Should a municipal advisor be required to obtain a written
acknowledgment from the client of receipt of the conflicts disclosure and
consent to any conflicts disclosed before proceeding with a municipal
advisory engagement?

8) Should a municipal advisor be required to disclose legal and
disciplinary events that relate to an individual that is employed by the
municipal advisor even if the individual is not a part of (or reasonably
expected to be part of) the advisor’s team working for the client?

9) Should the MSRB, in furtherance of its mandate under the Dodd-
Frank Act to protect municipal entities and obligated persons, require
professional liability insurance by municipal advisors, and, if so, should the
MSRB specify the minimum amount and terms of such coverage?

10) Would the cost of professional liability insurance be an undue barrier
to entry for a potential municipal advisor?

11) Should an advisor be required to review any feasibility study as a part
of the information considered in its evaluation of whether a transaction it
recommends is suitable for the client?

12) Should a municipal advisor (or its affiliate) be permitted to engage in
certain types of principal transactions with its client, with full and fair
disclosure and written client consent? If so, what types of principal
transactions should be allowed?

13) Should the treatment of principal transactions differ based upon
whether a municipal advisor has a fiduciary duty to the client?
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Economic Analysis

In proposing draft Rule G-42 and the draft amendments to Rules G-8 and G-9,
the MSRB has been guided by its policy on the use of economic analysis in
rulemaking. The MSRB is sensitive to the costs imposed by its rules and has
sought to tailor the draft rule and amendments so as not to impose
unnecessary or inappropriate costs and burdens on municipal advisors. In
accordance with this policy, the Board considered the following factors with
respect to draft Rule G-42 and the draft amendments to Rules G-8 and G-9:
1) the need for the draft rule and how the draft rule will meet that need; 2)
relevant baselines against which the likely economic impact of elements of
the draft rule can be considered; 3) reasonable alternative regulatory
approaches; and 4) the potential benefits and costs of the draft rule and the
main alternative regulatory approaches. Each of these factors is discussed in
detail below.

1. The need for the draft rule and how the draft rule will meet that
need.

Prior to the enactment of the Dodd-Frank Act, municipal advisors were
largely unregulated as to their municipal advisory activities.?” As noted, the
Dodd-Frank Act amends the Exchange Act to provide new protections for
municipal entities and obligated persons in connection with the issuance of,
or the investment of the proceeds of, municipal securities, and to grant the
MSRB a role in the protection of municipal entities and obligated persons.
The Dodd-Frank Act establishes a federal regulatory regime that requires
municipal advisors to register with the SEC, grants the MSRB certain
regulatory authority over municipal advisors, and imposes, among other
things, a federal statutory fiduciary duty on municipal advisors when advising
municipal entity clients. Municipal advisors advising municipal entities are
prohibited from engaging in any act, practice, or course of business which is
not consistent with that fiduciary duty. In addition, Congress directed that
the MSRB develop rules reasonably designed to prevent acts, practices, or
courses of business by municipal advisors that are inconsistent with their
fiduciary duty, as applicable. Neither the Dodd-Frank Act nor the recently
adopted SEC Final Rule prescribe the duties and obligations of municipal
advisors beyond a general statement that municipal advisors shall be
deemed to have a fiduciary duty to any municipal entity for whom the
municipal advisor acts as a municipal advisor. Therefore, there is a need for
regulatory guidance with respect to the duties of municipal advisors and the

*” Prior to the Dodd-Frank Act, certain MSRB rules applied to a subset of municipal advisors
consisting of dealers acting as financial advisors in connection with new issues of municipal
securities.
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prevention of breaches of a municipal advisor’s fiduciary duty to its municipal
entity clients.

Draft Rule G-42 also establishes standards of conduct and duties for
municipal advisors when engaging in municipal advisory activities for
obligated persons and provides guidance to these advisors as to what
conduct would satisfy these duties and obligations.

The MSRB believes that by articulating specific standards of conduct and
duties for municipal advisors, draft Rule G-42 will assist municipal advisors in
complying with the statutorily-imposed requirements of the Dodd-Frank Act,
and help prevent failures to meet those requirements. The draft rule is
expected to aid municipal entities and obligated persons that choose to
engage municipal advisors in connection with their issuances of municipal
securities as well as transactions in municipal financial products by
promoting higher ethical and professional standards of such advisors. The
MSRB also believes that articulating standards of conduct and duties of
municipal advisors will enhance the ability of the MSRB and other regulators
to oversee the conduct of municipal advisors, as contemplated by the Dodd-
Frank Act.

2. Relevant baselines against which the likely economic impact of
elements of the draft rule can be measured.

In considering the economic consequences of draft Rule G-42 and the draft
amendments to Rules G-8 and G-9, the MSRB has defined and analyzed
several baselines to serve as points of reference. Given that the draft rule
contains many different elements, the MSRB has considered a separate
baseline for one or more different elements. The purpose of the baselines is
to compare, on the one hand, the expected state with draft Rule G-42 in
effect to, on the other hand, the baseline state prior to the rule taking effect.
The economic impact of the draft rule is considered to be the difference
between these two states.

For draft Rule G-42, one relevant baseline for analysis is the Dodd-Frank Act,
which subjected municipal advisors to a statutory fiduciary duty with respect
to municipal entity clients. The MSRB considers the obligations imposed by
this duty to be a baseline, such that the costs and benefits of draft Rule G-42
should be measured by any change from this existing state. Although the
statute imposed this fiduciary duty, it does not describe or clarify its
elements. Draft Rule G-42 can be viewed as establishing guidance and
clarification with respect to this fiduciary duty and potentially prescribing
means designed to prevent breaches of this duty.
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The MSRB considers MSRB Rule G-17 to be a relevant baseline for the
standards of conduct and duties for municipal advisors when engaging in
municipal advisory activities for obligated persons. This rule, as amended in
2010, requires municipal advisors to deal fairly with all persons and not
engage in any deceptive, dishonest, or unfair practice. Although Rule G-17
applies to all municipal advisors, the MSRB does not regard it as the baseline
for municipal advisors with municipal entity clients because the fiduciary
duty imposed by the Dodd-Frank Act represents a higher baseline state for
these municipal advisors. Draft Rule G-42 can be viewed, to a certain extent,
as articulating guidance on the conduct required for municipal advisors to
meet their existing duty to deal fairly with all persons (including obligated
persons).

The Dodd-Frank Act prohibits municipal advisors from engaging in any
fraudulent, deceptive, or manipulative act or practice, as pertinent here, in
connection with providing advice to or on behalf of a municipal entity or
obligated person with respect to municipal financial products or the issuance
of municipal securities. The MSRB considers this prohibition also to serve as a
baseline for standards of conduct for municipal advisors.

A subset of municipal advisors who are also dealers are subject to MSRB Rule
G-23 which establishes requirements with respect to the conflict of interest
that can arise in the context of dealers who may seek to switch roles
between financial advisor and underwriter to issuers with respect to the
issuance of municipal securities. In particular, Rule G-23(c) provides that a
dealer that enters into a financial advisory relationship must evidence that
relationship in writing prior to, upon, or promptly after the relationship has
been entered into. Rule G-23 also prohibits a dealer that has a financial
advisory relationship with the issuer in connection with a new issue from
acting as an underwriter or placement agent for such new issue. For this
subset of municipal advisors, the applicable set of standards and
requirements of Rule G-23 is considered by the Board to be a baseline.

In addition to the Dodd-Frank Act and the MSRB’s existing rules, the SEC Final
Rule on registration of municipal advisors provides baselines for particular
elements of draft Rule G-42. The SEC Final Rule requires disclosure in
registration forms of certain disciplinary history and conflicts of interest.
Draft Rule G-42 requires disclosure of at least some similar information.
Although draft Rule G-42 would require disclosure directly to clients rather
than through submissions to a regulator, the MSRB considers the SEC Final
Rule to serve as a relevant baseline.
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Another relevant consideration when analyzing the duties under draft Rule
G-42 is current state law. For example, to the extent that municipal advisors
owe a fiduciary duty to their clients under the laws of at least some states,*®
the MSRB regards these laws as a baseline.

Finally, the MSRB considers existing requirements in the SEC Final Rule on
recordkeeping and record preservation to serve as a baseline. These
requirements are the existing state against which additional requirements by
the MSRB can be compared. In addition, municipal advisors who are also
registered as dealers or investment advisors are subject to recordkeeping
requirements under those regulatory regimes that can serve as baseline
requirements for that subset of the municipal advisor population.

3. Identifying and evaluating reasonable alternative regulatory
approaches.

The MSRB policy on economic analysis in rulemaking addresses the
identification and evaluation of reasonable regulatory alternatives.

One alternative to the draft rule would be for the MSRB not to engage in
additional rulemaking, and thus, not establish guidance with respect to the
duties and obligations of municipal advisors. Under this alternative, the
needs of municipal advisors for guidance on avoiding and potentially
preventing breaches of the broad statutorily-imposed requirements of the
Dodd-Frank Act would go unmet.

Another alternative is for the MSRB to use a solely principles-based approach
to its rulemaking on this subject. Under this approach, the regulatory
objectives would be specified but individual firms would be free to select the
means used to meet these objectives. Employing a solely principles-based
approach, however, may provide insufficient guidance on meeting the
standards of conduct for municipal advisors required under the Dodd-Frank
Act and on establishing means for preventing breaches of applicable fiduciary
duties. The MSRB believes that the duties and obligations articulated in the
draft rule, although some are relatively more prescriptive, provide balanced
and useful guidance. In addition, this balanced approach serves to minimize
the risks attendant to the framework of municipal securities regulation
involving multiple enforcement organizations.

28 See, e.g., In re O’Brien Partners, Inc., Securities Act Release No. 7594, Investment Advisors
Act Rel. No. 1772, A.P. File No. 3-9761 (Oct. 27, 1998), 1998 SEC LEXIS 2318, at 31 n.20 (citing
Production Credit Ass’n of Lancaster v. Croft, 423 N.W. 2d 544, 547 (Wis. App. 1988);
Recorded Picture Co. v. Nelson Entertainment, Inc., 61 Cal. Rptr. 2d 742, 754 (Ct. App. 2 Dist.
1977)).
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The MSRB invites public comment to suggest alternative regimes as well as
comments on the potential costs and benefits of alternative regimes.

4. Assessing the benefits and costs, both quantitative and qualitative,
of the draft rule and the main alternative regulatory approaches.

Below, the MSRB preliminarily addresses the likely costs and benefits of the
draft rule against the context of the economic baselines discussed above,
primarily in terms of the specific changes from the baseline and, to some
degree, in terms of the potential overall impact on the market for municipal
advisory services. In considering these costs, benefits and impacts, the MSRB
addresses reasonable alternatives, where applicable.

At the outset, the MSRB notes it is currently unable to quantify the economic
effects of draft Rule G-42 and the amendments to Rules G-8 and G-9 because
the information necessary to provide reasonable estimates is not available.
The MSRB observes, as the SEC also observed in its Final Rule, that there is
little publicly available information about the municipal advisory industry. In
addition, estimating the costs for municipal advisory firms to comply with the
draft rule is hampered by the fact that these costs depend on the business
activities and size of these municipal advisory firms, which can vary greatly.
Given the limitations on the MSRB’s ability to conduct a quantitative
assessment of the costs and benefits associated with the draft rule, the
MSRB has thus far considered these costs and benefits primarily in
gualitative terms.

Benefits

The MSRB believes that the draft rule would result in a number of benefits by
enhancing protections to municipal entities, obligated persons and investors
and by providing guidance to municipal advisors for complying with the
requirements of the Dodd-Frank Act.

The MSRB believes that one benefit of the draft rule is that it enhances
protections to municipal entities and obligated persons by ensuring that
these entities have available to them sufficient information to make
meaningful choices about engaging a municipal advisor. These protections
would also be enhanced as a result of the draft rule’s guidance for municipal
advisors that may assist these advisors in complying with, or help prevent
breaches of, their fiduciary and fair-dealing duties. To the extent that this
guidance increases the likelihood of compliance by municipal advisors,
municipal entities and obligated persons will benefit. Investors in municipal
bond offerings may benefit from the draft rule to the extent that a municipal
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entity issuing bonds that uses a municipal advisor is more likely to receive
services that reflect a higher ethical and professional standard than
otherwise would be the case. Municipal entities, obligated persons and
investors also may benefit to the extent that making explicit the core
restrictions on certain activities in which the municipal advisor has a self-
interest would reduce the incidence of self-dealing or other similar activities
that can directly or indirectly raise costs of a financing that ultimately would
be borne by municipal entities, obligated persons or investors.

The MSRB believes that the draft rule provides needed guidance and
clarification with respect to the standards of conduct and duties of a
municipal advisor that would meet the purposes of the Dodd-Frank Act. The
draft rule also prescribes for municipal advisors means that may prevent
breaches of these duties. Therefore, this guidance provides a benefit to
municipal advisors who could otherwise face greater uncertainty about the
standards of conduct and duties required to meet certain of the
requirements of the Dodd-Frank Act, particularly, as noted, given the
regulatory framework for municipal securities regulation involving multiple
enforcement organizations.

The MSRB believes that one benefit of the draft rule may follow from the
increased level of information disclosed to clients by municipal advisors
relative to the baseline, which may lead to an improvement in the selection
of municipal advisors. As a result of the information disclosed through the
draft rule, municipal entities and obligated persons may be able to more
easily establish objective criteria to use in selecting municipal advisors and
may increase the likelihood that municipal advisors are hired because of their
gualifications as opposed to other reasons.

The draft rule should also result in improved quality-based competition
among municipal advisors to the extent that the clients of municipal advisors
rely on the information that would be required to be disclosed by the rule in
the municipal advisor selection process.

Costs

In this section we preliminarily analyze the potential costs of the draft rule
relative to the appropriate baseline. Our analysis does not consider all the
costs associated with the draft rule, but instead focuses on the incremental
costs attributable to the draft rule’s requirements that exceed the baseline
case. The costs associated with the baseline case are in effect subtracted
from the costs associated with the draft rule in order to isolate the costs
attributable to the incremental requirements of the draft rule.
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The MSRB recognizes that municipal advisors would incur costs to meet the
standards of conduct and duties contained in draft Rule G-42 and the
amendments to Rules G-8 and G-9. These costs may include additional
compliance costs and additional recordkeeping costs. To ensure compliance
with the disclosure obligations of the draft rule, municipal advisors may incur
costs by seeking advice from legal and compliance professionals when
preparing disclosures to clients. However, the MSRB believes that some of
these costs are accounted for in the baseline requirements of the SEC Final
Rule which requires disclosure of at least some similar information, such as
the disclosure of disciplinary history. Draft Rule G-42 may impose additional
costs on municipal advisors as it requires disclosure of additional information
and requires that information be disclosed directly to clients rather than
through submissions to a regulator. The magnitude of these additional costs
is not quantifiable using available data and the MSRB seeks public comment
on this cost component.

Municipal advisors may incur additional recordkeeping costs as a result of
the draft rule. The MSRB considers existing requirements in the SEC Final
Rule on record-keeping and record preservation to serve as a baseline. As the
SEC recognized in its economic analysis of its recordkeeping requirements,
municipal advisors should already be maintaining books and records as part
of their day-to-day operations. In addition, municipal advisors who are also
registered as broker-dealers or investment advisors are currently subject to
the recordkeeping requirements of those regulatory frameworks. Against
these baselines, the MSRB believes that the costs associated with the few
additional recordkeeping requirements associated with draft Rule G-42 will
not be very significant, but seeks public comment on the magnitude of these
costs.

The MSRB believes that any increase in municipal advisory fees attributable
to the additional costs of the draft rule compared with the baseline state will
be, in the aggregate, minimal and that the cost per municipal advisory firm
will be spread across the number of advisory engagements for each firm. The
MSRB recognizes, however, that for smaller municipal advisors with fewer
clients, the cost of compliance with the draft rule’s standards of conduct and
duties may represent a greater percentage of annual revenues, and thus,
such advisors may be more likely to pass those costs along to their advisory
clients.

The MSRB recognizes that, as a result of these costs, some municipal advisors
may decide to exit the market, curtail their activities, consolidate with other
firms, or pass the costs on to municipal entities and obligated persons in the
form of higher fees. The MSRB believes, however, that municipal advisors
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may exit the market for a number of reasons, including business reasons
separate from reasons involving the costs associated with the draft rule. The
MSRB believes that municipal advisors that have been subject to past
disciplinary actions may decide to exit the market rather than disclose that
information directly to clients, which could improve the quality of the market
for municipal advisory services and, therefore, benefit municipal entities and
obligated persons. The Board recognizes that some of the municipal advisors
that may exit the market for financial reasons could be small municipal
advisors and that such exit from the market may lead to a reduced pool of
municipal advisors.

The MSRB has also considered the possibility that some compliance costs
could be greater in the absence of the draft rule. By articulating the duties
and obligations of municipal advisors and by prescribing means that will
prevent breaches of these duties, the draft rule may reduce possible
confusion and uncertainty about what is required in order to comply with the
Dodd-Frank Act. Therefore, the draft rule may reduce certain costs of
compliance that might have otherwise been incurred by allowing municipal
advisors to more quickly and accurately determine compliance requirements.

Effect on Competition, Efficiency and Capital Formation

The MSRB considered that the costs associated with the draft rule relative to
the baseline may lead some municipal advisors to consolidate with other
municipal advisors. For example, some municipal advisors may determine to
consolidate with other municipal advisors in order to benefit from economies
of scale (e.g., by leveraging existing compliance resources of a larger firm)
rather than to incur separately the costs associated with the draft rule. The
MSRB believes that the market for municipal advisory services is likely to
remain competitive despite the potential exit of some municipal advisors,
including small municipal advisors, consolidation of municipal advisors, or
lack of new entrants into the market.

As noted above, the increased level of information disclosed by municipal
advisors relative to the baseline may lead to an improved municipal advisor
selection process which may increase the willingness of municipal entities
and obligated persons to use municipal advisors. This, in turn, may
contribute to a more efficient capital formation process as municipal entities
and obligated persons may make different decisions about issuance relative
to other financing options.
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Request for Comment on Economic Analysis

In furtherance of the MSRB’s policy on economic analysis, the MSRB requests
public comment on the potential economic consequences which may result
from the adoption of draft Rule G-42 and the draft amendments to Rules G-8
and G-9. Commenters are encouraged to provide supporting data, studies, or
other information related to their views of the economic effects of the draft
rule. In particular, the MSRB welcomes any information regarding the
potential to quantify likely benefits and costs. In addition to comments on
the potential economic consequences associated with the draft rule, the
MSRB also requests comment to help identify the potential benefits and
costs of the regulatory alternatives suggested by commenters. The MSRB
also requests comment on the competitive or anticompetitive effects, as well
as efficiency and capital formation effects, of the draft rule and draft
amendments on any market participants.

The Dodd-Frank Act provides that MSRB rules may not impose a regulatory
burden on small municipal advisors that is not necessary or appropriate in
the public interest and for the protection of investors, municipal entities, and
obligated persons provided that there is robust protection of investors
against fraud. The MSRB is sensitive to the potential impact of the
requirements contained in draft Rule G-42 on small municipal advisors. The
MSRB understands that some small municipal advisors and solo practitioners,
unlike larger municipal advisory firms, may not employ full-time compliance
staff and that the cost of ensuring compliance with the requirements of the
draft rule may be proportionally higher for these smaller firms. The MSRB,
preliminarily, believes that the draft rule is consistent with the Dodd-Frank
Act’s provision with respect to burdens imposed on small municipal advisors.
In order to minimize any significant burdens on small municipal advisors,
however, the MSRB is particularly interested in receiving meaningful
feedback regarding the potential economic impact of the draft rule and draft
amendments on small municipal advisors. The MSRB will consider such
feedback in light of the Dodd-Frank Act provision.

In addition to any issues raised by this analysis about which interested
persons may wish to comment, the MSRB specifically requests that
commenters address the following questions:

1) Do commenters agree or disagree that a need exists for the MSRB to
articulate the duties of municipal advisors or to prescribe means of
preventing breaches of a municipal advisor’s fiduciary duty to its municipal
entity clients? If so, do commenters agree or disagree that the draft rule
addresses those needs?
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2) The MSRB proposes to use the fiduciary duty already imposed on
municipal advisors by the Dodd-Frank Act to serve as a baseline for
evaluating the economic impact of the draft rule’s articulation of standards
of conduct and duties for municipal advisors when engaging in municipal
advisory activities for municipal entity clients. Is this an appropriate baseline?

3) The MSRB proposes to use the fair-dealing requirements under MSRB
Rule G-17 to serve as a baseline for evaluating the economic impact of the
draft rule’s articulation of standards of conduct and duties for municipal
advisors when engaging in municipal advisory activities for obligated persons.
Is this an appropriate baseline?

4) The MSRB proposes to use the Dodd-Frank Act’s prohibition on
municipal advisors from engaging in any fraudulent, deceptive, or
manipulative act or practice in connection with advising a client to serve as a
baseline for evaluating the economic impact of the draft rule’s articulation of
standards of conduct for municipal advisors (regardless of whether the client
is @ municipal entity or obligated person). Is this an appropriate baseline?

5) The MSRB proposes to use the existing requirements for dealers who
act as financial advisors to issuers with respect to the issuance of municipal
securities to serve as a baseline for evaluating the economic impact of the
draft rule’s articulation of standards of conduct and duties for this subset of
municipal advisors. Is this an appropriate baseline?

6) The MSRB proposes to use the required disclosures in registration
forms of certain disciplinary history and legal events contained in the SEC
Final Rule to serve as a baseline for evaluating the economic impact of the
draft rule’s disclosure requirements. Is this an appropriate baseline?

7) The MSRB proposes to use the recordkeeping and record
preservation requirements contained in the SEC Final Rule to serve as a
baseline for evaluating the economic impact of the draft rule’s recordkeeping
and record preservation requirements. Is this an appropriate baseline?

8) In addition to the baselines proposed above, are there other relevant
baselines that the MSRB should consider?

9) Please compare the costs and benefits of having disciplinary histories

and legal events disclosed through registration forms versus disclosure
directly to the client.
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10) Are there lower-cost alternatives to requiring disclosure of the
amount of professional liability coverage carried by the municipal advisor
that would provide comparable benefits to clients of municipal advisors?

11) Would additional benefits accrue if the MSRB were to impose
different or additional recordkeeping requirements and, if so, what would
these requirements entail?

12) To the extent that draft Rule G-42 establishes new, or clarifies
existing, standards of conduct and duties for municipal advisors, will this
cause a change in the quality of advice offered by municipal advisors?

13) To the extent that draft Rule G-42 and the draft amendments to Rules
G-8 and G-9 impose costs on municipal advisors, will these costs be passed
on to municipal entities or obligated persons in the form of higher fees?

14) To the extent that the requirements of draft Rule G-42 enhance the
oversight of municipal advisors, will this affect the willingness of market
participants to use municipal advisors?

15) To the extent that the requirements of draft Rule G-42 enhance the
oversight of municipal advisors, will this lead to different issuance costs and
financing terms for issuers?

16) To the extent that the requirements of draft Rule G-42 lead to
reduced issuance costs and better financing terms for issuers, will this
improve capital formation?

17) Would the requirements of draft Rule G-42 assist municipal entities
or obligated persons in making hiring decisions with respect to municipal
advisors?

18) What are the initial and ongoing costs associated with making and
preserving the additional records required by the draft amendments to Rules

G-8 and G-9?

19) Are there additional costs or benefits to recordkeeping that the MSRB
should consider? If so, please explain.

20) If the draft rule is adopted, what are the likely effects on competition,
efficiency and capital formation?
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21) How will the requirements of draft Rule G-42 affect potential
municipal advisors’ decisions with respect to entry into the market?

22) What training costs would the requirements of draft Rule G-42 cause
at municipal advisory firms to ensure compliance?

23) Will draft Rule G-42 have benefits in terms of protecting municipal
entities, obligated persons and investors?

24) Will the requirements of draft Rule G-42 impose any burden on small
municipal advisors that is not necessary or appropriate?

25) Will the requirements of draft Rule G-42 create advantages for large
municipal advisor firms relative to smaller municipal advisor firms?

January 9, 2014

* % 3k k %

Text of Proposed Amendments®

Rule G-42: Duties of Non-Solicitor Municipal Advisors

(a) Standards of Conduct.

(i) A municipal advisor to an obligated person client shall, in the conduct of all municipal
advisory activities for that client, be subject to a duty of care.

(ii) A municipal advisor to a municipal entity client shall, in the conduct of all municipal advisory
activities for that client, be subject to a fiduciary duty that includes a duty of loyalty and a duty of care.

(b) Disclosure of Conflicts of Interest and Other Information. A municipal advisor must, at or prior to
the inception of a municipal advisory relationship, provide the client with a document making full and fair
disclosure of all material conflicts of interest, including disclosure of:

(i) any actual or potential conflicts of interest of which it is aware after reasonable inquiry that
might impair its ability either to render unbiased and competent advice to or on behalf of the client or to
fulfill its fiduciary duty to the client, as applicable;

(ii) any affiliate of the municipal advisor that provides any advice, service, or product to or on
behalf of the client that is directly or indirectly related to the municipal advisory activities to be performed
by the disclosing municipal advisor;

*® Underlining indicates new language; strikethrough denotes deletions.
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(iii) any payments made by the municipal advisor directly or indirectly to obtain or retain the
client’s municipal advisory business;

(iv) any payments received by the municipal advisor from third parties to enlist the municipal
advisor’s recommendation to the client of its services, any municipal securities transaction or any
municipal financial product;

(v) any fee-splitting arrangements involving the municipal advisor and any provider of
investments or services to the client;

(vi) any conflicts of interest that may arise from the use of the form of compensation under
consideration or selected by the client for the municipal advisory activities to be performed;

(vi)  any other engagements or relationships of the municipal advisor or any affiliate of the
municipal advisor that might impair the advisor’s ability either to render unbiased and competent advice
to or on behalf of the client or to fulfill its fiduciary duty to the client, as applicable;

(viii) the amount and scope of coverage of professional liability insurance that the municipal
advisor carries (e.g., coverage for errors and omissions, improper judgments, or negligence), deductible
amounts, and any material limitations on such coverage, or a statement that the advisor does not carry
any such coverage; and

(ix) any legal or disciplinary event that is (a) material to the client’s evaluation of the municipal
advisor or the integrity of its management or advisory personnel; (b) disclosed by the municipal advisor on
the most recent Form MA filed with the Commission; or (c) disclosed by the municipal advisor on the most
recent Form MA-I filed with the Commission regarding any individual actually engaging in or reasonably
expected to engage in municipal advisory activities in the course of the engagement. If a municipal advisor
has disclosed a legal or disciplinary event on any form referenced in section (b) or (c) of this rule, the
advisor must provide the client with a copy of the relevant sections of the form or forms.

If a municipal advisor concludes that it has no material conflicts of interest, the municipal advisor must
provide written documentation to the client to that effect.

(c) Documentation of Municipal Advisory Relationship. A municipal advisor must evidence each of its
municipal advisory relationships by a writing entered into prior to, upon or promptly after the inception of
the municipal advisory relationship. The writing must be dated and include, at a minimum,

(i) the form and basis of direct or indirect compensation, if any, for the municipal advisory
activities to be performed;

(ii) the reasonably expected amount of any such compensation (stated in dollars to the extent
it can be quantified);

(iii) the information regarding conflicts of interest and other matters that is required to be
disclosed by section (b) of this rule;
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(iv) the scope of the municipal advisory activities to be performed and any limitations on the
scope of the engagement;

(v) in the case of municipal advisory activities relating to a new issue or reoffering of municipal
securities, the specific undertakings, if any, requested by the client to be performed by the municipal
advisor with respect to the preparation and finalization of an official statement or similar disclosure
document; and

(vi) the date, triggering event, or means for the termination of the municipal advisory
relationship, or, if none, a statement that there is none.

During the term of the municipal advisory relationship, the writing must be promptly amended or
supplemented to reflect any changes in or additions to the terms or information required by section (b) or
this section (c), and the revised writing must be promptly delivered to the client, provided that this
requirement applies with respect to subsection(c)(ii) of this rule only if the change in the amount of
reasonably expected compensation is material. This amendment and supplementation requirement
applies to any changes and additions that are discovered, or should have been discovered, based on the
exercise of reasonable diligence by the municipal advisor.

(d) Recommendations. A municipal advisor must not recommend that its municipal entity or obligated
person client enter into any municipal securities transaction or municipal financial product unless the
advisor has a reasonable basis for believing, based on the information obtained through the reasonable
diligence of the advisor, that the transaction or product is suitable for the client. In addition, the municipal
advisor must discuss with its client:

(i) the municipal advisor’s evaluation of the material risks, potential benefits, structure, and
other characteristics of the recommended municipal securities transaction or municipal financial product;

(ii) the basis upon which the municipal advisor reasonably believes that the recommended
municipal securities transaction or municipal financial product is suitable for the client; and

(iii) whether the municipal advisor has investigated or considered other reasonably feasible
alternatives to the recommended municipal securities transaction or municipal financial product that
might also or alternatively serve the client’s objectives.

With respect to a client that is a municipal entity, a municipal advisor may only recommend a municipal
securities transaction or municipal financial product that is in the client’s best interest.

(e) Review of Recommendations of Other Parties. When requested to do so by its municipal entity or
obligated person client and within the scope of its engagement, a municipal advisor must undertake a
thorough review of any recommendation made by any third party regarding a municipal securities
transaction or municipal financial product. In addition, the municipal advisor must discuss with its client:
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(i) the municipal advisor’s evaluation of the material risks, potential benefits, structure, and
other characteristics of the recommended municipal securities transaction or municipal financial product;

(ii) whether the municipal advisor reasonably believes that the recommended municipal
securities transaction or municipal financial product is suitable for the client, and the basis for such belief;
and

(iii) whether the municipal advisor has investigated or considered other reasonably feasible
alternatives to the recommended municipal securities transaction or municipal financial product that
might also or alternatively serve the client’s objectives.

(f) Principal Transactions. Except for an activity that is expressly permitted under Rule G-23, a
municipal advisor, and any affiliate of a municipal advisor, is prohibited from engaging in any transaction,
in a principal capacity, to which a municipal entity or obligated person client of the municipal advisor is a
counterparty.

(2) Specified Prohibitions. A municipal advisor is prohibited from:

(i) receiving compensation that is excessive in relation to the municipal advisory activities
actually performed;

(ii) delivering an invoice for fees or expenses for municipal advisory activities that do not
accurately reflect the activities actually performed or the personnel that actually performed those
services;

(iii) making any representation or the submission of any information about the capacity,
resources or knowledge of the municipal advisor, in response to requests for proposals or qualifications or
in oral presentations to a client or prospective client, for the purpose of obtaining or retaining municipal
advisory business that the advisor knows or should know is materially false or misleading;

(iv) making, or participating in, any fee-splitting arrangements with underwriters, and any
undisclosed fee-splitting arrangements with providers of investments or services to a municipal entity or
obligated person client of the municipal advisor; and

(v) making payments for the purpose of obtaining or retaining municipal advisory business
other than reasonable fees paid to another municipal advisor registered as such with the Commission and
the Board for a solicitation of a municipal entity or obligated person as described in Section 15B(e)(9) of
the Act.

(h) Definitions.

(i) “Advice” shall, for purposes of this rule, have the same meaning as in Section 15B(e)(4)(A)(i)
of the Act and the rules and regulations thereunder.
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(ii) “Affiliate of the municipal advisor” shall mean, for purposes of this rule, any person directly
or indirectly controlling, controlled by, or under common control with such municipal advisor.

(iii) “Municipal advisor” shall, for purposes of this rule, have the same meaning as in Section
15B(e)(4) of the Act and the rules and regulations thereunder; provided that it shall exclude a person that
is otherwise a municipal advisor solely with respect to either activities within the meaning of Section
15B(e)(4)(A)(ii) or any solicitation of a municipal entity or obligated person within the meaning of Section
15B(e)(9) of the Act.

(iv) “Municipal advisory activities” shall, for purposes of this rule, have the same meaning as the
activities specified in Section 15B(e)(4)(A) of the Act and the rules and regulations thereunder, provided
that they shall exclude the activities within the meaning of Section 15B(e)(4)(A)(ii) of the Act and the rules
and regulations thereunder and any solicitation of a municipal entity or obligated person within the
meaning of Section 15B(e)(9) of the Act and the rules and regulations thereunder.

(v) A “municipal advisory relationship” shall, for purposes of this rule, be deemed to exist when
a municipal advisor engages in or enters into an agreement to engage in municipal advisory activities for a
municipal entity or obligated person client.

(vi) “Municipal advisory business” shall mean, for purposes of this rule, the provision of advice
to or on behalf of a municipal entity or an obligated person with respect to the issuance of municipal
securities or municipal financial products by a municipal advisor whether for compensation or otherwise.

(vii) “Municipal entity” shall, for purposes of this rule, have the same meaning as in Section
15B(e)(8) of the Act and the rules and regulations thereunder.

(viii)  “Obligated person” shall, for purposes of this rule, have the same meaning as in Section
15B(e)(10) of the Act and the rules and regulations thereunder.

(ix) “Official statement” shall, for purposes of this rule, have the same meaning as in Rule G-

32(d)(vii).

---Supplementary Material:

.01 Duty of Care. Municipal advisors must exercise due care in performing their municipal advisory
activities. The duty of care includes, but is not limited to, the obligations discussed in this section. A
municipal advisor must possess the degree of knowledge and expertise needed to provide the municipal
entity or obligated person client with informed advice. A municipal advisor also must make a reasonable
inquiry as to the facts that are relevant to a client’s determination as to whether to proceed with a course
of action or that form the basis for any advice provided to the client. A municipal advisor that is engaged
by a client in connection with either an issuance of municipal securities or a municipal financial product
that is related to an issuance of municipal securities must also undertake a thorough review of the official
statement for that issue, unless otherwise directed by the client and documented under subsection (c)(iv)
of this rule. A municipal advisor must undertake a reasonable investigation to determine that it is not
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basing any recommendation on materially inaccurate or incomplete information. Among other matters, a
municipal advisor must have a reasonable basis for:

(a) any advice provided to or on behalf of a client;

(b) any representations made in a certificate that it signs that will be reasonably foreseeably
relied upon by the client, any other party involved in the municipal securities transaction or municipal
financial product, or investors in the municipal entity client’s securities or securities secured by payments
from an obligated person client; and

(c) any information provided to the client or other parties involved in the municipal securities
transaction when participating in the preparation of an official statement for any issue of municipal
securities with respect to which the advisor is advising.

.02 Duty of Loyalty. Municipal advisors must fulfill a duty of loyalty in performing their municipal advisory
activities for municipal entity clients. The duty of loyalty includes, but is not limited to, the obligations
discussed in this section. A municipal advisor must deal honestly and with the utmost good faith with a
municipal entity client and act in the client’s best interests without regard to the financial or other
interests of the municipal advisor. A municipal advisor to a municipal entity client must either eliminate or
provide full and fair disclosure to the client about each of its material conflicts of interest. A municipal
advisor must investigate or consider other reasonably feasible alternatives to any recommended municipal
securities transaction or municipal financial product that might also or alternatively serve the municipal
entity client’s objectives.

.03 Action Independent of or Contrary to Advice. If a municipal entity or obligated person client of a
municipal advisor elects a course of action that is independent of or contrary to advice provided by the
advisor, the advisor is not required on that basis to disengage from the municipal advisory relationship.

.04 Limitations on the Scope of the Engagement. Nothing contained in this rule shall be construed to
permit the municipal advisor to alter the standards of conduct or impose limitations on any of the duties
prescribed herein. If requested or consented to by the municipal entity or obligated person client,
however, a municipal advisor may limit the scope of the municipal advisory relationship to certain
specified activities or services. If the municipal advisor engages in a course of conduct that is inconsistent
with any such agreed upon limitations, it may result in negating the effectiveness of such limitations.

.05 Conflicts of Interest. Disclosures of conflicts of interest by a municipal advisor to its municipal entity or
obligated person client must be sufficiently detailed to inform the client of the nature, implications and
potential consequences of each conflict. Such disclosures also must include an explanation of how the
advisor addresses or intends to manage or mitigate each conflict.

.06 Applicability of State or Other Laws. Municipal advisors may be subject to fiduciary or other duties
under state or other laws. Nothing contained in this rule shall be deemed to supersede any more
restrictive provision of state or other laws applicable to the activities of municipal advisors.
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.07 Disclosure to Investors. If all or a portion of a document prepared by a municipal advisor or any of its
affiliates is included in an official statement for any issue of municipal securities by or on behalf of its
municipal entity or obligated person client, the municipal advisor must provide written disclosure to
investors, which disclosure may be provided in the official statement, of any affiliation that meets the
criteria of subsection (b)(ii) of this rule. This disclosure requirement shall be deemed satisfied if the
relevant affiliate provides the required written disclosure to investors.

.08 Suitability. A determination of whether a municipal securities transaction or municipal financial
product is suitable must be based on the client’s financial situation and needs, objectives, tax status, risk
tolerance, liquidity needs, experience with municipal securities transactions or municipal financial
products generally or of the type and complexity being recommended, financial capacity to withstand
changes in market conditions during the term of the municipal financial product or the period that
municipal securities to be issued in the municipal securities transaction are reasonably expected to be
outstanding and any other material information known by the municipal advisor about the client and the
municipal securities transaction or municipal financial product, after reasonable inquiry.

.09 Know Your Client. A municipal advisor must use reasonable diligence, in regard to the maintenance of
the municipal advisory relationship, to know and retain the essential facts concerning the client and
concerning the authority of each person acting on behalf of such client. The facts “essential” to “knowing
a client” include those required to:

(a) effectively service the municipal advisory relationship with the client;

(b) act in accordance with any special directions from the client;

(c) understand the authority of each person acting on behalf of the client; and

(d) comply with applicable laws, regulations and rules.

.10 529 College Savings Plans and Other Municipal Fund Securities. This rule applies equally to municipal
advisors to sponsors or trustees of 529 college savings plans and other municipal fund securities. All
references in this rule to an “official statement” include the plan disclosure document for a 529 college
savings plan and the investment circular or information statement for a local government investment pool.

* % 3k k %

Rule G-8: Books and Records to be Made by Brokers, Dealers, and Municipal Securities Dealers, and
Municipal Advisors

(a) - (g) No change.
(h) Municipal Advisor Records. Every municipal advisor that is registered or required to be registered

under section 15B of the Act and the rules and regulations thereunder shall make and keep current the
following books and records:
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(i) General Business Records. All books and records described in Rule 15Ba1-8(a)(1)-(8) under
the Act.

(ii) Records Concerning Duties of Non-Solicitor Municipal Advisors pursuant to Rule G-42.

(A) A copy of any document created by a municipal advisor that was material to its
review of a recommendation by another party or that memorializes the basis for any conclusions as
to suitability; and

(B) Unless included in the official statement for an issue of municipal securities, a copy
of any disclosure provided by the municipal advisor or any affiliate of the municipal advisor to
investors, as required by the provisions of Rule G-42 Supplementary Material .07.

* % 3k k %

Rule G-9: Preservation of Records
(a) - (d) No change.

(e) Method of Record Retention. Whenever a record is required to be preserved by this rule, such
record may be retained either as an original or as a copy or other reproduction thereof, or on microfilm,
eleetronic-of magnetic tape, electronic storage media, or by the other similar medium of record retention,
provided that such broker, dealer, er municipal securities dealer, or municipal advisor shall have available
adequate facilities for ready retrieval and inspection of any such record and for production of easily
readable facsimile copies thereof and, in the case of records retained on microfilm, eleetronic-or magnetic
tape, electronic storage media, or other similar medium of record retention, duplicates of such records
shall be stored separately from each other for the periods of time required by this rule.

(f) Effect of Lapse of Registration. The requirements of this rule shall continue to apply, for the
periods of time specified, to any broker, dealer, er municipal securities dealer, or municipal advisor which
ceases to be registered with the Commission, except in the event a successor registrant shall undertake to
maintain and preserve the books and records described herein for the required periods of time.

(g) No change.

(h) Municipal Advisor Records. Every municipal advisor shall preserve the books and records described
in Rule G-8(h) for a period of not less than five years.

(i) Municipal Advisor Records Related to Formation and Cessation of its Business. Every municipal
advisor shall comply with the provisions of Rule 15Ba1-8(b)(2) and (c) under the Act.

(i) Records of Non-Resident Municipal Advisors. Every non-resident municipal advisor shall comply
with the provisions of Rule 15Bal1-8(f) under the Act.
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(k) Electronic Storage of Municipal Advisor Records Permitted. \Whenever a record is required to be
preserved by this rule by a municipal advisor, such record may be preserved on electronic storage media in
accordance with section (e). Electronic preservation of any record in a manner that complies with Rule
15a1-8(d) under the Act will be deemed to be in compliance with the requirements of this rule.
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Alphabetical List of Comment Letters on Notice 2014-01 (January 9, 2014)

1. Acacia Financial Group, Inc.: Letter from Kim M. Whelan, Co-President, dated March 10,
2014

2. American Bankers Association: Letter from Cristeena G. Naser, Vice President and Senior
Counsel, dated March 4, 2014

3. American Council of Engineering Companies: Letter from David A. Raymond, President and
CEO, dated March 7, 2014

4. American Public Transportation Association: Letter from Michael P. Melaniphy, President
and CEO, dated March 10, 2014

5. Bond Dealers of America: Letter from Michael Nicholas, Chief Executive Officer, dated
March 10, 2014

6. Cape Cod Five Cents Savings Bank: Letter from Dorothy A. Savarese, President and Chief
Executive Officer

7. Chancellor Financial Associates: E-mail from William J. Caraway, President, dated January
14,2014

8. Coastal Securities: Letter from Chris Melton, Executive Vice President, dated March 10, 2014
9. College Savings Foundation: Letter from Mary G. Morris, Chair, dated March 10, 2014

10. College Savings Plans Network: Letter from Betty Everitt Lochner, Director, Guaranteed
Education Tuition Program, dated March 10, 2014

11. Cooperman Associates: Letter from Joshua G. Cooperman dated March 10, 2014
12. Erika Miller: E-mail dated February 4, 2015
13. FCS Group: Letter from Taree Bollinger, Vice President, dated March 17, 2014

14. First River Advisory L.L.C.: Letter from Shelley J. Aronson, President, dated January 16,
2014

15. First Southwest Company: Letter from Hill A. Feinberg, Chairman and Chief Executive
Officer, and Michael G. Bartolotta, Vice Chairman, dated March 7, 2014

16. Frost Bank: Letter from William H. Sirakos, Senior Executive Vice President, dated March
10, 2014

17. George K. Baum & Company: Letter from Guy E. Yandel, EVP and Head of Public
Finance, Dana L. Bjornson, EVP, CFO and Chief Compliance Officer, and Andrew F. Sears,
SVP and General Counsel, dated March 10, 2014


http://www.msrb.org/RFC/2014-01/acacia.pdf
http://www.msrb.org/RFC/2014-01/aba.pdf
http://www.msrb.org/RFC/2014-01/ACEC.pdf
http://www.msrb.org/RFC/2014-01/APTA.pdf
http://www.msrb.org/RFC/2014-01/BDA.pdf
http://www.msrb.org/RFC/2014-01/capecod.pdf
http://www.msrb.org/RFC/2014-01/Chancellor-Financial-Associates.pdf
http://www.msrb.org/RFC/2014-01/CoastalSecurities.pdf
http://www.msrb.org/RFC/2014-01/CSF.pdf
http://www.msrb.org/RFC/2014-01/CSPN.pdf
http://www.msrb.org/RFC/2014-01/COOPERMAN-ASSOCIATES.pdf
http://www.msrb.org/RFC/2014-01/Miller.pdf
http://www.msrb.org/RFC/2014-01/fcs.pdf
http://www.msrb.org/RFC/2014-01/fra.pdf
http://www.msrb.org/RFC/2014-01/fsw.pdf
http://www.msrb.org/RFC/2014-01/FrostBank.pdf
http://www.msrb.org/RFC/2014-01/GKB.pdf
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18. Government Finance Officers Association: Letter from Dustin McDonald, Director, Federal
Liasion Center, dated March 13, 2014

19. Government Investment Officers Association: Letter from Laura Glenn, President, et. al.,
dated March 7, 2014

20. Investment Company Institute: Letter from Tamara K. Salmon, Senior Associate Counsel,
dated March 4, 2014

21. J.P. Morgan: Letter from Paul N. Palmeri, Managing Director, dated March 10, 2014
22. Kutak Rock LLP: Letter from John J. Wagner dated March 10, 2014

23. Lamont Financial Services Corporation: Letter from Robert A. Lamb, President, dated
March 10, 2014

24. Lewis Young Robertson & Burningham, Inc.: Letter from Laura D. Lewis, Principal, dated
March 3, 2014

25. MSA Professional Services, Inc.: Letter from Gilbert A. Hantzsch, CEQO, dated March 10,
2014

26. National Association of Bond Lawyers: Letter from Allen K. Robertson, President, dated
March 18, 2014

27. National Association of Health and Educational Facilities Finance Authorities: Letter from
Pamela Lenane, President, David J. Kates, Chapman and Cutler LLP, and Charles A. Samuels,
Mintz Levin, dated March 10, 2014

28. National Association of Independent Public Finance Advisors: Letter from Jeanine Rodgers
Caruso, President, dated March 10, 2014

29. National Healthcare Capital LLC: Letter from Richard Plumstead

30. New York State Bar Association, Business Law Section, Securities Regulation Committee:
Letter from Peter W. LaVigne, Chair of the Committee, dated March 12, 2014

31. Northland Securities, Inc.: Letter from John R. Fifield, Jr., Director of Public Finance/Senior
Vice President, dated March 7, 2014

32. Oppenheimer & Co. Inc.: E-mail from John Rodstrom dated March 10, 2014

33. Parsons Brinckerhoff Advisory Services, Inc.: Letter from Mark E. Briggs, President, dated
March 10, 2014

34. Piper Jaffray: Letter from Frank Fairman, Managing Director, Head of Public Finance
Services, dated March 10, 2014
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35. Public Financial Management, Inc.: Letter from John H. Bonow, Chief Executive Officer,
dated March 10, 2014

36. Public Resources Advisory Group: Letter from Thomas Huestis dated March 10, 2014
37. Raftelis Financial Consultants, Inc.: Letter from Lex Warmath dated March 10, 2014

38. Securities Industry and Financial Markets Association: Letter from Leslie M. Norwood,
Managing Director and Associate General Counsel, dated March 10, 2014

39. Sutherland Asbill & Brennan LLP: Letter from Michael B. Koffler dated March 10, 2014

40. Wells Fargo Advisors, LLC: Letter from Robert J. McCarthy, Director of Regulatory Policy,
dated March 10, 2014

41. Winters & Co. Advisors, LLC: Letter from Christopher J. Winters dated March 10, 2014
42. WM Financial Strategies: Letter from Joy A. Howard, Principal, dated March 10, 2014

43. Woodcock & Associates, Inc.: E-mail from Christopher Woodcock dated January 14, 2014
44. Wulff, Hansen & Co.: Letter from Chris Charles, President, dated March 17, 2014

45. Yuba Group: Letter from Linda Fan, Managing Partner, dated March 7, 2014

46. Zions First National Bank: Letter from W. David Hemingway, Executive Vice President,
dated March 10, 2014
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601 Route 73 North
Suite 206

ACACIA

. (856) 234-2266  Phone
FINANCIAL GROUP, INC. (856) 234-6697 Fax

March 10, 2014

Mr. Ronal W. Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600
Alexandria, Virginia 22314

Dear Mr. Smith:

On behalf of my firm, Acacia Financial Group, Inc., | appreciate the opportunity to provide the following
comments on Draft MSRB Rule G-42, on Duties of the Non-Solicitor Municipal Advisors, released on
January 9, 2014.

Pertaining to the draft text of Rule G-42, we would propose the addition of the following underlined,
bolded language to Draft Rule G-42(c)(ii) as follows:

“(c) Documentation of Municipal Advisory Relationship. A municipal advisor must evidence each of its
municipal advisory relationships by a writing entered into prior to, upon or promptly after the inception of
the municipal advisory relationship. The writing must be dated and include, at a minimum, ... (ii) the
reasonably expected amount of any such compensation (stated in dollars to the extent it can be quantified)
only if such reasonably estimated amount can be estimated at the time of such written
documentation.”

Rationale: Many times a municipal advisory may be engaged, pursuant to an RFQ/RFP or otherwise, to
become the municipal advisory to a client with little, if any, known or defined anticipated transaction
plans provided by the municipal entity or obligated person at such time (e.g. a municipal entity or
obligated person who issues an annual RFQ or RFP for municipal advisor services that may arise during
the year, but without specifying what those transactions may be).

Pertaining to the draft text of Draft Rule G-42(d), as follows:

“(d) Recommendations. A municipal advisor must not recommend that its municipal entity or obligated
person client enter into any municipal securities transaction or municipal financial product unless the
advisor has a reasonable basis for believing, based on the information obtained through the reasonable
diligence of the advisor, that the transaction or product is suitable for the client. In addition, the municipal
advisor must discuss with its client:
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(i) the municipal advisor’s evaluation of the material risks, potential benefits, structure, and
other characteristics of the recommended municipal securities transaction or municipal
financial product;

(i) the basis upon which the municipal advisor reasonably believes that the recommended
municipal securities transaction or municipal financial product is suitable for the client; and

(iii)  whether the municipal advisor has investigated or considered other reasonably feasible
alternatives to the recommended municipal securities transaction or municipal financial
product that might also or alternatively serve the client’s objectives.

With respect to a client that is a municipal entity, a municipal advisor may only recommend a municipal
securities transaction or municipal financial product that is in the client’s best interest.”

Question/Concern: How is a municipal advisor to address a situation wherein the municipal entity or
obligated person either (a) has decided upon a pre-determined transaction (plan of finance) prior to the
engagement of said municipal advisor to which the municipal would not recommend or (b) irrespective of
the advice of the municipal advisor upon engagement, chooses to pursue a transaction (plan of finance) to
which the municipal would not recommend. How is the municipal advisor to proceed in consideration of
the above language?

Regarding Question 2 under General Matters as follows:

“2) Do commenters agree that a municipal advisor that is engaged by a client in connection with either
an issuance of municipal securities or a municipal financial product that is related to an issuance of
municipal securities should have an obligation, unless agreed to otherwise by the advisor and client, to
review thoroughly the entire official statement? Should a municipal advisor be permitted to limit the
scope of the engagement such that the advisor is not required to review the official statement? If so, under
what circumstances should this limitation be allowed? Should any duty to review the official statement be
limited to any portions of the official statement directly related to the scope of municipal advisory
services?”

Response: We believe that municipal advisors level of duty regarding the review of the official
statement should be limited to those sections directly related to the scope of the municipal advisory
services. Further, we believe that in circumstances wherein the municipal advisor has been engaged to
provide services in a capacity that does not include the participation in the preparation of the official
statement (e.g. pricing services only), then the municipal advisor should not bear a level of duty to the
review of the official statement. In both cases, the level of duty and scope of review could be articulated
to the disclosure described in Draft Rule G-42(c)(iv) & (v).

Regarding Question 6 under General Matters as follows:

“7) Should a municipal advisor be required to obtain a written acknowledgment from the client of receipt
of the conflicts disclosure and consent to any conflicts disclosed before proceeding with a municipal
advisory engagement?”

Response:  We believe that municipal advisors should not be required to obtain a written
acknowledgement from the client of receipt of the conflicts disclosure and consent to any conflicts
disclosed before proceeding with a municipal advisory engagement, but should be required to (i) provide
such information (and record such provision), (ii) request receipt and consent, but (iii) be permitted to
proceed with a municipal advisory engagement in the absence of such receipt and consent if the
municipal advisor has a reasonable belief that such information has been received. This is analogous to
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INTERPRETIVE NOTICE CONCERNING THE APPLICATION OF MSRB RULE G-17 TO
UNDERWRITERS OF MUNICIPAL SECURITIES

Sincerely,
im M. Whelan

Co-President
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American Cristeena G. Naser
Bankers . . .
Association Vice President and Senior Counsel
Center for Securities, Trust & Investment
Building Success. Together. 202-663-5332

cnaser@aba.com

BY ELECTRONIC MAIL

March 4, 2014

Ronald W. Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street

Alexandria, VA 22314

Re: MSRB Notice 2014-01 — Draft MSRB Rule G-42 Duties of Non-Solicitor Municipal
Advisors

Dear Mr. Smith:

The American Bankers Association (ABA)* appreciates this opportunity to comment on draft
Rule G-42 proposed by the Municipal Securities Rulemaking Board (MSRB). The draft rule
would establish standards of conduct and duties of municipal advisors, including the fiduciary
duty required under Section 975 of the Dodd-Frank Wall Street and Consumer Protection Act
(Dodd-Frank Act).? Our members and their affiliates provide a broad range of products and
services to municipal entities and obligated persons in various capacities, including as municipal

advisors.

Among other things, draft Rule G-42 would impose on municipal advisors a fiduciary duty to
municipal entity clients, and the proposal seeks comment on whether that duty should be
extended to clients that are obligated persons. In addition, with respect to both municipal entity
and obligated person clients, municipal advisors would be subject to (1) a duty of care, (2) a
prohibition on principal transactions by the municipal advisor and any of its affiliates with any
advised municipal entity or obligated person, and (3) a requirement to disclose fully conflicts of
interest and certain other information. As discussed more fully below, ABA has significant

concerns about the proposal.

! The American Bankers Association represents banks of all sizes and charters and is the voice for the nation’s $14
trillion banking industry and its 2 million employees. ABA'’s extensive resources enhance the success of the nation’s
banks and strengthen America’s economy and communities. Learn more at www.aba.com.

2 pub. L. 111-203.

1120 Connecticut Avenue, NW | Washington, DC 20036 | 1-800-BANKERS | aba.com
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e First, a municipal advisor owes no fiduciary duty to obligated persons in the statute. As a
result, the MSRB does not have the requisite authority to extend that duty to obligated
persons.

e Second, draft Rule G-42 should be amended to state clearly that it does not apply to
activities that have been excluded or exempted under the final municipal advisor rule of
the Securities and Exchange Commission (SEC).

e Third, the complete prohibition on any principal transactions with advised municipal
entities or obligated persons by the municipal advisor or any of its affiliates must be
significantly narrowed, and should not apply in any event to affiliates. As drafted, it
would disproportionately impact banking organizations® which are required by law to
compartmentalize a variety of activities in affiliates that are separate from the
commercial bank. In addition, the prohibition would effectively deprive a commercial
bank of the opportunity provided by the SEC in its final rule® from organizing its
municipal advisory activities in a separately identifiable department or division (SIDD),
the whole purpose of which is to avoid subjecting the entire bank to the municipal
advisory regulatory regime. Because banks almost always provide banking products and
services in a principal capacity, the prohibition would prevent commercial banks and
their affiliates from providing any other banking products, such as deposit accounts,
loans, or cash management services to advised municipal entities or obligated persons
despite the fact that these products and services are exempt from the municipal advisor
regulatory regime. Principal transactions should be treated in the same manner as they
are in other regulatory regimes, i.e., they are permissible with appropriate disclosure and
client consent. In any event, no prohibition on principal transactions should extend
beyond the advisory transaction or relationship.

DISCUSSION

1. The MSRB has no authority to impose a fiduciary duty on municipal advisors
with respect to obligated persons.

In draft Rule G-42, the MSRB asks whether it should extend to obligated persons (who are
private sector entities) the fiduciary duty imposed on municipal advisors with respect to
municipal entities. Under a plain reading of Section 975, the MSRB has no authority to do so. In
considering Section 975, Congress, had it wanted to do so, could easily have extended to
obligated persons that fiduciary duty. Because Congress chose not to do so, neither can the
MSRB.

Even if the MSRB had the requisite authority, such treatment would be completely unworkable

in the real world. Obligated persons can include non-profit firms such as colleges and

% As used in this letter, the term “banking organizations” includes bank holding companies or any other group of
companies that includes as an affiliate a commercial bank.
* See Registration of Municipal Advisors, Release No. 34-70462.
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universities, and for profit firms become obligated persons when they become “conduit
borrowers,” i.e., they work with municipal entities on the issuance of tax-exempt bonds for which
the conduit borrower becomes the obligor. Such obligated persons can be multi-national
corporations, such as Georgia-Pacific with far-flung operations and multiple needs for a broad
range of financial services.® Identifying obligated persons is a huge challenge for the financial
services industry under the SEC’s final rule. Banks have hundreds, and in many cases
thousands of customers, any one of which could become an obligated person without the bank’s
knowledge. Such customers have no independent obligation to inform the bank that they are an
obligated person, and, although banks and their affiliates could ask private-sector firms to
provide notification when they become obligated persons, such firms are under no obligation to
do so. As aresult, there is a significant risk to banks of an inadvertent regulatory violation by
becoming an unwitting municipal advisor with respect to a person they do not know is an
obligated person. That risk of violating registration requirements would be unfairly exacerbated

by the risk of violating any attendant fiduciary duty.

2. Draft Rule G-42 should not apply to the provision of products or services that are
either excluded or exempted under the SEC’s final rule on municipal advisor
registration.

In enacting Section 975, Congress specifically excluded certain activities from the municipal
advisor regulatory regime. Likewise, in its final rule implementing Section 975, the SEC
specifically exempted certain activities from that regulatory regime. However, draft Rule G-42
could be read to reach such activities, particularly with respect to the ban on principal
transactions. Therefore, we urge the MSRB to confirm that any activities excluded and
exempted by Congress or the SEC are outside the scope of the proposed rule.

3. The prohibition on principal transactions must be narrowed substantially.

Draft Rule G-42 would prohibit a municipal advisor and any of its affiliates from acting as
principal in any transaction with entities or obligated persons. We believe that the proposed
complete prohibition is far too blunt an instrument to address any concerns the MSRB may have
regarding principal transactions. Nor has the MSRB provided support for its position that
municipal entities and obligated persons, regardless of sophistication, are incontrovertibly
unable to provide informed consent to principal transactions. ABA strongly disagrees with that

position. Such a ban would also force banking organizations’ municipal entity customers and

® See the detailed discussion of this issue under Section 3B.
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obligated persons to decide to choose between receiving covered municipal advice or banking

products and services from their banks, because banks would not be permitted to provide both.°

Indeed, as discussed below, there are other long-established fiduciary regimes in which
principal transactions are permitted with disclosure of the conflict and informed consent by the
client. Moreover, the imposition of a complete ban would place banking organizations at a
significant competitive disadvantage to entities, such as registered investment advisers, that are
excluded from municipal advisor registration and thus may engage in principal transactions
subject to appropriate disclosure and consent by the advisory client. Accordingly, ABA believes

that principal transactions must be permitted with appropriate disclosure and consent.

In addition, the extension of the prohibition to all transactions by affiliates of a municipal advisor
is unwarranted and will ultimately restrict the ability of municipal entities and obligated persons

to obtain financial products and services.

A. Other fiduciary regulatory regimes do not completely prohibit principal
transactions.

Other fiduciary regulation regimes, including common trust law, state fiduciary law (including the
Uniform Trust Code),” the Employee Retirement Income Security Act of 1974 (ERISA) and
national and state banking regulations — all of which incorporate the highest, strictest form of
“fiduciary duty” — do not completely prohibit principal transactions. Rather, such transactions
may be permitted, depending on whether the advisor has investment discretion as well as on
the provisions of the governing documents or applicable state law. ERISA provides for certain
prohibited transaction exemptions that permit principal transactions by an ERISA fiduciary with

the advised account.?

® See ABA’s letter to the MSRB on Draft Rule G-36 (April 11, 2011).

" Under the Uniform Trust Code, Section 802(f), Duty of Loyalty, “An investment by a trustee in securities of an
investment company or investment trust to which the trustee, or its affiliate, provides services in a capacity other than
as trustee, is not presumed to be affected by a conflict between personal and fiduciary interests if the investment
otherwise complies with the prudent investor rule of [Article] 9. In addition to its compensation for acting as trustee,
the trustee may be compensated by the investment company or investment trust for providing those services out of
fees charged to the trust. If the trustee receives compensation from the investment company or investment trust for
providing investment advisory or investment management services, the trustee must at least annually notify the
persons entitled under Section 813 to receive a copy of the trustee’s annual report of the rate and method by which
that compensation was determined”. Section 802(h)(4) provides that, “This section does not preclude the following
transactions if fair to the beneficiaries: a deposit of trust money in a regulated financial-service institution operated by
the trustee.”

8 ERISA Section 408(b)(4) provides an exemption from prohibited transactions for “The investment of all or part of a
plan’s assets in deposits which bear a reasonable interest rate in a bank or similar financial institution supervised by
the United States or a State, if such bank or other institution is a fiduciary of such plan and if (A) the plan covers only
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State and national banks and trust companies (hereinafter, bank fiduciaries) are subject to the
requirements of many decades of fiduciary common law, federal fiduciary regulations for
national banks and trust companies, and comparable fiduciary regulations under state law for
state banks and trust companies. Banks must apply to the appropriate regulator to receive trust
powers, providing evidence of personnel competent to provide investment management
services and of capital to support the services in a safe and sound manner. They are examined
regularly by state and federal bank regulators for compliance with trust law and trust principles.®
In particular, the Office of the Comptroller of the Currency (OCC), which regulates national
banks, has promulgated regulations at 12 CFR Part 9, Fiduciary Activities of National Banks,
that have become the model for fiduciary regulations throughout the country. Importantly, those
regulations govern conflicts of interest only with respect to the “fiduciary account,” and do not

attempt to restrict more broadly conflicts in all transactions with the fiduciary client.

Similarly, registered investment advisers (RIAs) are permitted, consistent with their fiduciary
duty, to act as principal in transactions with advisory clients so long as the adviser obtains the
client’s consent after disclosure of (1) the adviser’s capacity, (2) any compensation to be
received by the adviser, and (3) any other relevant facts.*® It is not insignificant that Congress
excluded RIAs from the registration requirement under Section 975, because it believed that the
existing regulatory scheme provided appropriate protection for municipal entities and obligated

persons.™

B. The ban on principal transactions should not apply to affiliates of a
municipal advisor.

Although a complete ban on principal transactions by affiliates might be feasible in the case of
stand-alone advisors, it is entirely unreasonable and impractical in the context of the structure of
the banking industry. Such a prohibition would necessarily force a banking organization to
assess the value of providing advisory services to municipal entities and obligated persons as
compared to the value of providing all other products and services to municipal entities and

obligated persons. Whatever the determination, the clear result would be to curtail significantly

employees of such bank or other institution and employees of affiliates of such bank or other institution, or (B) such
investment is expressly authorized by a provision of the plan or by a fiduciary (other than such bank or institution or
affiliate thereof) who is expressly empowered by the plan to so instruct the trustee with respect to such investment.”
°® OCC has published numerous handbooks on various aspects of fiduciary activities.

10 See, Investment Advisers Act of 1940 § 206(3).

! National and state banks are exempt from registration as an investment adviser under federal and state law,
because Congress and state legislators recognize the comprehensive regulatory requirements and robust
supervisory oversight of banks offering investment advice.
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the provision of services by banking organizations to municipal entities and obligated persons,
without any offsetting policy benefits. Moreover, it would likely lead to less competition and

reduced availability of services in the municipal advisory market.

Because of statutory restrictions on the activities of banks under federal banking law,** banking
organizations are formed with numerous affiliates both in the U.S. and abroad that perform
specific activities pursuant to differing national and international regulatory regimes.
Domestically, a typical banking organization may include a commercial bank regulated under
banking laws, a registered broker-dealer regulated under the Securities Exchange Act of 1934,
and possibly a registered investment adviser regulated under the Investment Advisers Act of
1940. The bank may provide deposit, lending, cash management, and custody services to
municipal entities and obligated persons, while the broker-dealer may provide underwriting
services to them. Banking organizations may provide advice to these clients through an RIA or a
bank trust department. Moreover, unlike the securities industry, commercial banking services
(i.e., deposits, loans, and cash management services) are almost always provided in a principal

capacity.

A complete prohibition on any principal transactions with entities or obligated persons by the
municipal advisor or any of its affiliates would, in essence, prohibit a bank using a SIDD for its
municipal advisory activities from providing any other banking products such as deposit
accounts, loans, or cash management services to those clients. This would entirely defeat the
purpose of a SIDD, which is to confine the applicability of municipal advisor rules to a specific
department or division of the bank without extending the municipal advisor regulatory regime to
the entire bank. A similar situation for the bank would arise should any bank affiliate, such as a

broker-dealer, provide covered advice to a municipal entity or obligated person.

Moreover, it is unclear that banks would be able simply to cease providing services to municipal
entities or, in particular, obligated persons, and thus banks would be in jeopardy of incurring a
regulatory violation. For example, municipal entities, non-profit organizations, and private
corporations that are deposit, lending, or investment clients of a bank could make an offering of
municipal securities with which neither the bank nor any of its affiliates was involved or had
knowledge of. Further, if a bank learns that such a private corporation to which it has made a

loan has become an obligated person, the bank would not necessarily be able to accelerate the

12 See, e.g., The National Bank Act, 12 U.S.C. 8§ 21 et seq. and The Bank Holding Company Act, 12 U.S.C. § 1841 et
seq.
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repayment of a loan. Nor could it immediately cease providing deposit and cash management
services to the corporation. Indeed, if the bank was the primary or sole provider of such
services, immediate cessation could cause significant disruption to the corporation’s business
operations. Similarly, if a bank’s trust department is providing advice to a private company’s
pension plan, it may not immediately be able to end its fiduciary relationship because it learns

that an affiliate has provided advice on the company’s conduit bonds.

Such a ban would ultimately disserve municipal entities and obligated persons. Both groups,
like other bank and brokerage clients, seek a variety of services from financial institutions, many
of which are unrelated to the issuance of municipal securities or municipal financial products.
Examples would include custodial services for funds other than bond proceeds, cash
management services, the investment of cash balances (i.e., “sweeping” cash balances) in
money market mutual funds (assuming that such investments constitute principal transactions
under draft Rule G-42), currency exchange services, loans for specific purposes, lockbox
services for tax and fee collection, payroll deposit/payment accounts for their employees, and

bond trustee services.

Obligated persons in a municipal financing are even more diversified in the range of services
they seek from banking organizations. Many of these private sector firms are national or even
multi-national in scope. For example, Georgia Pacific uses tax-exempt municipal financing to
build pulp processing plants in economically depressed areas; for-profit health care corporations
operate hospitals and clinics in a number of states; and airlines finance gate construction at
different airports through tax-exempt bonds issued by a local municipal entity that are backed by
the gate lease revenues collected by the airport. These last transactions, for example, are
almost always without recourse to the municipal entity except with respect to the rights to the
gate lease revenues that are pledged as security for the municipal entity’s conduit loan to the
obligated person. These types of organizations seek numerous services from banking
organizations that are wholly unrelated to the issuance of municipal securities or municipal
financial products, such as deposits and cash management services, letters of credit, revolving

financing facilities, mortgages, or other types of loans.™

However, under draft Rule G-42, the provision of municipal advisory services to an obligated

person on a single transaction, would trigger a complete ban on principal transactions by the

13 We note that banks are prohibited by anti-tying laws from tying lending approval to the purchase of other banking
or bank-affiliated products or services. See, Section 106 of the Bank Holding Company Act Amendments of 1970, 12
U.S.C. §1972.
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municipal advisor and all of its affiliates with the entire obligated person firm, whether or not
those transactions are related to the advisory transaction. Thus, if a bank-affiliated broker-dealer
were to advise an airline company on a tax-exempt financing in California, the bank itself could
not make a loan to buy planes or permit the airline company to make deposits into the bank for
any purpose. Nor could that broker-dealer sell investments to the airline's self-managed
deferred executive compensation fund. If that broker-dealer were to advise a healthcare
corporation about hedging a tax-exempt new hospital financing in Ohio through the use of a
derivative, the bank could not offer a revolving facility to replace MRI equipment for clinics in
Oregon. Moreover, custody clients of banks often use bank-affiliated broker-dealers to effect
securities transactions on their behalf. Such transactions for equity securities are effected on an
agency basis and are permitted with appropriate disclosures. However, such transactions in
debt securities (such as for government securities) are effected on a principal basis and so

would be prohibited.

This is but a sampling of the types of ordinary banking transactions that would be prohibited
under draft Rule G-42. It should be clear from these examples that there is, in fact, no inherent
conflict of interest in a banking organization acting as municipal advisor to an obligated person
for a tax-exempt financing on one transaction and then its affiliate or even the bank itself, acting
as a principal in a wholly unrelated arm's-length transaction. Congress surely did not intend to

disrupt both municipal and private sector markets so significantly.

As noted above, draft Rule G-42 as a practical matter will not work for a municipal advisor firm
that has affiliates. For banking organizations that typically have asset management, advisory,
banking, wealth management, and other subsidiaries, merely tracking the multiple relationships
with advised counterparties is already difficult. Such firms typically have internal conflict checks
that make sure they do not inadvertently find themselves providing advice to two parties to the
same transaction. But to comply with the rule as proposed, a banking organization, before
seeking an engagement with a municipal entity or obligated person, would need to be sure that
none of its affiliates was engaged in any kind of ongoing principal transactions anywhere in the
world with that client. This is a nightmarishly complex task, and one in which predictable

inadvertent oversights could lead to unintended regulatory violations.

The following example is illustrative. Assume that a bank-affiliated broker-dealer has been
engaged by an airline as a municipal advisor on a tax-exempt gate-lease revenue-backed

transaction, which would make the airline an obligated person. At the same time, the broker-
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dealer's commercial bank affiliate is also negotiating an ordinary commercial loan with the airline
for a cargo facility in another state. For reasons of negotiating strategy, the parties have signed
non-disclosure agreements. Therefore, neither affiliate will know that the other may be providing
services to the same entity. If both transactions are completed, there would be a violation of the
rule, yet neither party would be aware of the violation. On the other hand, if there was no
confidentiality agreement in place and the affiliates learned of the negotiations, what should be
done? Should the bank be allowed to complete the loan or must it back out? What if the bank
has already signed a contingent commitment letter months before that only surfaces after the
broker-dealer accepted a municipal advisory role? In this and similar cases, the result for the
airline is that its funding processes may be disrupted with no observable benefit. For all of the
above reasons, we urge the MSRB not to extend any restrictions on principal transactions to

affiliates of a municipal advisor.

C. Any prohibition on principal transactions should apply only to the municipal
advisor with respect to matters directly related to the municipal advisory
transaction or relationship.

Any consideration of restrictions on principal transactions should be limited only to municipal
advisors and to matters concerning the advisory transaction or relationship. We note that this
formulation is the same one proposed in the MSRB’s 2011 draft Rule G-36 in which the
prohibition on principal transactions applied only to matters concerning the “municipal advisory

engagement.”**

We believe that this scope would appropriately address concerns about
conflicts of interest, while preserving the current range of services to municipal entities and

obligated persons.

We note that those entities providing advice to advised municipal entities or obligated persons
that enjoy an exclusion from municipal advisor registration requirements are free to engage in
principal transactions. As discussed above, RIAs may, consistent with their fiduciary duty under
the Investment Advisers Act of 1940, engage in principal transactions with their advisory clients
with disclosure and consent. The differing regulatory regime would create a significant
competitive disadvantage for banking organizations, particularly with respect to the provision of
investment management and advisory services, because a banking organization would be
subject to Rule G-42’s prohibition on principal transactions while an RIA providing exactly the

same services would not. We believe that when Congress exempted RIAs from municipal

“MSRB Notice 2011-48 (August 23, 2011). See also, SEC Municipal Advisor Frequently Asked Questions at 5.2,
(January 16, 2014).
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advisor registration, it was mindful of the fiduciary duty of investment advisers, believing that an
RIA’s advisory clients were protected under that regulatory regime, including with respect to

principal transactions. No policy reason supports the proposed disparate treatment.

4. Compliance with bank fiduciary regulations should satisfy the draft Rule G-42’s
requirements for municipal advisors.

Banks provide a range of investment management and advisory services in their fiduciary
capacity through trust departments and trust companies (hereinafter, bank fiduciaries), and may
be required to register as municipal advisors, because they provide advice with respect to
proceeds from an offering of municipal securities. Their municipal advisory activities arise
generally in the context of providing advice either to separately managed accounts in which
pension plans offered by municipal entities invest, or to collective investment vehicles in which

advised municipal entities or obligated persons invest.

Bank fiduciaries are subject to the strictest fiduciary duty under state and federal banking, trust,
and common law."® A bank fiduciary is required by a long history of case law to put the interests
of account beneficiaries before the interests of the bank. The bank fiduciary owes its
beneficiaries undivided loyalty and must administer each trust for the exclusive benefit of
account beneficiaries and the purposes for which the account was created.*® For all fiduciary
clients, including retirement plans, national banks must comply with 12 CFR Part 9, while state-
chartered banks must comply with applicable state fiduciary and trust law and regulation, which
often defers to the requirements under 12 CFR Part 9. To the extent a bank fiduciary obtains
investment discretion with respect to, or control of, ERISA retirement plan assets, the bank
becomes a fiduciary to the plan under ERISA.'" In addition, bank fiduciaries are examined
regularly by state and federal bank examiners for compliance with state and federal fiduciary

laws and regulations.

**Judge Cardoza’s famous quote in Meinhard v. Salmon, 249 N.Y. 458 at 464 (1928) exemplifies the standards to
which bank fiduciaries are held: “Many forms of conduct permissible in a workaday world for those acting at arm’s
length are forbidden to those bound by fiduciary ties. A trustee is held to something stricter than the morals of the
market place. Not honesty alone, but the punctilio of an honor the most sensitive, is then the standard of behavior.”

®5ee, OCC Handbook on Collective Investment Funds at 12 (“It is a bank’s fundamental duty to administer its
[collective funds] solely in the interest of the bank’s fiduciary customers whose assets are invested in the funds.
When a bank makes a determination that a CIF serves as a prudent alternative to an individualized investment
strategy for a fiduciary account, it must ensure that the CIF used is appropriate for each account. The duty of loyalty
is critical and underlies the administration of a CIF.). See also, OCC Handbook on Conflicts of Interest.

7 Although municipal entities’ pension plans are not covered by ERISA, they often invest in collective funds that are
subject to ERISA (because other clients in the funds are). As a result, ERISA and its requirements for fiduciaries
often apply to collective investment funds.
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Pursuant to this regulatory regime, bank fiduciaries are already required to provide to clients
disclosures of conflicts of interest, and fee and compensation arrangements. Bank fiduciaries
typically enter into investment management agreements (or equivalent agreements) that
document the client relationship, fees, conflicts of interest, duties and obligations, term, and
termination arrangements. Banks are also required to undertake initial and periodic account
reviews pursuant to 12 CFR Part 9, which are comparable to the suitability determinations
described in draft Rule G-42."® Further, bank fiduciaries are required to maintain detailed
records of fiduciary accounts and to “know their customer” under federal banking law and

regulation.

Draft Rule G-42 would impose significant regulatory requirements that overlap but are not

coextensive with the robust regulatory regime with which bank fiduciaries must currently comply.

We are very concerned that applying the rule’s requirement to bank fiduciaries would impose on
bank fiduciaries a duplicative and conflicting regulatory regime with no observable benefit to
fiduciary clients, who ultimately would bear the costs of such redundant regulation. In addition,
bank fiduciaries would also be at a competitive disadvantage with RIAs who would not be

subject to such duplicative regulation.

Accordingly, we strongly urge the MSRB to recognize that the existing regime of bank fiduciary
regulation, under which bank fiduciaries are regularly examined for compliance by
knowledgeable examiners, constitutes effective compliance with draft Rule G-42. We would be
happy to provide additional detailed information on the bank fiduciary regulatory regime.

'8 Draft Rule G-42 would impose a suitability requirement to “only recommend a transaction or product that is in the
[client’s] best interest.” However, the suitability considerations identified in the rule appear to be targeted at municipal
securities transactions and products rather than the types of products provided by bank collective funds and
separately management accounts that operate under investment guidelines. For example, it is unclear whether and
how suitability requirements would be imposed on investment management recommendations or decisions by a trust
bank (acting as trustee to a collective investment vehicle or as manager of a client’s separate account). Clients
typically retain a trust bank to perform discretionary investment management where the investment decisions are
subject to investment guidelines applicable to a fund authorized by the client, or guidelines specifically agreed to by
the client.
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5. Other Issues

Draft Rule G-42 would require municipal advisors to disclose information concerning their
professional liability insurance coverage. We believe that given the capital requirements and
risk management programs at banks, as well as robust supervision by the banking regulators,
disclosure of the amount of professional insurance is unnecessary. Moreover, we are

concerned that the proposal might require banks to disclose proprietary information.

With respect to the economic analysis in draft Rule G-42, ABA is concerned that the MSRB has
failed to take into account the costs to banking organizations of compliance as well as the
impact on municipal entities and obligated persons from the consequent inability to access
financial services and products. As just one example, should the MSRB apply the prohibition on
principal transactions to all affiliates of a municipal advisor, banking organizations would incur
enormous costs simply to try to track potential transactions with a municipal entity or obligated
person across all affiliates. These increased costs would clearly be passed through to

customers. We are happy to discuss these concerns further with the MSRB.

CONCLUSION

ABA has considerable concerns with draft Rule G-42. The complete prohibition on principal
transactions must be substantially narrowed to exclude affiliates and to permit principal
transactions with disclosure and consent. If not significantly modified, the rule would force
banking organizations to choose whether to provide advisory services to municipal advisors and
obligated persons, or provide the full range of loans, deposits and other banking products and

services they offer to such clients; banks would be unable to offer both to their customers.

Any resulting reduction in the availability of services would disserve those clients for no public
benefit. ABA believes that extending a municipal advisor’s fiduciary duty to cover obligated
persons is not authorized by Section 975 and is contrary to Congressional intent. We urge the
MSRB to confirm that draft Rule G-42 does not apply to activities that have been excluded or
exempted under the SEC’s final municipal advisor rule. Moreover, no prohibition on principal

transactions should extend beyond the advisory transaction or relationship.
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We stand ready to provide additional information that may be useful to the MSRB, particularly
with respect to bank fiduciary activities, as you move forward with this proposed rule. Please do

not hesitate to contact me with any questions.

Sincerely,

Cristeena G. Naser

cc: Lynette Kelly, Executive Director
Municipal Securities Rulemaking Board

Ernesto Lanza, Deputy Executive Director
Municipal Securities Rulemaking Board

Gary Goldsholle, General Counsel
Municipal Securities Rulemaking Board

Michael Post, Deputy General Counsel.
Municipal Securities Rulemaking Board

Kathleen Miles, Associate General Counsel
Municipal Securities Rulemaking Board

John Cross, Director of Municipal Securities Office
Securities & Exchange Commission
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AMERICAN COUNCIL OF ENGINEERING COMPANIES

100 Years of Excellence

Davip A. RAYMOND March 7,2014
PRESIDENT & CEO

Mr. Ronald W. Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street

Alexandria, VA 22314

Re: MSRB Draft Rule G-42
Dear Mr. Smith:

On behalf of the American Council of Engineering Companies (ACEC) — the national
voice of America’s engineering industry — [ appreciate the opportunity to comment on the
Municipal Securities Rulemaking Board’s (MSRB) draft rule G-42, regarding the duties
of non-solicitor municipal advisors.

ACEC members — numbering more than 5,000 firms representing hundreds of thousands
of engineers and other specialists throughout the country — are engaged in a wide range of
engineering works that propel the nation’s economy, and enhance and safeguard
America’s quality of life. Many of our member firms work with municipal clients and
could potentially be affected by the municipal advisor registration rule and related
regulations.

As you know, Section 975 of the Dodd-Frank financial services reform law requires
“municipal advisors™ to register with the Securities and Exchange Commission (SEC)
and the MSRB. The statute contains an exemption from registration for “engineers
providing engineering advice.” The final municipal advisor registration rule approved by
the SEC on September 18, 2013 includes additional exemptions, such as the general
information exemption and the independent registered municipal advisor exemption,
which may be utilized by engineering firms. However, the SEC’s definitions of
municipal advisor and advice in the final rule may not fully shield all engineers from
registration.

There is a potential conflict for engineers that register as municipal advisors and must
therefore assume the fiduciary duties outlined in MSRB draft rule G-42. The draft rule
states: “A municipal advisor to a municipal entity client shall, in the conduct of all
municipal advisory activities for that client, be subject to a fiduciary duty that includes a
duty of loyalty and a duty of care.” A duty of loyalty requires a municipal advisor to deal

T 202-347-7474 F 202-898-0068 DRAYMOND@ACEC.ORG

101§ 15TH STREET, NW, 8TH FLoor WasHINGTON, DC 20005-2605 WWW.ACEC.ORG
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honestly and in good faith with the municipal entity and to act in the municipal entity’s
best interests without regard to financial or other interests of the municipal advisor.
While this duty may not, in the normal course of events, cause any conflicts for the
engineer, there are circumstances when such duties could come into direct conflict with
the engineer’s professional and ethical responsibilities.

Engineering is a profession that is heavily regulated by state boards of engineering, and is
founded on professional credentials and personal integrity as a condition of licensure.
The regulations of the various state licensing boards for professional engineers delineate
the ethical duty of the engineer to uphold the safety, health, and welfare of the public.

For example, the Commonwealth of Virginia’s Board for Architects, Professional
Engineers, Land Surveyors, Certified Interior Designers, and Landscape Architects’
current regulations, which have the force and effect of law, provide as follows:

The primary obligation of the professional is to the public. The professional shall
recognize that the health, safety, and welfare of the public are dependent upon
professional judgments, decisions, and practices. If the professional judgment of the
professional is overruled under circumstances when the health, safety, and welfare, or
any combination thereof, of the public are endangered, the professional shall inform the
employer and client of the possible consequences and notify appropriate authorities.

The same obligation is reflected in the codes of ethics of private professional associations
such as ACEC and the National Society of Professional Engineers (NSPE), as well as
related professional associations such as the American Institute of Architects (AIA).

In the course of providing professional engineering services to a client, circumstances
could arise in which the engineer would find himself or herself facing a conflict between
breaching the fiduciary obligations of a municipal advisor and violating the ethical
obligations imposed upon the engineer under applicable state licensing board regulations
and/or one or more professional associations. In such a circumstance, it would be
detrimental to the health, safety, and welfare of the public to prioritize the engineer’s
fiduciary duty to his or her client. By failing to address such a conflict, MSRB draft rule
(G-42 does not serve the interests of the public.

Based on these concerns, we respectfully request that the MSRB address how the conflict
between an engineer’s duty to public health and safety and fiduciary duty to a municipal
client can be managed.

In addition to conflicts related to engineering codes of ethics, the same fiduciary and duty
of loyalty provisions can be in conflict with normal expectations when engineering firms
are involved in demand and revenue forecasting. An example would be traffic and
revenue forecasts for a toll facility. In that role, the engineer is expected to operate
independently of the client as he or she prepares estimates of revenue. These forecasts
may be at odds with client expectations, yet this “arm’s length” relationship is essential to
the credibility of the study product. In this role, engineers are not actually serving as
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‘advisors’ to the client, but rather as independent forecasters providing a critical
component to the design process. Once again, we ask the MSRB to address how the
engineer can manage the conflict between these requirements.

In its notice, the MSRB specifically requested comment on whether the municipal
advisor’s fiduciary duty should be limited to a municipal advisor’s municipal entity
clients. This question is pertinent to engineering firms that register as municipal
advisors, in terms of the professional services they provide to different municipalities. It
is likely that an engineering firm that registers as a municipal advisor will have municipal
clients for which it does purely technical engineering work. It would be inappropriate to
impose fiduciary duty on the engineering firm in such circumstances. Requiring
engineering firms that register as municipal advisors to assume a fiduciary duty toward
all municipal entity clients would, as noted above, provide fertile ground for a conflict
between the engineer’s primary ethical duty to protect public health, safety and welfare,
and the fiduciary’s duty to protect the interests of his or her client.

The MSRB also requested comment on whether to require disclosure of the amount of
professional liability insurance (PLI) carried by a municipal advisor. We question
whether this information would provide a benefit to municipalities seeking to hire
municipal advisors. The amount of PLI coverage would not appear to correlate with the
experience and qualifications of the municipal advisor, or the quality of their services.

In addition, there is significant uncertainty whether PLI carried by engineers would cover
fiduciary duty that goes beyond the standard of care, such as design flaws, to a duty of
loyalty. If claims arising out of an alleged breach of a fiduciary duty are not be covered
by the engineering firm’s current PLI policy, the firm would face two choices. The firm
could elect to acquire additional insurance coverage, the cost of which would be passed
along to all of the firm’s clients through the firm’s general and administrative overhead
rate regardless of the nature of the firm’s services on behalf of any given client.
Alternatively, as the MSRB’s current regulations do not require a municipal advisor to
maintain professional liability insurance covering fiduciary duties, the firm could elect
not to procure such additional insurance coverage so as to avoid having to increase the
cost of its services to all of its clients in a very competitive environment.

Finally, the MSRB asked whether the compliance costs associated with registration as a
municipal advisor would be passed on to municipal entity clients in the form of higher
fees. It seems reasonable to assume that at least some portion of these costs will be
reflected in higher contract prices. The filing, record-keeping, and employee training
costs are too substantial for most engineering firms to absorb. We expect that the
municipal entity client would pay for some part of the additional services, such as
fiduciary duty and associated insurance costs, which they will be receiving from
registered municipal advisors. As an example, the Federal Acquisition Regulation, which
regulates the work of engineering firms and other federal contractors, generally allows
the legal and regulatory costs of doing business to be charged to the client.
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We respectfully request that the MSRB consider the issues we have raised. Thank you
for your consideration of our comments, and we look forward to working with the MSRB
as the rulemaking process moves forward.

Sincerely,

David A. Raymond
President & CEO
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March 10, 2014

Mr. Ronald W. Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street

Alexandria, VA 22314

RE: MSRB Draft Rule G-42
Dear Mr. Smith:

On behalf of the more than 1,500 member organizations of the American Public
Transportation Association (APTA), | write to provide comments on the Municipal
Securities Rulemaking Board’s (MSRB) draft rule G-42 concerning the duties of non-
solicitor municipal advisors, which was published on January 9, 2014.

About APTA

APTA is a non-profit international trade association of more than 1,500 public and
private member organizations, including public transit systems; high-speed intercity
passenger rail agencies; planning, design, construction and finance firms; product and
service providers; academic institutions; and state associations and departments of
transportation. More than ninety percent of Americans who use public transportation are
served by APTA member transit systems.

APTA speaks for its members. Its Board of Directors reiterated that fact on March
9, 2013, when it adopted the following statement: “While APTA encourages its members
to provide specific examples or impacts in support of the association's positions, APTA
crafts its comments to represent those of all APTA members. The association goes to great
lengths to ensure its regulatory comments represent the consensus views of our members.
Every APTA member has the opportunity to review drafts, participate in discussions, and
assist in crafting those consensus comments. In short, we speak with a single voice and,
when the rare instance occurs that we cannot reach consensus, we do not speak at all.
APTA's comments are those of our more than 1,500 members. This consensus-based
method of crafting regulatory comments is a factor underlying APTA's selection as one of
Washington's most trusted brands in a broad survey conducted by the National Journal and
we encourage all federal agencies to recognize the representative nature of the association's
regulatory comments.”
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Summary Comments

As drafted, rule G-42 could effectively halt public transportation projects, most funded
with assistance from the US Department of Transportation through the Federal Transit
Administration (FTA). Specifically, we are concerned that the Federally-mandated planning
process that supports decision making leading to the issuance of securities (the work that
engineering firms do) is being viewed by MSRB in the same context as the marketing of specific
securities (the work that underwriters, investment bankers, and independent financial advisors
do). For that reason, we request activities conducted by engineering and consulting firms
pursuant to public transportation planning and oversight under the provisions of Title 49, United
States Code, Chapter 53, be deemed “engineers providing engineering advice” and specifically
exempted from coverage under the rule.

Financial Planning Associated with Public Transportation Investments

It has long been a practice of FTA to rely upon transportation planning professionals -
and not municipal advisors - for financial analysis in the planning process leading up to (but not
including) the issuance of debt.

FTA’s expectations regarding the level of detail and integration between engineering,
transportation planning, and financial planning is well-documented and long standing. FTA’s
involvement, through its Office of Planning, began in the mid-1970s on the Washington Metrorail
Alternatives Analysis and the early 1980s in several other Alternatives Analyses (e.g., Houston,
Miami) and other major investment projects. FTA was particularly concerned with the ability of
project sponsors to develop realistic, well-documented financial projections that demonstrated
their capacity to not only construct and operate the proposed projects but also to continue - over
the long-term - to operate the underlying existing transit services and renew and replace the
assets that supported those services. Among its concerns was the internal consistency among the
various inputs to the financial plans (e.g., that the same demographic projections were applied
to project ridership and fare revenue as well as dedicated tax revenue; that the same level of
service projections were applied to project ridership and fare revenue as well as operating and
maintenance cost; that the average fare paid per passenger - and future increases - applied in
the projection of fare revenue were applied to project ridership). Understanding these internal
consistencies and the integration of the highly technical results of the planning and engineering
disciplines demanded that this work be executed by transportation planning professionals.

From the late 1980s through the early 2000s, FTA developed its New Starts planning
process and specific requirements for the development of financial plans. These requirements
emphasized the integration of engineering, travel demand modeling, urban planning,
environmental planning, and financial planning.

By the late 1980s, FTA engaged engineering and consulting firms subject to the municipal
advisor rule to develop and teach courses on financial planning for major transit investments.
Subsequently, under contract to FTA’s grantee, the National Transit Institute (NTI), firms now
subject to the rule have developed and delivered the NTI course on “Financial Planning in
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Transportation.” The audience for that course includes transit agencies, metropolitan planning
organizations, and state departments of transportation.

Specific FTA Requirements for the Development of Financial Plans

The following documents establish the professional standards that FTA expects of its
project sponsors for the development of financial plans:

. Alternatives Analysis (Corridor Planning) Financial Plans - Procedures and Technical
Methods for Transit Project Planning.
http: //www.fta.dot.gov/planning/newstarts/planning environment 2396.html
See Part II, Chapter 8 Financial Planning for Transit.

. New Starts Financial Plans - Guidance for Transit Financial Plans.
http://www.fta.dot.gov/publications/reports/other reports/publications 1336.htm
1 See attachment “gftfp.pdf”

. New and Small Starts Evaluation and Rating Process Final Policy Guidance, August
2013, http://www.fta.dot.gov/documents/NS-
SS Final PolicyGuidance August 2013.pdf

. Full-Funding Grant Agreements Guidance Circular 5200.1A
http://www.fta.dot.gov/laws/circulars/leg reg 4119.html. This includes several
references to the depth analysis of the financial plan (e.g., Chapter II, Section 8;
references to “Local Financial Commitment”).

Extent and Limits to the Scope of Work of Firms Developing New Starts Financial Plans

Engineering and consulting firms supporting project sponsors develop financial plans
subject to the above noted regulations and guidance. FTA relies on those financial plans in its
determination of which of many competing projects are recommended to Congress for funding.
Fifty percent of the evaluation score FTA assigns to projects during its review is based on
“financial commitment,” which is evidenced by the financial plans.

It should be noted that FTA does not intend the financial plans developed to satisfy its
evaluation and oversight functions to be applied to support the actual issuance of a particular
security, nor are they suited for that purpose. FTA’s intent is solely to support the planning
process leading to the federal commitment to proceed with a project. Once that commitment is
reached, engineering and consulting firms step back and independent financing advisors step
forward to prepare the financial plan that is actually presented to investors. An example of this
kind of “hand-off” was the development of the financial plan for the New Starts submission of the
San Francisco Municipal Transportation Agency (SFMTA). The financial plan was initially
developed by an engineering firm and SFMTA used the results of that financial plan in its New
Starts submissions to FTA. Once SFMTA committed to the plan, they engaged their independent
financial advisor to prepare the financial plan that was the basis for the actual issuance of debt.


http://www.fta.dot.gov/planning/newstarts/planning_environment_2396.html
http://www.fta.dot.gov/publications/reports/other_reports/publications_1336.html
http://www.fta.dot.gov/publications/reports/other_reports/publications_1336.html
http://www.fta.dot.gov/documents/NS-SS_Final_PolicyGuidance_August_2013.pdf
http://www.fta.dot.gov/documents/NS-SS_Final_PolicyGuidance_August_2013.pdf
http://www.fta.dot.gov/laws/circulars/leg_reg_4119.html
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Long-Term Perspective of New Starts Financial Plans

The financial planning work examines specific funding sources, typically dedicated taxes
and the timing and rates of taxation necessary to support the issuance of debt to fund the projects
examined. These analyses include cash flow analyses (with a 20- to 30-year planning horizon),
including consideration of alternative forms of short- and long-term debt financing. These cash
flow analyses typically address alternative project implementation schedules within the context
of uncertainty with respect to project cost, inflation and interest rates, ridership and market
response to fare increases, dedicated non-federal funding, and the level and timing of federal
grant funding. FTA expects that financial plans submitted that include debt financing be able to
demonstrate that the financial tests applied by the project sponsor (e.g., debt service coverage)
be consistent with issuance of prior debt or meet conventional expectations of the capital market.

In most cases, the financial plans submitted to FTA address the entirety of the financial
obligations of the project sponsor. The capital needs addressed include not only the proposed
New Starts project, but also the continuing infrastructure renewal and replacements needs of the
project sponsor, the cumulative cost of which - over the analysis period - typically exceeds the
construction cost of the New Starts project. As a result, these financial plans project the need for
multiple (possibly annual) debt issuances throughout 20- to 30-year planning horizon. This long-
range perspective greatly surpasses the relatively narrow intent of the rule which appear to focus
solely on a specific near-term financing.

FTA Does Not Expect Third Parties to Rely on New Starts Financial Plans

Some of the firms previously engaged in preparing financial plans responding to FTA
regulation and guidance are or were associated with Certified Public Accounting firms. Such
firms followed the professional Prospective Financial Reporting Guidelines of the American
Institute of Certified Public Accountants (AICPA) and these guidelines have implicitly become
integrated within FTA expectations for standards of practice. In particular, the AICPA Guidelines
fundamentally distinguish between prospective financial reports which are for internal use only
(that s, financial planning studies) and prospective financial reports which are relied on by third
parties (thatis reports which are included in the Offering Statements or Official Statements (OSs)
associated with the issuance of securities). The standards and disclosure requirements with
regard to prospective financial reports which are relied upon by third parties (that is, investors)
are and should be far more stringent that the corresponding requirements for internal use only
reports. FTA did not and does not expect that the financial plans developed to support its
regulations and guidance rise to the standards of financial plans to be relied upon by third
parties.

FTA Expects Consideration of Alternative Forms of Financing in New Starts Financial Plans

FTA has advocated specific alternative forms of financing (e.g., TIFIA loans) and
alternative forms of project delivery. FTA and its sister agency, the Federal Highway
Administration (FHWA) funded the development of state-of-the-practice reports regarding
financing, including:
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e “Financing Capital Investment: A Primer for the Transit Practitioner Public-Private
Partnerships.” Transit Cooperative Research Program, Report 89, 2003,
http://onlinepubs.trb.org/Onlinepubs/tcrp/tcrp rpt 89a.pdf

e National Cooperative Highway Research Program. “Future Financing Options to Meet
Highway and Transit Needs.” Web-only Document 102. December
2006. http://onlinepubs.trb.org/onlinepubs/nchrp/nchrp wi102.pdf

These reports were intended to provide project sponsors with financing options. While
FTA makes no demands that such financing structures be implemented, it encourages project
sponsors to consider such options. FTA has been satisfied that the engineering and consulting
firms that the project sponsors engaged to prepare financial plans have adequately addressed
such options.

FTA specifically does not consider the financing structure applied in the New Starts
financial plan submitted to FTA as a “recommendation.” It recognizes that the ultimate decision
about the structuring of the debt will depend upon the future financial condition of the project
sponsor and capital market conditions, which may change subsequent to the development of
financial plans submitted to FTA.

Failure to Exempt These Services from Coverage Under Rule G-42 Would Create a Conflict
of Interest for Engineering Firms

The draft rule states: “A municipal advisor to a municipal entity client shall, in the conduct
of all municipal advisory activities for that client, be subject to a fiduciary duty that includes a
duty of loyalty and a duty of care.” A duty of loyalty requires a municipal advisor to deal honestly
and in good faith with the municipal entity and to act in the municipal entity’s best interests
without regard to financial or other interests of the municipal advisor. While this duty may not,
in the normal course of events, cause any conflicts for engineers, there are circumstances when
such duties could come into direct conflict with the engineer’s professional and ethical
responsibilities.

As extensively explained by our colleagues from the American Council of Engineering
Companies (ACEC), engineering is heavily regulated by state boards of engineering, and is
founded on the assessment of professional credentials and personal integrity as a condition of
licensure. The regulations of the various state licensing boards for professional engineers
delineate the ethical duty of the engineer to uphold the safety, health, and welfare of the public.
For example, the Commonwealth of Virginia’s Board for Architects, Professional Engineers, Land
Surveyors, Certified Interior Designers, and Landscape Architects’ current regulations, which
have the force and effect of law, provide as follows:

The primary obligation of the professional is to the public. The professional shall recognize
that the health, safety, and welfare of the public are dependent upon professional judgments,
decisions, and practices. If the professional judgment of the professional is overruled under
circumstances when the health, safety, and welfare, or any combination thereof, of the public are
endangered, the professional shall inform the employer and client of the possible consequences and
notify appropriate authorities.


http://onlinepubs.trb.org/Onlinepubs/tcrp/tcrp_rpt_89a.pdf
http://onlinepubs.trb.org/onlinepubs/nchrp/nchrp_w102.pdf

273 of 639

Mr. Ronald W. Smith
March 10, 2014
Page 6

The same obligation is reflected in the codes of ethics of private professional associations
such as ACEC and the National Society of Professional Engineers (NSPE), as well as related
professional associations such as the American Institute of Architects (AIA) and the American
Society of Civil Engineers.

In the course of providing the services described above to public transportation project
sponsors, it is conceivable that circumstances could arise in which the engineer would find
himself or herself facing a conflict between breaching the fiduciary obligations of a municipal
advisor and violating the ethical obligations imposed upon the engineer under applicable state
licensing board regulations and/or one or more professional associations. These conflicting
ethical obligations would create a Hobson’s choice for these professionals and their firms.

Faced with Impossible Choices, Engineering Firms Could Elect to Withdraw from the
Public Transportation Market Altogether

The number of engineering firms with the necessary skill set to undertake public
transportation project planning under the FTA’s extensive New Starts program framework is
quite limited and the universe of transit projects relatively small. Financial analysis, as described
above, is an integral part of that planning process and cannot reasonably be separated from the
myriad other tasks. With the threat of conflicting professional obligations, draft rule G-42 could
effectively force those firms from our limited market.

We appreciate the opportunity to assist in this important rulemaking. For additional
information, please contact James LaRusch, APTA’s chief counsel and vice president corporate
affairs, at (202) 496-4808 or jlarusch@apta.com.

Sincerely yours,

Wg}

Michael P. Melaniphy
President & CEO

MPM/jpl
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March 10, 2014
VIA ELECTRONIC MAIL

Mr. Ronald W. Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600
Alexandria, VA 22314

RE:  MSRB Regulatory Notice 2014-01 (January 9, 2014): Request for
Comment on Draft MSRB Rule G-42, on Duties of Non-Solicitor
Municipal Advisors

Dear Mr. Smith:

On behalf of the Bond Dealers of America (“BDA”), I am pleased to submit this letter in
response to Municipal Securities Rulemaking Board (“MSRB”’) Regulatory Notice 2014-
01, regarding draft Rule G-42 (“Draft Rule G-42”) on the standards of conduct and duties
of municipal advisors when engaging in municipal advisory activities other than the
undertaking of solicitations. Under the Dodd-Frank Wall Street Reform and Consumer
Protection Act (“Dodd-Frank Act”)!, Congress, among other things, amended Section
15B of the Securities Exchange Act of 1934 (“Exchange Act”) to provide for the
regulation by the Securities and Exchange Commission (“SEC”) and the MSRB of
municipal advisors and to grant the MSRB certain authority to protect municipal entities
and obligated persons. The Dodd-Frank Act accordingly grants the MSRB broad
rulemaking authority over municipal advisors and municipal advisory activities. We
recognize that Draft Rule G-42 is one step in the establishment of a regulatory framework
for municipal advisors and we welcome this opportunity to state our position and provide

these comments.

! See Pub. Law No. 111-203, 124 Stat. 1376 (2010).

1
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General

The BDA has supported and welcomes the regulation of municipal advisors through the
municipal advisor rule of the SEC (the “Municipal Advisor Rule)* and the rules of the
MSRB which will help to establish and govern the conduct standards for municipal
advisors. We have concerns, however, about Draft Rule G-42 in its current form. In
particular, we are concerned about the interaction between the SEC’s approach to
defining a municipal advisor using an activities-based approach and the MSRB’s
approach to defining a financial advisor which has been traditionally transaction-based.
How the concept of a financial advisor relates to the concept of a municipal advisor is
very important. The SEC Municipal Advisor Rule and the MSRB rules, including Draft
Rule G-42, cannot function independently of each other. We would like to warn the
MSRB to strongly consider how it exercises its broad rulemaking authority over
municipal advisors and municipal advisory activities and examine how the rules created
pursuant to this authority will interact with the SEC’s Municipal Advisor Rule in
governing and proscribing the duties of a municipal advisor. There is a tremendous
opportunity for the MSRB to add clarity for municipal advisors and help them work
within the framework put forth by the SEC Municipal Advisor Rule. We hope these
comments will help the MSRB avoid negative consequences for the municipal
marketplace and potentially unnecessary burdens that substantially change the conduct of

business without realizing intended policy benefits.

Principal Transactions

We are concerned with the provisions of Draft Rule G-42 that prohibit principal
transactions for a municipal advisor for two reasons. First, the use of the phrase
“[e]xcept for an activity that is expressly permitted under Rule G-23...” is unclear and
creates confusion as to exactly what activities are permitted under Draft Rule G-42. The
MSRB should more clearly indicate which activities are intended to be permitted under
Draft Rule G-42 following the framework set forth by the SEC’s Office of Municipal

Securities in its FAQs.” Second, Draft Rule G-42, as written, places a complete

See Registration of Municipal Advisors, Exchange Act Release No. 34-70462, available at
https://www.sec.gov/rules/final/2013/34-70462.pdf.
3 See Registration of Municipal Advisors, Frequently Asked Questions (“FAQs”) at

2
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prohibition on all principal transactions by a municipal advisor, thereby casting a large
net around many activities and transactions that are unrelated to the actual advice being
given by the municipal advisor. For example, the provision could be interpreted to
prohibit commercial banks from being able to hold the deposits of an entity just because
another business segment of the bank is working on a transaction involving the issuance
of securities with that entity. While certain principal transactions may indeed result in a
conflict of interest, a ban on all principal transactions for a municipal advisor whether or
not the principal transaction relates to the municipal advisor relationship does not
harmonize with SEC interpretative guidance in its recently issued FAQs. The SEC’s
guidance limits the prohibition to conducting business as the result of a conflict to the
particular transaction on which the conflict arose. The Office of Municipal Securities in
its FAQs relating to the Municipal Advisor Rule clearly limits the scope of such
prohibition to the transaction at hand. The ban on engaging in principal transactions
under Draft Rule G-42 should be limited to the specific transaction or transactions for
which the municipal advisor was engaged to provide advice and should not apply broadly

to all activities of the municipal entity.

Fiduciary Standards

The SEC did not undertake to define the fiduciary duty or other standards of conduct of a
municipal advisor in its Municipal Advisor Rule and so Draft Rule G-42 seeks to define
the fiduciary duty and the applicable standards of conduct by subjecting municipal
advisors to a duty of care and a duty of loyalty in the conduct of their municipal advisory
activities. Draft Rule G-42 also requires municipal advisors to disclose conflicts of
interest and certain other information to their clients and to document their municipal
advisory relationship. The fiduciary standards set forth in Draft Rule G-42, however, do
not operate like other well-established fiduciary standards, such as those for attorneys,
which means a large portion of the municipal securities industry will now have to design
unique compliance regimes. The MSRB does not provide justification as to why this
fiduciary standard deviates from accepted and established fiduciary duty standards or

provide a detailed discussion of the benefits being obtained by veering away from

http://www.sec.gov/info/municipal/mun-advisors-faqs.pdf.

3
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commonly used standards when there is significant precedent in this area that could be
drawn from — in particular the ABA Model Rules of Professional Conduct (“Model
Rules”).* Moreover, there is no discussion in the cost-benefit analysis section of the
proposed rule regarding such a significant deviation from the typical legal framework for

fiduciary standards.

The BDA proposes that the fiduciary duty standard should not be different for municipal
advisors than it is for other professionals with fiduciary duties and that, in particular, the
provisions concerning conflicts of interest should be structured like the requirements for
conflicts of interest for attorneys. For example, the Model Rules applicable to attorneys
provide for a definition of conflicts that generally (1) involves the representation of one
client while being adverse to another client, or (2) involves a significant risk that the
representation of one or more clients will be materially limited by the attorney’s
responsibilities to another client, a former client, a third person or a personal interest of
the lawyer. In the event a conflict of interest arises, if the lawyer reasonably believes
that he or she will be able to competently and diligently represent each affected client, the
attorney may proceed by disclosing the conflict of interest and each affected client must
give its informed consent, confirmed in writing. There are then specific types of conflicts,
such as an engagement involving the assertion of a claim by one client against another
client represented by the lawyer in the same litigation or other proceeding, that cannot be
waived by a client under any circumstances. This is a more workable regulatory
structure than a blanket prohibition for all principal transactions in which a conflict of

interest may arise for a municipal advisor.

The BDA supports the requirement that a municipal advisor disclose any material
conflicts of interests and believes appropriate disclosures and waivers should be the basis
for the MSRB fiduciary standard. Paragraph (b) of the Draft Rule G-42 sets forth the
requirements for municipal advisors to disclose conflicts of interests. In addition, the

BDA would like to see the MSRB incorporate into Draft Rule G-42 a further standard

* See American Bar Association Model Rules of Professional Conduct available at
http://www.americanbar.org/groups/professional responsibility/publications/model rules_of professional
conduct/model rules_of professional conduct table of contents.html.

4
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establishing conflicts that cannot be waived. The Model Rules describe this type of
conflict as a conflict that will cause the attorney to be unable to provide competent and
diligent representation to each affected client.” Draft Rule G-42 could include a
provision that a municipal advisor should disclose any actual or potential conflicts of
interest of which it is aware after reasonable inquiry that might impair its ability either to
render unbiased and competent advice to or on behalf of the client or to fulfill its
fiduciary duty to the municipal entity client. If a municipal advisor concludes that a
conflict of interest calls into question its ability to render unbiased and competent advice,
as a fiduciary to a municipal entity, the municipal advisor may be in the position of being

unable to serve as a municipal advisor on that transaction.

The BDA believes that Draft Rule G-42 should contain a provision dealing with when
and how municipal advisors withdraw from or terminate a municipal advisor relationship
with a municipal entity. As with other fiduciary standards, MSRB Draft Rule G-42 needs
to provide for the effective withdrawal and termination of municipal advisory
relationships. Under the Model Rule of Professional Conduct (the “Model Rules”), a
representation in a matter generally is completed when the agreed-upon assistance has
been concluded.® Similarly, an advisor’s fiduciary duty should end at the completion of
the transaction for which advice was given or in accordance with the terms of the written
agreement. Also, municipal advisors need to be sure that their affirmative withdrawal as a
municipal advisor in advance of the completion of a transaction complies with the

MSRB’s fiduciary duty standards and these standards should be included in any final rule.

Furthermore, it is critical that the MSRB clarify when a municipal advisory relationship
is no longer in existence or deemed to be no longer in existence and the municipal
advisor is no longer held to a fiduciary duty standard. Draft Rule G-42 should apply on a
transaction by transaction basis and clarify the beginning and end of a municipal advisor
relationship to avoid confusion and the unintended consequence of broker-dealers being

constrained from pursuing legitimate business opportunities in a market in which issuers

5 See Model Rules 1.7.
® See Model Rules 1.2(c) and 6.5.
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can choose from a variety of professionals for advice and underwriting services.

Obligated Persons

The BDA agrees that it is appropriate to limit the extension of the fiduciary duty of a
municipal advisor only to its municipal entity clients and not extend it to obligated
persons. The Dodd-Frank Act clearly provides that a statutory fiduciary duty is owed by a
municipal advisors to its municipal entity clients only and not to its obligated person
clients. Congress was clearly intending to protect municipal entities in this regard and
created separate legal duties for a municipal advisor when it advises its municipal entity
clients and its obligated person clients. While the Dodd-Frank Act authorizes the MSRB
to prescribe means that are reasonably designed to prevent acts, practices, and business
conduct that are not consistent with a municipal advisor’s fiduciary duty to its clients, the
fiduciary duty does not extend to obligated persons because Congress only extended the
fiduciary duty to an advisor’s municipal entity clients. Further, the BDA believes that the
MSRB amendment to Rule G-17, which requires that municipal advisors must deal fairly
with all persons and not engage in deceptive, dishonest, or unfair practices, provides
sufficient protection for obligated persons. The concept of an “obligated person”
includes a wide spectrum of different kinds of entities, from universities to hospitals to
corporate borrowers to developers, with different financial capabilities, levels of
sophistication and regulatory requirements. It would include, for example, Goldman
Sachs Headquarters LLC and The Goldman Sachs Group, Inc., who are obligated persons
in connection with bonds issued by the New York Liberty Development Corporation to
finance Goldman’s new headquarters in New York City. Applying a fiduciary duty to
each and every one of those relationships could lead to unintended consequences for the
obligated persons and afford protections to entities that do not need, do not want, and

were not intended, to be protected by Congress under the Dodd-Frank Act.

We are also concerned about the inconsistencies in the application of Draft Rule G-42
with respect to obligated persons. Draft Rule G-42(f) provides that “a municipal advisor,
and any affiliate of a municipal advisor, is prohibited from engaging in any transaction, in

a principal capacity, to which a municipal entity or obligated person client of the
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municipal advisor is a counterparty” (emphasis added). In the absence of the municipal
advisor having a fiduciary obligation to its obligated person clients, this prohibition on

principal transactions is overreaching and provides unnecessary protections for obligated
persons. Any restrictions on engaging in principal transactions should be limited only to

municipal entities.

As discussed above, we believe Draft Rule G-42(a) expressly and correctly provides that
a municipal advisor is subject to different legal duties when advising a municipal entity
and when advising an obligated person. A municipal advisor, when advising a municipal
entity, is subject to a fiduciary duty. A municipal advisor when advising an obligated
person is subject to a duty of care and a duty of fair dealing. Despite the clear intention
to establish distinct standards in Draft Rule G-42 for a municipal advisor when advising a
municipal entity and when advising an obligated person, Draft Rule G-42 then imposes
the exact same obligations and restrictions on the actions of a municipal advisor without
regard to the type of client it is advising rendering any distinction in the standards
meaningless. By imposing the same obligations and restrictions equally to both
relationships, the result is that Draft Rule G-42 would, in practice, effectively extend a
fiduciary duty to a municipal advisor’s advisory activities with an obligated person. We
believe that this result is both inconsistent with the MSRB’s intent and the clear
distinctions drawn in the Dodd-Frank Act between a municipal advisor’s duties owed to
clients that are municipal entities on the one hand, and obligated persons, on the other.
We would request the MSRB to review and revise Draft Rule G-42 as needed to ensure
that the final rule is internally consistent and also consistent with respect to the very
different duties and obligations imposed upon municipal advisors depending on whether

they are advising municipal entities or obligated persons.

Review of the Official Statement

The BDA believes that the default requirement in Draft Rule G-42 that a municipal
advisor engaged by a client in connection with either an issuance of municipal securities
or a municipal financial product that is related to an issuance of municipal securities must,

under its duty of care, undertake a “thorough review” of an official statement is
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appropriate. Including a default requirement will help to ensure that an issuer and a
municipal advisor discuss and specify in the documentation evidencing the engagement
the precise scope of the municipal advisor’s responsibility with respect to the official
statement. However, we would like the MSRB to provide additional clarification
regarding what constitutes a “thorough review” of an offering document and how a
“thorough review” is distinguished from a due diligence review of an offering document
in order to guide municipal advisors as to the breadth and scope of their required review

of the official statement in light of this default requirement.

We believe that it is generally the prerogative of the client to determine the scope of
municipal advisory activities to be performed by the advisor, including whether or not the
municipal advisor will review or prepare the official statement. Very often, an issuer will
have engaged bond counsel or disclosure counsel to prepare or review the official
statement and it should be decided by the issuer and the municipal advisor if the
municipal advisor’s role will be limited. Draft Rule G-42 in its final form should make it
very clear that a municipal advisor’s review of the offering document should be qualified
to the scope of services the issuer chooses, as there are typically other professional
service providers who are also engaged by the issuer in preparation of the official
statement such as public accountants and engineering firms. In those instances, however,
where the municipal advisor is specifically engaged to prepare or assist the issuer in
preparing the official statement, the municipal advisor should not be able to contractually
limit its obligation to do a thorough review of the official statement. Draft Rule G-42
seems to allow such a scenario. If the municipal advisor is engaged to prepare the
official statement, the advisor should be held under its duty of care to be sure that the
issuer understands its obligations with respect to the information in the official statement
and to make sure that that official statement contains the information necessary, and at a
minimum accurate and complete, for the type of transaction or security being offered.
Any definition or guidance regarding what constitutes a “thorough review” of an official
statement would therefore need to give due weight to a number of facts and
circumstances, including, without limitation, the municipal advisor’s contractual

responsibility and role in preparing the official statement, the municipal advisor’s
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experience in the municipal market segment in which the deal falls, the municipal
advisor’s role in the overall transaction, and the role of other parties such as bond counsel,
disclosure counsel, other consultants to the issuer, underwriters and their counsel in the

preparation of the official statement.

Documentation of the Municipal Advisory Relationship

Under Draft Rule G-42(c), municipal advisors must evidence each of their municipal
advisory relationships by a writing entered into “prior to, upon or promptly after the
inception of the municipal advisory relationship.” Draft Rule G-42 regarding
documentation works well in the situation where a municipal advisor is hired for a period
of time to provide advice regarding a number of transactions. However, with respect to
more limited engagements, Draft Rule G-42 should mirror the transaction-based
framework established by the Municipal Advisor Rule. The disclosures required by Draft
Rule G-42, by MSRB Rule G-17 and by the Municipal Advisor Rule would provide the
issuer with critical information it needs before engaging a party to provide advice in its
designated role in connection with a specific transaction. Under the SEC’s Municipal
Advisor Rule, a person generally can become a municipal advisor in one of three ways:
(1) providing advice with respect to the issuance of municipal securities; (2) providing
advice with respect to municipal financial products or (3) undertaking to solicit a
municipal entity. We believe each one of these circumstances should be addressed
separately and we will not at this time address the solicitation of a municipal entity since

it is outside the scope of Draft Rule G-42.

Draft Rule G-42(c) is modeled in part on MSRB Rule G-23, which requires that a dealer
that enters into a financial advisory relationship with an issuer must evidence that
relationship in writing prior to, upon, or promptly after the relationship has been entered
into. Rule G-23 (b) clearly provides that “a financial advisory relationship shall be
deemed to exist when a broker, dealer, or municipal securities dealer renders or enters
into an agreement to render financial advisory or consultant services to or on behalf of an
issuer with respect to the issuance of municipal securities, including advice with respect

to the structure, timing, terms and other similar matters concerning such issue.” Rule G-
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23(c) states, “Each financial advisory relationship shall be evidenced by a writing entered
into prior to, upon or promptly after the inception of the financial advisor relationship”.
The guidance on the Rule G-23 also provides that although Rule G-23(c) requires a
financial advisory relationship to be evidenced in writing, a financial advisory
relationship will be deemed to exist whenever a dealer renders the types of advice

provided for in Rule G-23(b), regardless of the existence of a written agreement.

Under Rule G-23, in order to establish a financial advisory relationship one of two
conditions must be present - the broker, dealer or municipal securities dealer must render
financial advisory or consultant services to an issuer or enter into an agreement to render
financial advisory or consultant services to an issuer. Similarly, Draft Rule G-42
provides that a “municipal advisory relationship” shall, for purposes of this rule, be
deemed to exist when a municipal advisor engages in or enters into an agreement to

engage in municipal advisory activities for a municipal entity or obligated person client.

Under Rule G-23, however, a financial advisory relationship shall not be deemed to exist
when, in the course of acting as an underwriter and not as a financial advisor, a broker,
dealer or municipal securities dealer renders advice to an issuer with respect to the
structure, timing, terms and other similar matters concerning the issuance of municipal
securities. A dealer that clearly identifies itself in writing as an underwriter and not as a
financial advisor from the earliest stages of its relationship with the issuer with respect to
that issue (e.g., in a response to a request for proposals or in promotional materials
provided to an issuer) will be considered to be “acting as an underwriter”” under Rule G-
23(b) with respect to that issue. Thus, in order to establish a financial advisory
relationship there must be a mutual desire and understanding between the dealer and the
issuer to enter into a financial advisory relationship and not an underwriting relationship
(even if such agreement is not in writing). This extremely important concept is also
present in the Municipal Advisor Rule where an underwriter cannot take advantage of the
protection of the underwriter exception without the issuer’s participation because the

issuer has to grant the exception to the underwriter.

10
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For the purposes of Draft Rule G-42, where an entity is engaging in conduct that would
not trigger municipal advisor registration, such conduct should also be excluded from
Rule G-42. As a result, we believe that only when such advice is given in a forum where
a municipal entity has an expectation and a desire that the advice should carry a fiduciary
responsibility does the entity become a municipal advisor and trigger the requirement to
evidence the relationship in writing whether or not the municipal advisor will be paid for
the advice. The disclosures required by Draft Rule G-42, by MSRB Rule G-17 and by
the Municipal Advisor Rule would provide the issuer with the critical information it
needs before engaging a party to provide advice in its designated role in connection with

a specific transaction.

It is a different analysis in the case of municipal financial products. In order for a person
to become a municipal advisor by providing advice with respect to municipal financial
products, we believe that all of the requirements for being deemed a municipal advisor
with respect to the issuance of municipal securities should apply with the following
exception: a municipal advisor should only have to evidence the relationship in writing if
they are to be paid for the advice. Unlike the situation where a person becomes a
municipal advisor by providing advice with respect to the issuance of municipal
securities, there is only one possible role for the dealer here: the role of municipal advisor
in the relationship. No other role that might provide a conflict with the municipal entity
or obligated person is possible. As a result, when a person becomes a municipal advisor
with respect to municipal financial products, the only need for a written agreement is to
lay out the scope of the terms of the relationship and the compensation. Since the written
agreement is a consideration for both parties when it involves payment to the municipal
advisor, we believe that this is the only instance where a written agreement should be

required.

Economic Analysis
The BDA does not believe that Draft Rule G-42 should contain any exemptions or special
provisions for small municipal advisors. The Dodd-Frank Act recognized the need to

regulate all municipal advisors and their advisory activities in order to address a variety

11
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of problems that had been identified with the practices and course of conduct of some
municipal advisors, including a failure to place the duty of loyalty to their clients ahead
of their own interests and to exercise a duty of care. We are appreciative of your concern
not to place smaller municipal advisory firms at a competitive disadvantage but these
regulations need to apply to all municipal advisors without regard to size much like the
rules for broker-dealers. We believe that Draft Rule G-42 is consistent with the Dodd-
Frank Act’s provisions with respect to burdens imposed on small municipal advisors and
that above all it is in the public interest and necessary for the protection of investors,
municipal entities, and obligated persons that Draft Rule G-42 be applied to all municipal

advisors regardless of their size.

Disclosure of Liability Insurance Coverage

Draft Rule G-42 would require a municipal advisor disclose to its client either the amount
and scope of coverage of professional liability insurance that it carries and any material
limitations on such coverage or that it does not carry any such coverage. The purpose of
this disclosure would be to permit a municipal entity to assess the resources available to
protect it in the event of a breach of the municipal advisor’s fiduciary duty. We agree
that issuers should be aware of financial resources of the firm they are engaging as a
municipal advisor and that protection of issuers is important. However, a number of
firms providing municipal advisory services have a significant amount of net capital that
would be available and this resource would likely exceed the amount of any
commercially available liability insurance and offer better protection for their municipal
entity clients. We would suggest that rather than require all municipal advisors to
disclose very detailed information about their professional liability insurance, municipal
advisors should be required to disclose the mechanism (capital, insurance, or a
combination of both) and amount of financial resources which would be available to a
municipal entity client if needed. If a municipal advisor does not have a certain threshold
amount of capital (such amount to be determined by the MSRB) or professional liability
insurance, then the BDA believes Draft Rule G-42 should provide that a municipal entity
be able to request or require the advisor to obtain professional liability insurance in a

certain minimum amount determined by the MSRB for protection of their municipal

12
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entity clients only in the event of a breach of the municipal advisor’s fiduciary duty.

Recommendations

Draft Rule G-42 provides that a municipal advisor should not recommend a transaction
unless it has a reasonable basis for believing that the transaction is suitable for the client,
and also lays out specific items that the municipal advisor must discuss with its client,
including the evaluation of material risks and potential benefits, the basis for suitability
and whether alternatives have been considered before the municipal entity enters into a
municipal securities transaction or municipal financial product. The Supplementary
Material accompanying Draft Rule G-42 recognizes that there are times when a
municipal entity or an obligated person may elect a course of action that is “independent”
of or contrary to advice provided by the municipal advisor yet does not provide any
guidance as to the meaning of the word “independent.” If a municipal entity or an
obligated person that has engaged a municipal advisor is acting “independently,” does it
mean they are no longer relying on or considering the advice of the municipal advisor
(which could raise issues for the independent registered municipal advisor exclusion of
the Municipal Advisor Rule) or that they are not seeking the advice of the municipal
advisor they have engaged or that they are acting contrary to the advice being given by
the advisor? The use of the term “independent” in this context should be clearly defined
in the Draft Rule G-42 or Supplemental Material to avoid confusion and unintended

consequences.

Another concern is how exactly a municipal advisor is supposed to make a suitability
determination as a municipal advisor. Under Draft Rule G-42, a municipal advisor’s
determination of whether a municipal securities transaction or municipal financial
product is suitable for the client must be based on numerous factors including the client’s
financial situation and needs, objectives, tax status, risk tolerance, liquidity needs,
experience with municipal securities transactions or municipal financial products,
financial capacity to withstand changes in market conditions and any other material
information known by the municipal advisor about the client and the municipal securities

transaction or municipal financial product, after reasonable inquiry. What these factors

13
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do not include is the fact that many issuers are faced with policy and political
considerations that may be very complex and may also guide or influence an issuer’s
decision-making process. The MSRB should clarify that if a client has clearly stated its
goals and objectives to its advisor, the municipal advisor in making its recommendation
does not need to step into the shoes of the client and examine, analyze or assess the
appropriateness of the client’s stated objectives or goals but may generally accept the

goals and objectives.

We are also concerned that in order to maintain proper books and records of any
evaluations and recommendations made by a municipal advisor that a number of
discussions that typically occur verbally between an issuer and its advisor would need to
be memorialized in writing, which may be of great concern to issuers and impractical for
the municipal advisor. A decision made by an issuer may make sense to the issuer at the
time the decision is made for any number of reasons and may be a good decision at the
time it is made, but could be subject to questioning long after the transaction is completed.
If these discussions and alternatives are memorialized, this may affect the decision-
making process and how much information an issuer may be willing to disclose to its
advisor. In addition, the MSRB should describe in more detail exactly what records a
municipal advisor will need to retain. A municipal advisor needs to know whether it
should retain records or copies of all the proposals it receives, just those proposals it
receives and reviews at the specific request of the issuer or only those proposals it

receives, reviews and recommends to an issuer.

Prohibited Activities

Draft Rule G-42(g) sets forth a number of prohibited activities for municipal advisors.

In addition to these requirements, we feel that the rule should also expressly prevent a
municipal advisor from using its advisory position to engage in non-competitive practices.
There have been occasions where financial advisory firms have recommended a dealer to
serve as an underwriter solely because that dealer did not compete with them for advisory
business. Even though this activity would be both a violation of the duty of loyalty

element of the advisor’s fiduciary duty and a violation of Rule G-17’s fair dealing

14
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requirement, this type of activity is so egregious that it should be expressly prohibited
and included in the enumerated list of prohibited activities for municipal advisors in Draft

Rule G-42(g).

In addition, we would also like to add to the prohibited activities the use of the word
“independent” by municipal advisors who are not affiliated with a broker-dealer. The
word “independent” has historically been used by advisors to convey to issuers that
because they are not affiliated with broker-dealer that they are free from potential
conflicts and implying that they would provide better advice. Under Draft Rule G-42,
disclosure of actual and potential conflicts of interest is required when a municipal
advisor is engaged by a client so an issuer will now know whether a firm they are
considering to engage as a municipal advisor has any conflicts of interest. We believe the
use of the word “independent” in this context by a municipal advisor can be misleading

to municipal entities and obligated persons and its use should be prohibited in this context.
Thank you for the opportunity to present our views on Draft Rule G-42.

Sincerely,

-~ / /
%A//M@ 4

Michael Nicholas
Chief Executive Officer
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Cape Cod's
PO, Box 10 » Orleans, Massachusetts 02653-0010 » (508) 240-0555 Community Bank
Since 1855

Member F.D.I.C. g
THE CAPE COD FIVE CENTS SAVINGS BANK

Mr. Ronald W. Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street

Alexandria, VA 22314

RE: MSRB Notice 2014-1 — Draft MSRB Rule G-42 Duties of Non-Solicitor Municipal
Advisors

The Cape Cod Five Cents Savings Bank appreciates the opportunity to comment on the
proposed MSRB Rule G-42. The Bank is very concerned that the rule, as drafted, may prohibit the
bank from providing both municipal advisory services and traditional banking services such as deposit
accounts, loans or cash management services to municipal entities in Massachusetts.

Community banks like The Cape Cod Five Cents Savings Bank are an invaluable resource and
partner for communities throughout Massachusetts. Many small communities are ignored by large
municipal financial advisory firms simply because they do not come to market frequently enough or
issue in dollar amounts that are significant. The fees charged by some larger firms can also be
prohibitive for smaller communities and, therefore, become a deterrent to hiring a municipat advisor,
who may be able to save these communities significant amounts of money in interest expense as well
as help them avoid costly mistakes that occur in the authorization process of issuing debt.

A prohibition on principal transactions, as proposed in the Draft Rule — G42, may have the
unintended effect of restricting the ability of municipal entities and obligated persons to obtain
financial products and services. Such a prohibition would only serve to further decrease access of
small to mid-sized municipal entities to crucial, expert advice. A likely effect of the proposed rule
would be to further tax the resources of the Massachusetts Division of Local Services, who may have
to fill the void left if Banks were to exit the municipal advisory business.

The American Bankers Association has made a comment, dated March 4, 2014, and in it they
make three specific points for discussion:
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Cape Cod's
PO. Box 10 * Orleans, Massachusetts 02653-0010 = (508) 240-0555 Compunity Bank
Stuce 1855

Memer RDA.C ol
THE CAPE COD FIVE CENTS SAVINGS BANK

1. The MSRB has no authority to impose a fiduciary duty on the municipal advisors with
respect to obligated persons.

2. Draft Rule G-42 should not apply to the provision of products or services that are
either excluded or exempted under the SEC’s final rule on municipal advisor
registration,

3. The prohibition on principal transactions must be narrowed substantially.

We have reviewed these points and urge the MSRB to consider them and make the necessary
changes to the proposed Rule G-42 to address them.

In conclusion, The Cape Cod Five Cents Savings Bank feels strongly that the proposed draft
Rule G-42 may have many unintended consequences that will only serve to make qualified, municipal
advisory advice more expensive and harder to obtain for small to mid-sized communities. We also
feel the MSRB should carefully review and amend the prohibition on principal transactions, so that
the tule does not force banking organizations to choose between providing municipal advisory
services or a full range of traditional banking services such as loans, cash management and deposit
products.

Sincerely,
}
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Aty N oAb

Dorothy A. Sg‘ij{,e}rese
President & Chief Executive Officer
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From: billcaraway@sbcglobal.net

To: Comment Letters

Subject: MSRB Notice 2014-01

Date: Tuesday, January 14, 2014 12:48:11 PM

Attachments: Chancellor Financial Associates-2014-01-20140114124806.pdf

MSRB Ltr 2 Aug 11 2011.doc

First name: William

Last name: Caraway

Phone number: 512-257-0202

Company name: Chancellor Financial Associates

Notice humber: 2014-01

Comment:

In 2011 | submitted the attached letter relative to small advisors. To date it would seem the agency is
continuing to ignore the subject matter in the letter. Indeed Congressman Gene Green's office secured
the support of Barney Frank as to the issues raised in the letter of 2011.

Please respond so | may determine what further action will be needed to protect my company's
interest.

1 file(s) uploaded successfully.

MSRB Ltr 2 Aug 11 2011.doc
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Comment on Notice 2014-01

from William Caraway, Chancellor Financial Associates

on Tuesday, January 14, 2014

Comment:

In 2011 | submitted the attached letter relative to small advisors. To date it would seem the agency is continuing
to ignore the subject matter in the letter. Indeed Congressman Gene Green's office secured the support of
Barney Frank asto the issuesraised in the letter of 2011.

Please respond so | may determine what further action will be needed to protect my company'sinterest.

1 file(s) uploaded successfully.

MSRB Ltr 2 Aug 11 2011.doc






Chancellor Financial Associates


10005 Spicewood Mesa


Austin, Texas 78759


512-257-0202


chancellorfinancial@gmail.com


billcaraway@sbcglobal.com


August 12. 2011


Ms. Elizabeth M. Murphy, Secretary


Securities and Exchange Commission


100 F. Street, NE


Washington, DC 20549-1090


Re: S7-45-10 Small Advisor Exemption

Dear Ms. Murphy:


Chancellor Financial Associates is a consulting firm to Independent School Districts in Texas.  Chancellor has been involved with Texas School Districts since 1993.  I am a former member of the Texas House of Representatives and a former member of the Texas Higher Education Coordinating Board.  I have held seminars in Texas for School Administrators, Business Managers and Board members at various  professional gatherings on the topic of Alternative Financing in Texas.


Having served in the Legislature, I authored legislation dealing with lease purchase financing under the Texas Public Property Finance Act as well as legislation dealing with maintenance tax notes, time warrants and a variety of financing tools available to Texas school districts.  I am the only employee in the company and serve small school districts with a student population below 3,000 in rural areas of Texas.  I am called on by districts to explain state financing alternatives as well as general financial procedures for implementation. 

Starting in September of last year I was advised by counsel to register with the MSRB and SEC as a Municipal Advisor.  I have received my registration number and have with horror read daily emails from the MSRB as to many different statutes, rules and regulations pertaining ostensibly to my business.  Most of the emails site various rules and regulations alien to me and seem to be focused on large securities dealers.  Now I am advised of pending rules requiring exams as well as issues regarding the distinction between advisors vs. brokers, all of which seem to be designed to quash small advisors in the marketplace.


Small Municipal Advisor Exemption:

The Dodd-Frank bill (the "Act") states that the law shall not create an undue burden on small financial advisors.  On page 91 of the Release No. 34-63576, File No. S7-45-10 (the "Release") the Securities and Exchange Commission ("SEC").  The Small Business Administration ("SBA") defines small business for the purposes of entities that provide financial investment and related activities as a business that had annual receipts of less than $7 million during the preceding fiscal year and is not affiliated with any person that is not a small business or small organization.  The Commission is using the SBA's definition of small business to define municipal advisors that are small entities for the purposes of the Regulatory Flexibility Act (RFA).  I request that Chancellor Financial Associates and William J. Caraway be exempted from the Act due to the burden it places on my company as a small Advisor.


Simply stated, I am the only employee of Chancellor Financial Associates, a sole proprietorship. During almost 20 years, I have never generated more than $1 million in total revenue for any given year.  For the last two years my gross revenue has never been over $350,000.  Further, Chancellor does not have the funds to retain a securities law firm to deal with all matters raised in the various daily emails from MSRB.  Frankly, if the exemption is not granted then I will be required financially to close down Chancellor Financial after 20 years of serving rural Texas school districts.  It would seem from the self-serving remarks by various associations and groups of advisors as to new regulations there is an intent to shut down any and all competition, no matter how small.


A simple solution would be to simply set a debt financing limit and exempt those firms involved in transactions at or below the limit from the Act.  One suggestion is a limit predicated on the Internal Revenue Code's $10 million limit (during a calendar year) in order for an issuer's bonds to be bank-qualified.

Proposed Rule 15Bal-2:


The Rule is not within my non-legal grasp and will require legal counsel to advise what each requirement entails.  Considering the makeup of the MSRB board, it would seem that the making of rules is directed toward forcing out small Advisors.  I noticed  First Southwest Company senior officer is now Chairman of the Board of your organization.  I am familiar with this  company, which together with Southwest Securities, controls about 90% of the municipal bond business in Texas.  It appears that the MSRB and SEC will complete the process for these large companies to consolidate all municipal bond business not only in Texas but throughout the country under their umbrella if the rules are forced on small Advisors.  Most small advisors I have spoken with indicate suspicions as to the actions by the MSRB and SEC as to providing large firms total control over  transactions anticipated in the Dodd-Frank Act.  Therefore it would seem Congress has enacted a law which will create by regulations monopolies in the municipal advisory business.

Summary:


Thank you for your consideration,


William J. Caraway, President

Chancellor Financial Associates


chancellorfinancial@gmail.com

512.257.0202
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Chancellor Financial Associates
10005 Spicewood Mesa
Austin, Texas 78759
512-257-0202
chancellorfinancial@gmail.com
billcaraway@sbcglobal.com
August 12. 2011

Ms. Elizabeth M. Murphy, Secretary
Securities and Exchange Commission
100 F. Street, NE

Washington, DC 20549-1090

Re: S7-45-10 Small Advisor Exemption
Dear Ms. Murphy:

Chancellor Financial Associates is a consulting firm to Independent School Districts in Texas.
Chancellor has been involved with Texas School Districts since 1993. | am a former member of
the Texas House of Representatives and a former member of the Texas Higher Education
Coordinating Board. | have held seminars in Texas for School Administrators, Business
Managers and Board members at various professional gatherings on the topic of Alternative
Financing in Texas.

Having served in the Legislature, | authored legislation dealing with lease purchase financing
under the Texas Public Property Finance Act as well as legislation dealing with maintenance tax
notes, time warrants and a variety of financing tools available to Texas school districts. | am the
only employee in the company and serve small school districts with a student population below
3,000 in rural areas of Texas. | am called on by districts to explain state financing alternatives as
well as general financial procedures for implementation.

Starting in September of last year | was advised by counsel to register with the MSRB and SEC
as a Municipal Advisor. | have received my registration number and have with horror read daily
emails from the MSRB as to many different statutes, rules and regulations pertaining ostensibly
to my business. Most of the emails site various rules and regulations alien to me and seem to be
focused on large securities dealers. Now I am advised of pending rules requiring exams as well
as issues regarding the distinction between advisors vs. brokers, all of which seem to be designed
to quash small advisors in the marketplace.

Small Municipal Advisor Exemption:

The Dodd-Frank bill (the "Act") states that the law shall not create an undue burden on small
financial advisors. On page 91 of the Release No. 34-63576, File No. S7-45-10 (the "Release™)
the Securities and Exchange Commission ("SEC"). The Small Business Administration ("SBA™)
defines small business for the purposes of entities that provide financial investment and related
activities as a business that had annual receipts of less than $7 million during the preceding fiscal
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year and is not affiliated with any person that is not a small business or small organization. The
Commission is using the SBA's definition of small business to define municipal advisors that are
small entities for the purposes of the Regulatory Flexibility Act (RFA). 1 request that Chancellor
Financial Associates and William J. Caraway be exempted from the Act due to the burden it
places on my company as a small Advisor.

Simply stated, | am the only employee of Chancellor Financial Associates, a sole proprietorship.
During almost 20 years, | have never generated more than $1 million in total revenue for any
given year. For the last two years my gross revenue has never been over $350,000. Further,
Chancellor does not have the funds to retain a securities law firm to deal with all matters raised
in the various daily emails from MSRB. Frankly, if the exemption is not granted then | will be
required financially to close down Chancellor Financial after 20 years of serving rural Texas
school districts. It would seem from the self-serving remarks by various associations and groups
of advisors as to new regulations there is an intent to shut down any and all competition, no
matter how small.

A simple solution would be to simply set a debt financing limit and exempt those firms involved
in transactions at or below the limit from the Act. One suggestion is a limit predicated on the
Internal Revenue Code's $10 million limit (during a calendar year) in order for an issuer's bonds
to be bank-qualified.

Proposed Rule 15Bal-2:

The Rule is not within my non-legal grasp and will require legal counsel to advise what each
requirement entails. Considering the makeup of the MSRB board, it would seem that the making
of rules is directed toward forcing out small Advisors. | noticed First Southwest Company
senior officer is now Chairman of the Board of your organization. | am familiar with this
company, which together with Southwest Securities, controls about 90% of the municipal bond
business in Texas. It appears that the MSRB and SEC will complete the process for these large
companies to consolidate all municipal bond business not only in Texas but throughout the
country under their umbrella if the rules are forced on small Advisors. Most small advisors |
have spoken with indicate suspicions as to the actions by the MSRB and SEC as to providing
large firms total control over transactions anticipated in the Dodd-Frank Act. Therefore it would
seem Congress has enacted a law which will create by regulations monopolies in the municipal
advisory business.

Summary:

Thank you for your consideration,

William J. Caraway, President
Chancellor Financial Associates
chancellorfinancial @gmail.com
512.257.0202
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March 10, 2014

Thank you for the opportunity to comment on proposed Rule G-42, regulating the activities of Municipal
Advisors. | applaud the Board’s efforts to begin to require accountability of heretofore unregulated
Municipal Advisors. The Board posed many questions that are worthy of debate. | intend to focus on
only a few of the issues raised in the proposal. There is, however, one glaring omission that must be
remedied and it will be addressed first.

How in the world could the Board propose to regulate the activities of Municipal Advisors and remain
silent as to political contributions? G-42 was originally a pay-for-play rule. The Board elects to expand
the Rule to provide for the general regulation of municipal advisory activities and leaves pay-for-play
out? Who argued this was a good idea? Pay-for-play is the first municipal advisory activity the Board
qguotes as a cause for Congressional concern, yet nearly four years after Dodd-Frank becomes law, pay-
for-play is not mentioned in the currently proposed regulations. This is an oversight that must be
immediately remedied. Currently, registered broker-dealers are prohibited from making political
contributions to municipal issuer officials, while heretofore unregulated municipal advisor firms, even
under the proposed regulations are free to make any legal political contribution and disclose it as a
“potential conflict of interest.” If the Board does nothing else in the short term, the same pay-for-play
rules that apply to MSRB member broker-dealer firms must also apply to all Municipal Advisor firms.

The Board has determined that engaging in principal transactions with a municipal issuer client is
completely incompatible with the fiduciary obligation that an advisor has to its issuer clients and has
proposed to prohibit any such activity. This is the case regardless of whether or not the advisor is
involved in this area in an advisory capacity, there are bond proceeds involved, the activity occurs in
another division of the firm, or the competitive nature of the investment activity involved is such that
the advisor has no competitive advantage. However, an advisor is free to accept payment from a third
party to recommend that the issuer engage in principal transactions with that party and must merely
note the acceptance of that payment as a “potential conflict of interest.” To the casual observer, the
latter situation presents a larger problem for the issuer than the former. Is a municipal issuer at a larger
disadvantage where the sales division of the broker-dealer is offering to sell securities in a competitive
environment or where the Municipal Advisor has been paid to advise the issuer whose services to
employ? An advisor is employed to provide advice related to a municipal debt issuance. In the very
least, if the funds involved in a securities transaction are not demonstrably bond proceeds, the existence
of an advisory relationship with the issuer should not disqualify that broker-dealer from competing for
the issuer’s business.

As to the review of offering documents, a Municipal Advisor receives significant compensation for
services rendered absent the undertaking of risk. Consequently, review of the offering document should
be one of the activities for which a Municipal Advisor is held responsible. A Municipal Advisor should
not be able to negotiate their way out of this responsibility. The Board, however, has unnecessarily
complicated the matter by including the word “thorough” in its regulatory dictate. A review of the



295 of 639

offering documents is either conducted or it is not, and if that review is called into question the answer
will most likely be determined, unfortunately, in court. The current language imposes an unfair
burden upon a trier of fact inexperienced in the municipal securities arena, to say nothing of a young
FINRA examiner, by placing on them the responsibility for the determination of what constitutes a
“thorough” review of an offering document. If a Municipal Advisor has documented a review of the
offering document, the confirmation of said review should be sufficient for regulatory purposes.

The Notice requests comment as to whether or not a Municipal Advisor should be required to disclose
the disciplinary history of persons employed at the Municipal Advisor. In the event the Board elects to
require disclosure of disciplinary histories of parties employed by municipal advisors, only information
pertaining to persons directly involved with providing services to the municipal issuer should be the
subject of the requirement. Many firms that provide municipal advice have thousands, if not tens of
thousands, of employees and the disciplinary history of each employee of a large firm is not relevant to
the nature of the advisory services being provided to a municipal issuer.

Professional liability insurance is extremely expensive. The annual premiums for a policy of any size can
be in excess of $100,000. While | am aware that many firms, my employer included, obtain coverage of
this nature and certain clients require such coverage, it is difficult to argue that to such a requirement
would not be an impediment to entry into the Municipal Advisory arena.

| am certain that creating a regulatory regime for an arena where none existed before is an arduous
undertaking. One could not expect staff or the Board to address all the potential issues or problems
created by such an undertaking in a single effort. Thank you for the opportunity to comment on the
issues that that | most strongly believe need to be addressed.

Chris Melton
Executive Vice President
Coastal Securities
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CollegeSavings
FOUNDATION

March 10, 2014
By Electronic Delivery

Ronald W. Smith, Corporate Secretary
Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600
Alexandria, Virginia 22314

Re:  College Savings Foundation’s Comments on MSRB Notice 2014-01:
Request for Comment on Draft MSRB Rule G-42, on Duties of Non-Solicitor
Municipal Advisor

Dear Mr. Smith:

The College Savings Foundation (“CSF”) is a not-for-profit organization with the
mission of helping American families achieve their education savings goals by working with
public policy makers, media representatives, and financial services industry executives in
support of 529 college savings plans (“529 Plans”). CSF serves as a central repository of
information about college savings programs and trends and as an expert resource for its members
as well as representatives of state and federal government, institutions of higher education and
other related organizations and associations. CSF’s members include state 529 Plans, investment
managers, broker-dealers, other governmental organizations, law firms, accounting and
consulting firms, and non-profit agencies that participate in the sponsorship or administration of
529 Plans.

CSF endorses the comments made by the Investment Company Institute in its March 4,
2014 response letter to Regulatory Notice 2014-01. We appreciate the opportunity both to
comment on the Notice and to continue the dialogue with the MSRB on 529 college savings
plans in general. Please do not hesitate to contact us with any questions or for more
information. You may reach us by contacting CSF’s Executive Director, Kathy Hamor at (703)
351-5091.

Sincerely,
@@\bx___

Mary G. Morris
Chair,
College Savings Foundation
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O COLLEGE SAVINGS
lv CSPNIPLANS NETWORK
By Electronic Delivery

March 10, 2014

Ronald W. Smith, Corporate Secretary
Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600
Alexandria, VA 22314

Re:  Comments Concerning MSRB Notice 2014-01
Request for Comment on Draft MSRB Rule G-42, on Duties of Non-Solicitor
Municipal Advisors

Dear Mr. Smith:

The College Savings Plans Network (CSPN), on behalf of its members, is pleased to have
this opportunity to comment on MSRB Notice 2014-01, Request for Comment on Draft MSRB
Rule G-42, on Duties of Non-Solicitor Municipal Advisors issued January 9, 2014 (the “Notice”
or “Notice 2014-01"). We appreciate the Municipal Securities Rulemaking Board’s (the
“MSRB”) continuing commitment to assist consumers seeking to invest in 529 College Savings
Plans (“529 Plans”) and its interest in ensuring that State administrators of 529 Plans receive
sound, balanced support from its advisors. We remain dedicated to working with the MSRB in
its efforts to implement the requirements of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (the “Dodd-Frank Act”).

CSPN appreciates the MSRB’s efforts to outline duties and obligations of municipal
advisors as defined by Section 15B(e)(4)(A) of the Securities Exchange Act of 1934 (the
“Exchange Act”). However, we believe that municipal advisors to 529 Plans provide different
services and are organized differently than municipal advisors in other contexts. Therefore, we
offer the following observations and concerns for the MSRB’s consideration.

Endorsement of Investment Company Institute Comment Letter
CSPN is supportive of the comments relating to proposed Rule G-42 submitted by the

Investment Company Institute (the “ICI”’) and endorses its comment letter dated March 4, 2014
on Notice 2014-01 (the “ICI Letter”™).
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Ronald W. Smith, Corporate Secretary
March 10, 2014
Page 2

Additional Comments

In addition to the points raised in the ICI Letter, CSPN wishes to present the following
information:

Subsection (a) and Supplementary Material .02

The requirement in Supplementary Material .02 that a municipal advisor “investigate and
consider other reasonably feasible alternatives to any recommended municipal securities
transaction or municipal financial product that might also or alternatively serve the municipal
entity client’s objectives” does not squarely apply to the 529 Plan marketplace. Because of the
limitations imposed by Section 529 of the Internal Revenue Code, a municipal advisor to a 529
Plan administrator, for example, could only recommend other 529 Plan products. In this context,
the advisor would be limited to recommendations of structural or investment option alternatives
for the relevant 529 Plan. Accordingly, an elimination or clarification of this requirement in
Supplementary Material .02 for 529 Plan municipal advisors is appropriate.

General Matters — Questions 9 and 10

Municipal advisors to 529 Plans range in size from multi-billion dollar financial services
firms to small business advisors. Requiring a specified limit of professional liability insurance is
unprecedented in the industry and is, at best, problematic given the diverse nature of the 529 Plan
municipal advisor market. Specified limits of coverage would create an undue cost burden for
municipal advisors to 529 Plans and prohibit new municipal advisors from entering the market.

Application for Rule G-42

CSPN reiterates the comments made in the ICI Letter regarding prospective application
of Rule G-42. 1t is important to also note that, in most cases, the municipal advisor’s contract
with a 529 Plan state administrator has been the subject of protracted and complex state
mandated procurement requirements. Retroactive application of Rule G-42 would require an
undue burden on state procurement processes across the country resulting in required detailed
reviews of procurement laws and regulations by state 529 Plan administrators and state
procurement offices. In addition, some state procurement processes may not allow for a
retroactive amendment to a current municipal advisor’s contract with the state. Accordingly,
CSPN strongly believes that Rule G-42 must apply only prospectively.

Thank you again for providing an opportunity to comment on the Notice. We believe
these revisions and clarifications to the proposed rule will protect 529 Plan investors and their
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Ronald W. Smith, Corporate Secretary
March 10, 2014
Page 3

state administrators while allowing for an appropriate regulatory structure for municipal advisors
in the 529 Plan marketplace. Please do not hesitate to contact us with any questions or for more
information. You may reach CSPN by calling Chris Hunter at (859) 244-8177.

Sincerely,

Betty Everitt Lochner
Director, Guaranteed Education Tuition Program
Chairman, College Savings Plans Network
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COOPERMAN ASSOCIATES

Independent Public Finance Consultants
Regis. with SEC and MSRB

111 Anza Boulevard, Ste. 107
Burlingame, CA 94010
(650) 619-0007; fax (650) 348-7684
email: jecooperma@aol.com

March 10, 2014
VIA Electronic Mail

Municipal Standards Rulemaking Board
www.msrb.org

Ladies and Gentlemen:
This is in reference to your Regulatory Notice 2014-01 issued on January 9, 2014.

As a sole practiiciner municipal specific financial advisory firm since 1989, | am
concerned with the impact the draft Rule will have on our practice and similarly situated
firms, as well as the institutionalization it may promote in the field, to the detriment of
municipal clients and conduit issuers, who will face less choice and options and higher
costs for professional advice.

1. ECONOMIC ISSUES; REGULATORY SCOPE

The Notice correctly states that a consequence of the Rule may be a higher cost burden
on smaller firms (at 25), and that the Act only permits regulatory burdens appropriate or
consistent with the Act’s purposes of preventing fraud and protecting statutorily protected
parties. The genesis of the Act’s provisions was inappropriate conduct by a small group
of advisors, which the Act mitigates against by providing a strict fiduciary standard.

Perhaps it would be better to determine first, with the actual experience of time, whether
the Act itself has resolved the issues Congress was concerned with before the MSRB
resorts to the regulatory authority provided in the Act. Rather than burden the entire field
of FA’s with time-consuming and costly regulations, it may be appropriate to determine
what, if any, abuses or inappropriate conduct remain requiring the regulatory surveillance
of this Rule and others. Alternatively, the Board should consider initially limiting the
Rule to an enumeration of prohibited forms of conduct and practices, rather than
imposing extensive compliance, supervision, etc.

Assuming a specific need for action now can be demonstrated by the Board, the proposed
Rule and its accompanying Notice do not provide appropriate data or a specific cost
benefit analysis showing why the regulatory burdens, particularly on small firms, are
justified, The Board concedes that it has little data, but justifies compliance with its own
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policies and the Act’s requirements through a listing of generalized non-specific benefits.
It concedes that the cost burden may reduce competition, and increase costs to the FA
firms and potentially their municipal clients, but does not propose any mitigation for this.
Therefore, the Board may not have adequately satisfied its own policies in formulating
certain provisions of the draft Rule.

There is no suggestion of a streamlined checklist from the Board to promote
compliance/reduce costs or a sample timeline for firms to consider. No proposed forms
to facilitate compliance are provided, and on a recent webinar, staff from the MSRB
dismissed the suggestion of a baseline compliance manual to reduce administrative costs
for smaller firms. No estimate of the time or expense for compliance is provided, as is
applicable to other federal agencies such as the IRS through the OMB. Rather, the Board
considers FA firms like the larger broker-dealers it administers, with their larger profit
margins and embedded compliance staff. However, unlike broker-dealers, FA firms do
not handle client funds or direct client investments—they only offer advice and guidance
to their principals (the municipal clients), which is a more restricted template for
regulation. This distinction should be considered further.

Accordingly, the Board needs to address in more concrete detail specific costs of the
proposed Rule, especially on small shops, and whether the benefits accruing are
specifically (and not in a generalized manner) material enough to impose the burdens, as
recognized by the Congressional draftsmen in the statute.

2. COMPETITIVE IMPACTS

As more entrepreneurial in nature, smaller and one-person firms can be more flexible in
their terms and arrangements with clients, and can offer services on a more cost effective
basis, without compromising quality. In many cases, professionals from the larger FA
firms or broker dealers populate these entities, offering the same level of expertise that
they provided at the larger entities. As smaller firms are not controlled by larger financial
institutions, with bonus pools and parent companies to consider, they can be more
accommodating on services and rates. For example, as a member of my Town’s citizen’s
finance committee, | offer free FA services to the Town, saving it over $150,000 in FA
fees, as well as $140,000 from negotiating a reduction in swap trade profits with the
Town’s broker-dealer | also provide discounted rates to my local elementary school
district.

Furthermore, when Trinity County in Northern California faced a potential TRAN default
and Chapter 9 filing, at the County Treasurer’s request I organized a team of 3 FA’s to
provide services to replace the County’s debt with a longer term obligation, with reduced
FA fees, closing a very difficult transaction the day before the potential default. The
amount of services required did not justify the fee for the assignment, which larger
broker-dealer firms had declined. Two of the FA’s subsequently used their expertise to
assist Vallejo and Stockton with their bankruptcy problems.
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The Board is correct in its assumption that negative competitive consequences may flow
from the Rule for smaller firms, and lead to consolidations or exit from the field, apart
from those whose exit is welcomed. Should the Rule require an extensive formalized
policy and procedure ritual, even for one-person operations, this burden may diminish the
pool of firms and individuals available, and lessen competition. It could also lead to the
institutionalization of the field, where larger firms, akin to oligarchies, dominate, and
where alternatives and ideas available to issuers are limited to those accepted by larger
institutions. For example, in 1996 | was asked to assist a Christian school to finance a
new junior high-high school campus on a 40 acre site in San Jose. Despite the negative
feedback from one large bond counsel, through a lengthy two year process we were able
to arrange an initial $28 million tax-exempt private placement financing, avoiding closure
of the school as its lease of public facilities had lapsed. It is now a 2000+ student facility.
The initial negative reading (which differed from that of other large bond counsel) and
extensive time commitment would have made this difficult to undertake in a larger, more
bureaucratized setting.

3. INSURANCE MANDATES

The market for FA e&o insurtance is very sparse and spotty, particularly for small firms,
which do not generate significant premium income to insurers. Deductibles and
premiums have increased, and in the case of my carrier, policy terms have been cut from
three years to two years, which could herald their exit (I have a zero controversy and
claims history). The Act was not intended to address such administrative issues, as its
emphasis was preventing fraud, and the Board’s focus should remain there.

The Board can be helpful by fostering and approving insurance pools for smaller firms
and estabilishing a national database on claims to provide insurers with industry-wide
data that hopefully indicate this is a profitable line of business.

No mandate for insurance should be required of FA’s and disclosure of insurance terms
should be voluntary with the issuers, much as it is now with individualized requirements
by issuers in each FA RFP, etc.

4. EXTENSION OF RULES TO DODD-FRANK ACT NON-LISTED PARTIES

This concept is again broadening the scope of the statute, without Congressional evidence
of concern here, as well as having mischievous consequences respecting multiple
fiduciary relationships. For example, in conduit transactions, the FA usually is engaged
by the borrower, not issuer. In fact, the obligation is non-recourse to the issuer, whose
involvement is principally for the upfront fee income and smaller annual payments. |If
the FA is obligated to both parties, not by their choice but by regulatory fiat, this may
lead to conflicts that potentially may not be waivable, as well as extra expense. For FA’s
to operate most effectively, they need to be answerable to one client per transaction.
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5. OFFICIAL STATEMENT REVIEW

Any action by the Board on this topic vis-a-vis FA’s only adds additional requirements
and cost where clear lines of responsibility already exist. Disclosure counsel is
responsible for the Official Statement, both its drafting and content. To the extent it is
based upon information provided by the issuer or borrower, this is frequently noted in a
disclaimer by the Disclosure Counsel in the Official Statement. While most FA’s review
it, adding regulatory responsibility will create unnecessary potential conflicts among the
financing team, including potential impasses regarding language or revisions, and add
cost to the issue. It also potentially makes the FA a guarantor of the issuer and the
disclosure counsel, which position is not appropriate to the FA’s role (and for which it is
not being compensated).

Many FA’s now add a statement in their fee paragraph as to their involvement, which
should suffice to guide investors, without further mandates from the Board. . A corollary
consequence is that this imposition potentially diminishes insurance availability for FA’s
given the uncertainties it creates in responsibility, liability and risk.

6. FEASIBILITY STUDY/ANCILLARY DOCUMENT REVIEW

The FA’s role is not to guarantee the financing, the Issuer, the borrower or the work of
bond counsel or disclosure counsel, which may be a potential consequence of your
proposal on feasibility study evaluation. The FA’s role is more limited in nature, to
review of financial structures, cashflows, financial assumptions, financial risk to the
issuer or its enterprise and similar questions.

The FA is not acting as, nor is capable of serving as, supervisory engineer, architect,
zoning administrator, attorney, real estate professional or appraiser, and it is inappropriate
to require these responsibilities of FA’s. Nor are they expert enough to be legally able to
evaluate the bonafides of these professionals. As a matter of caution, FA’s may review
these documents, but mandating review creates a legal liability that merges the FA’s role
to that of supervisory professional over the other participants. This is beyond the scope
and purpose of the statute, and the FA’s expertise. It creates the very circumstances for
FA’s that the Board should want to avoid.

7. FEE SPLITTING

Smaller FA firms may outsource some of their back office tasks, such as computer run
generation, to other entities, which may include FA’s. This may be done on a per project
or per hour basis, and payment to the entity would typically not be dependent upon
successful conclusion of the financing or payment to the FA of its fee. As the payments
are made by the FA firms for discrete services, akin to payments to a temporary
employment agency or consultant, they should not be considered within the concept of
fee splitting.



304 of 639

Similarly, where two FA firms contract with the issuer to perform services for a
predetermined fee, that is disclosed to the issuer (similar to what was required by keep
Trinity County from a Chapter 9 filing), this type of arrangement should be permissible
under the Board’s rules.

8. TIMING OF FA CONTRACT APPROVAL,; IMPLIED CONFLICT WAIVER

Issuers prefer to approve all documents, including fee agreements, at one time, which
may be close to the date the POS is released. Potentially the draft rule imposes a new
timeline, requiring the FA fee agreement approval first, before any other steps are taken.
This doubles the internal work for the issuer’s staff.

To avoid unnecessary additional steps, the Board should clarify that so long as an issuer
is provided the specifics of the fee arrangement in writing ab initio by the FA, which
ratification can occur subsequently, this will satisfy the Rule.

Similarly, FA’s may provide computer runs and other financing strategy materials to a
prospective issuer, as part of the outreach efforts of the FA. This also may arise in the
context of presentations to an issuer or multiple issuers on debt alternatives or specific
potential debt issuances; The Board should clarify that this does not constitute the
performance of FA services for purposes of timing of fee disclosures, until the issuer(s)
consent(s) to proceed.

Regarding conflicts of interest arising from compensation arrangements, all fee
arrangements or services contracts by definition involve adverse interests between
parties. Other personnel in the municipal finance business, subject to similar SEC anti-
fraud rules, do not have written conflicts disclosure. What is the justification or need for
action here? Ditto for the issuer “consent” mandate under consideration by the Board.

“Common sense” says that logically the parties to a fee agreement, just like an
underwriting purchase agreement, by definition have adverse interests, without further
need for disclosure.

9. RECORD RETENTION/POLICY MANUALS

To avoid unnecessary costs and duplication for one-person and small FA shops, the
Board should clarify that maintenance of drafts of documents and emails on the firm’s
email site or through their ISP (such as gmail, Microsoft, facebook, yahoo, aol, etc.) will
comply with the records retention requirements. Absent this clarification, smaller firms
may feel compelled to invest in duplicative services, incurring needless expense.

To reduce costs of compliance for smaller firms, the Board should also provide a draft of
a prototype baseline policy and procedures guide that smaller FA firms can adopt or
modify, as needed, or assist FA user groups with this type of endeavor.
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This will reduce potential deficiencies in any later supervision or examination of FA
firms through the Board’s rules.

10. COST RECOVERY; MAINTAINING FA PROFESSIONALS

Depending upon the level of support from the Board or its staff, the costs of compliance
could become very large and extensive. My firm does not “nickel and dime” its clients
with charges for each item or request,, but rather seeks long-term relationships.

However, should the costs for compliance be significant, which | fear will occur under
the draft’s current version, | will need to surcharge for regulatory compliance, much like
San Francisco restaurants now do for City-imposed health care insurance on restaurant
personnel. This will be an economic disadvantage for smaller firms.

As fewer firms translate to less competition and potentially greater institutionalization,
(possibly leading to an oligarchy), the Board should review the economic and
competitive consequences of the draft Rule in more detail before proceeding.

Higher cost will also create a barrier to entry for newer FA’s or those transitioning from
other fields, particularly if the proposed exam is not properly designed and implemented.
Ditto for any supervision rules. The touchstone of Dodd-Frank was fraudulent or
improper behavior, and the Board should not wander from this specific purpose with
myriad other proposals.

11. ADMINSTRATIVE- QUESTIONS POSED (AT 25-28)

#1 The Board should not list the required deliverables, as they are customized to each
client.

#4 Obligated person expansion discussed in Para. 4 above.

#6 , 7 ;and 9 Discussed above. All should be as simple as possible and use existing
technology or information disclosures already available.

#10 and 11. Discussed in separate paragraphs above, including Para. 3 and 9. .

#12 Extensive oversight activities will likely reduce the willingness of FA’s to consider
creative solutions—rather adopting “run of the mill” responses.

#13 and 15. See Para 10 above.

#14. | believe the very fact of a registration requirement, which can be revoked, has
already promoted FA utility among issuers. Further strictures will at most provide minor
incremental benefits.

#16 and 17. Negative.

#20 See Para. 1, 2 and 10 above.

#21. See Para. 10 above. Remember that we are competing for new blood against hedge
funds and potentially more lucrative industries.

#24 and 25. Draft Rule G-42 will create advantages for larger firms, whose economic
consequence has not been sufficiently addressed by staff, other than a mention in passing.
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The Board should wait for some period of time to determine how the Act is ameliorating
the problem with which Congress was concerned. There is always time later to create
and implement new regulations. See above generally.

As a 25 year veteran of this industry, at the tail end of my career, the concerns above are
only partially for me. Much of my cautionary suggestions are intended to alert the Board
to long-term deleterious effects its rulemaking may have. The vitality and vibrancy of this
“niche” depend upon an appropriate regulatory matrix not impacting adversely the
desirability for both present and future participants.

While Congress gave the Board rulemaking authority, it should be used judiciously,
timely, efficiently and effectively, and should work to sustain and leverage on the
benefits obtained from this industry, whose vast majority of participants provide
appropriate financial and economic advice to issuers.

Respectfully Submitted,

Joshua G. Cooperman
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Comment on Notice 2014-01

from Erika Miller,

on Wednesday, February 4, 2015

Comment:

| strongly feel that if you work for a broker/dealer, the registration requirements whether you are an Underwriter

or aMunicipal Advisor should be the same. If you are an independent MA, then the requirements can be
different that what is required if you work for a broker/deder.



308 of 639

®, Firm Headquarters Serving the Western U.S.
‘::) FCS GROUP Redmond Town Center and Canada since 1988
Solutions-Oriented Consulting 7525 166" Ave NE Washington | 425.867.1802

Suite D-215 Oregon | 503.841.6543

Redmond, Washington 98052 Callifornia | 415.445.8947

Alaska | 907.242.0659

March 17, 2014

Ronald W. Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600
Alexandria, Virginia 22314

Comment on Draft MSRB Rule G-42 on Duties of Non-Solicitor Municipal Advisors
Dear Mr. Smith:

Thank you for the opportunity to respond to your request for comments on Draft MSRB Rule G-42,
Regulatory Notice 2014-01 as regards to Duties of Non-Solicitor Municipal Advisors. We are
submitting our comments specifically with regard to the category of “Economic Analysis”.

FCS GROUP is a small (<25 employee) firm that provides advice to municipal entities and publicly
owned utilities in the form of utility rate studies, revenue sufficiency studies, financial chapters for
master plans, cost of service analysis, user fees, indirect allocation, utility valuations, asset
management, and other financial planning and analysis matters. We do NOT provide direct advice to
clients on the choice of or with regards to the structure timing, terms and other similar matters
concerning debt instruments, financial products or issues.

The data that we provide is simply a projection or forecast of the estimated cost to provide water,
storm, sewer, electric, solid waste or transportation services to a municipality’s constituents and
include estimates and recommendations of how those costs might be recouped from or spread out
between various classes of customers: single family homes, multifamily homes, apartments,
commercial and industrial businesses. As part of our studies we make assumptions as to whether the
municipality might need additional outside funding to finance their costs such as a loan, developer
fees, bonds, etc.

There is always an independent registered municipal advisor or financial advisor as an
intermediary between us and the decision to issue a debt instrument. Our role is limited to evaluating
whether the client has sufficient cash flow needs to meet WHATEVER debt service coverage
requirements are needed. We have no control over, nor do we team with other firms, on how our
deliverables will be used. We DO NOT select financial instruments, recommend financial
instruments, participate in financial transactions, or deal in specific transactions. The work product
that we do provide that is closest to our understanding of the definition of a municipal advisor activity
as defined in Rule G-42 is parity certification.

That being said, we are concerned about the economic impact of the Draft MSRB Rule G-42 on the
Duties of Non-Solicitor Municipal Advisors. Specifically three items will directly or indirectly
impact us: 1) competition from engineering firms; 2) annual fees; and 3) certification.
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1. Certain engineering firms offer the same services that we do and compete for the same
clients. In fact a number of our employees worked for engineering firms before joining our
firm. We understand that engineering firms are exempt from compliance with MSRB Rule
G-42 by definition. We argue that either we should also be exempt to level the playing field,
or that the exemption should not apply to a type of firm, but rather to the type of work
being performed. Therefore, if revenue sufficiency studies or the financial chapter of a
master water plan are to be governed by MSRB Rule G-42, than either 1) engineering firms
should not be allowed to perform them without registering as municipal advisors; OR 2)
revenue sufficiency studies, parity certifications, financial planning, etc. should not be
regulated under MSRB Rule G-42. Without leveling the playing field, small firms like ours
will be unable to compete against the HDRs, CH2M Hills, and Black and Veatches of this
world and essentially we will be forced out of business. The MSRB Rule G-42 states that
engineering firms are exempt if they are providing engineering advice. Does that exemption
extend to an engineering firm that provides both engineering advice and financial advice?

2. The MSRB plans to seek approval from the SEC to charge municipal advisor firms an
annual fee of $300 per professional. Our projects typically require an analyst, a project
manager and a principal. This is designed intentionally so that we can DECREASE the cost
to the municipality by using lower paid entry level employees on more routine tasks, but
ensuring the client has access to the knowledge and expertise of our 20- to 30-year veteran
consultants. How is the MSRB defining “professionals”? Does it include anyone working
on the project or is it anyone working for the firm? If there is a principal assigned who is
responsible for ensuring quality control and assurance as well as compliance with the
MSRB and SEC rules and regulations, could the fee then only apply to that individual or
that category of individuals? This fee will have to be added to the cost of our services.
Being a small firm our profit margins are already extremely tight and this seems to be an
unnecessary financial burden not only to us, but to our clients who costs must be increased
to cover the fees paid by us as well as the fees paid by financial advisors or independent
registered municipal advisor who may also be assigned to the same project. A revenue-
based fee applicable to the firm as a whole might be easier to administer and more fair.
Finally, if engineering firms are not required to pay these fees, it puts our firm at a distinct
competitive disadvantage when it comes to competitive bidding.

3. The rule proposes the development of a test to certify municipal advisors. We contend that
the definition of municipal advisor is so broad as to put those firms whose services are only
tangentially connected to the diverse list of municipal advisor services outlined in MSRB
Rule G-42 at a distinct disadvantage. Certification creates an additional cost burden on
these firms in the form of increased salary expenses to recruit and hire employees who are
certified in areas of municipal advice that do not even apply to and/or are not necessary to
know in order to do the work that we perform. It is like asking every doctor to be certified
to perform brain surgery. If there is to be a test, it must in some way be adapted to the
various categories within the definition of municipal advisor. For example the Life
Underwriter Training Council (LUTCF) certification has three parts. Two parts are
mandatory for everyone, but the applicants have a choice in which test they take for the
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third part. A similar approach would allow the test to be more adaptable to the various
disciplines within the definition of municipal advisor.

Even with that change, the addition of certification requirement would be burdensome for
firms and cumbersome to administer. Unfortunately certification is never a one-time event.
You have to study for the test as well as take additional classes for continuing education
units on an on-going basis. This burns up available resource time forcing firms to hire more
individuals to be able to perform the same amount of work that they did before the
certification was required and in turn increases the cost of doing business. The MSRB might
consider replacing this requirement by recognizing college approved degrees in finance or
related fields in place of certification at least for those municipal advisors who are not
dealing with debt issuance and transactions.

Finally, we believe that it is overkill for every employee in a firm to be required to pass the
test. Similar to the structure of an accounting firms where not everyone must be a CPA or
an engineering firm where not everyone is a licensed PE, a firm in the municipal advisor
field should not need to have all employees certified if that is the ultimate direction the
MSRB chooses. For example a CPA firm is simply a firm that is owned, at least in part by a
Certified Public Accountant, licensed in the state in which they operate.

The CPA firm usually consists of people at various levels in their accounting career. Some
come to work as a Staff Accountant, working through their experience requirements, and
others come to work as seasoned accountants experienced in all aspects of accounting. The
one common factor is prior to working with clients at a CPA firm most have at least
attained a bachelor's degree in accounting and are well on their way to becoming accounting
experts. Accounting is a skill acquired over many years of experience, it is not something
learned overnight or by taking an test. It is our belief that the same is true of municipal
advisors and not every professional in the firm should be required to pass the certification
test. Nor is certification any assurance that the municipal advisor knows the “right stuff”.

Again, we thank you for this opportunity to provide our input on this matter. I can be reached at 425-
867-1802, ext. 226 or tareeb @fcsgroup.com for further comment.

Sincerely,

Taree Bollinger
Vice President

»:E) FCS GROUP www.fcsgroup.com
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2323 RACE STREET, SUITE 1112
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OFFICE TELEPHONE MOBILE TELEPHONE SHELLEY J. ARONSON
(215) 568-9303 (734) 276-0300 _ PRESIDENT _
. . Certified Independent Public Finance Advisor
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January 16, 2014

Mr. Ronald W. Smith, Corporate Secretary
Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600

Alexandria, VA 22314

Dear Mr. Smith

| appreciate the opportunity, on behalf of my firm, to comment on the Draft MSRB Rule G-
42, on Duties of Non-Solicitor Municipal Advisors, released on January 9, 2014. My firm, First
River Advisory L.L.C., isaregistered Municipal Advisor (MA) specializing in the non-profit health
care sector. Since First River Advisory’s formation in 1995, nearly all of its clients have been
obligated persons rather than municipal entities.

I strongly support the MSRB’s initiative to apply the fiduciary standard to obligated persons
as well as to municipal entities. Obligated person clients of MAs deserve the same consideration
with respect to the fiduciary standard as other issuers and borrowers in the municipal bond market.
I do not believe that carrying forward this distinction due to differences in the services provided to
municipal entity and obligated person clients, or for any other reason, is warranted. As a principal
of asmall MA firm, | do not believe that a requirement to accept the fiduciary standard with respect
to all clients would represent a compliance burden.

In comparing notes with leaders of other firm members of the National Association of
Independent Public Finance Advisors (NAIPFA) whose practices are more oriented to municipal
entity clients, | have found that my firm’s engagements are far more extensive and complex. For
instance, First River Advisory’s agreement with a current client was executed in September 2013
for a financing that is not expected to be concluded until the first calendar quarter of 2015. One of
my activities earlier this week was my participation in an all-day planning session with this client’s
executives and its architects and construction managers to produce a comprehensive schedule for
an ambitious facilities improvement project. My primary role was to ensure that accurate and
complete project development information would be available in a timely manner for disclosure in
a preliminary official statement. Due to these more extensive and complex engagements with
obligated person clients during which more comprehensive scopes of services are ordinarily
provided, it may be even more important that MAs be required to apply the fiduciary standard to
obligated person clients than to municipal entity clients.
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For the past 18% years, First River Advisory has routinely accepted the fiduciary standard
with respect to all of its clients. Between the enactment of the Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd-Frank) in the autumn of 2010 and the release by the U.S. Securities
and Exchange Commission of its Final Rule regarding Municipal Advisors in September 2013 (the
SEC Final Rule), First River Advisory had taken the position that it has a fiduciary duty to obligated
person clients, even though not specifically required by Dodd-Frank. It had been First River
Advisory’s expectation that the fiduciary standard inconsistency between municipal entity clients
and obligated person clients would eventually be corrected. Further, it had always seemed to First
River Advisory that in order to comply with MSRB Rule G-17, First River Advisory would have
had to maintain a de facto fiduciary duty to its obligated person clients. First River Advisory’s
acceptance of the fiduciary standard was included in all client agreements executed during this
period.

In order to prepare for the effective date of the SEC Final Rule, First River Advisory has
prepared Written Policies and Procedures. First River Advisory’s declared policy is the acceptance
of the fiduciary standard, including the duty of loyalty and the duty of care, to all clients. This
policy has been reflected in the one obligated person client agreement executed since the release of
the SEC Final Rule.

First River Advisory has had a few municipal entity clients during its existence. They were
not treated any differently than obligated person clients with respect to the fiduciary standard. 1
believe that it would be impractical for an MA firm to apply the fiduciary standard differently with
respect to different types of clients. Moreover, | would not want to be put in a position to explain
to an obligated person client that First River Advisory’s municipal entity clients get the benefit of
my firm’s adherence to the fiduciary standard but that they are not entitled to such benefit.

I can also envision conflicts arising in connection with financings involving a conduit issuer
(amunicipal entity) which has its own MA. The objectives and concerns of conduit issuers and their
borrowers (obligated persons) are not always aligned. Inthose cases, without consistent application
of the fiduciary standard, the conduit issuer’s MA would be required to accept the fiduciary
standard, but the borrower’s MA would not. Again, | would envision the borrower’s executives
asking “how come ...” questions, the responses to which would not likely be considered satisfactory
by those executives.

FIRST RIVER ADVISORY L.L.C. = 2323 RACE STREET,SUITE1112 = PHILADELPHIA, PA 19103-1089
A Municipal Advisor registered with the Securities and Exchange Commission and the Municipal Securities Rulemaking Board
Visit First River Advisory on the Internet at www.linkedin.com/ in/ shelleyaronson1striveradvisory
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Thank you for the opportunity to submit these comments. | may submit comments on other
aspects of Draft Rule G-42, either on behalf of First River Advisory or in concert with other
NAIPFA member firms.

Cordially,

FIRSTRIVERADVISORY L.L.C. = 2323 RACE STREET,SUITE1112 = PHILADELPHIA, PA 19103-1089
A Municipal Advisor registered with the Securities and Exchange Commission and the Municipal Securities Rulemaking Board
Visit First River Advisory on the Internet at www.linkedin.com/ in/ shelleyaronson1striveradvisory
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A PlainsCapital Company

325 North St. Paul Street
Suite 800
Dallas, Texas 75201-3852

March 7, 2014

Mr. Ronald W. Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street

Suite 600

Alexandria, VA 22314

RE: Comment on Draft MSRB Rule G-42, on Duties of Non-Solicitor Municipal Advisor
Dear Mr. Smith,

Thank you for the opportunity for First Southwest Company (“FirstSouthwest™) to respond to the
Proposed Rule G-42 (the “Rule”) referenced above. We applaud the MSRB for taking prompt
action regarding regulation of municipal advisors (“MA”) once the final version of the Securities
Exchange Commission definition of municipal advisor was promulgated. As former MSRB
Chairmen, knowing first-hand the complexities and challenges of writing a rule that has many
different facets, we will focus our comments on structural issues that we believe will help create
a fair and efficient market for issuers and the professionals who practice in this area who will be
affected by the Rule. As we have stated on many occasions, we are proponents of a fair and
efficient marketplace that is not over burdened with regulation in terms of costs, but provides
necessary protection to investors, issuers and creates a level playing field for professionals to
compete on their merits. In general, we are supportive of the professional standards but are
concerned that some of the standards and prohibitions could limit competition, increase costs to
professionals and issuers and create standards that are simply not achievable. The public finance
industry has demonstrated the benefits of any issuer who complies with the rules can access long
term financing, giving them certainty of project cost. Overly burdening this market could have
the adverse consequence of pushing issuers, small issuers in particular, to less transparent
markets and with reduced long term certainty. We hope the MSRB can strike a balance between
costs and issuer and investor protection.

With respect to market participants, we are concerned by some of the standards that are put
forward that potentially create an uneven level of competition between professionals, through
rewarding firms or MA’s who have no ability to handle liability created in the course of
providing financial advisory services will inevitably increase the cost of professional liability
insurance to those who desire to have this level of protection. We are also concerned with the
discrepancy between the MSRB’s rules and regulations promulgated by the Commodities Future
Trading Commission.
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Principal Transactions

FirstSouthwest finds the proposed prohibition on principal transactions particularly troubling.
As you know, the municipal market is large and diverse, with millions of individual CUSIPs,
some of which can be traded for many years. Transacting in such securities may not necessarily
be relevant or have any bearing on a current advisory engagement, as well as, potentially create
higher costs or lower investment income for issuers that are investing with monies that are not
attributable to the transaction that the MA has been engaged on. It is unclear how a blanket
prohibition on a company or any affiliate of the advisor would serve the best interests of the
issuer.

Fiduciary Duty and the Suitabilitv Standard

While FirstSouthwest is supportive of improving the quality of advice to issuers through the
implementation of a suitability standard for recommendations, there are a few important
comments we wish to make. First, we feel that certain issuers are capable of independently
evaluating risks in issuing municipal securities, and exercising independent judgment in
evaluating recommendations of a municipal advisor. For this select group of issuers, it is
appropriate to provide for an exemption to the suitability standard similar to the concept of
“sophisticated municipal market professionals” exemption for large institutional investors.

Additionally, the extension of a duty of care to obligated persons in G-42(a)(i) is problematic and
inconsistent with Dodd Frank and other SEC Rules. It is unclear why private parties would be
subject to a fiduciary duty in this context. Additionally, such a provision would prove to be
unduly burdensome on municipal advisors and hence increase costs.

Scope of Services and Compensation

Because of the complex realities in issuing municipal securities and serving governmental units,
FirstSouthwest is a strong proponent of the idea that the scope of services should be determined
through communication and negotiation between issuers and advisors. As such, we strongly
disagree with any effort to prescribe services to be performed or regulate advisors” compensation
for performing said services.

Specifically, the provisions in the Rule that impose upon the advisor an obligation to consider
feasible alternatives, review third-party recommendations, and review official statements and
feasibility studies, is inappropriate. In practice, this will result in advisors performing additional
services that issuers may consider unnecessary and impose additional costs upon the issuer and
evaluating unsolicited proposals that the issuer may not want to implement or require other
professionals such as bond counsel to evaluate, for what may be minimal difference, and
potentially increase risk to the issuer. Should an issuer pay for an evaluation of a proposal it is
not comfortable with, such as an interest rate swap, which on paper may or may not be of
financial benefit to the issuer. Furthermore, such a provision may violate pre-existing contracts
between issuers and advisors where specific services have been negotiated or where other
professionals are engaged such as disclosure and bond counsel. The standard or thorough review
is vague and can lead to costly litigation, increase liability insurance costs and or reduce
availability which could hurt issuer protection.
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Additionally, FirstSouthwest has seen instances in the marketplace of municipal advisors
facilitating private placements. When addressing scope of services under the Rule, is this
considered an allowable duty or does it fall under the prohibition on principal transactions in the
proposed G-42(f), in that it is considered an underwriting? The MSRB should be clear on this
position because it affects all Municipal Advisors.

In the matter of compensation, the proposed G-42(g)(i) prohibits municipal advisors from
receiving compensation that is “excessive”. FirstSouthwest strongly objects to this language, as
we feel it will lead to problems when comparing scope, quality, complexity of transactions and
timeliness of services as well as differences in firm’s resources or financial resources.
“Excessive” is a subjective term, and changes over time and between individuals or firms.
Issuers, at the time of negotiation, and not examiners or other third parties, are in the best
position to judge the value of these services. Services provided and the level of expertise
required varies greatly from issuance-to-issuance, and compensation should vary to reflect those
differences. This is analogous to ranges in compensation for individuals in that there is no one
right level for everyone because of differences in skills, experience and resources.

Disclosure

For some time, FirstSouthwest has felt that disclosure to issuers by some municipal advisors has
been lacking and we applaud the MSRB for addressing these matters in the Rule. However,
there are a few comments we would like to make on the Rule to assist the MSRB in arriving at a
robust, fair and practical rule.

First, proposed Rule G-42(b)(ii) requires disclosure of “any affiliate of the municipal advisor that
provides any advice, service or product to or on behalf of the client.... .” Because not every
relationship rises to a level to create an irreconcilable conflict of interest or affect investors, we
feel that there should be a materiality standard. Particularly in the case of large financial
inslitutions, an advisor may have affiliated entities that provide any number of services to a client
and/or their associated persons, such as brokerage, banking, insurance, or mortgage services. In
the vast majority of these cases, the relationship is not of enough significance to create a true
conflict of interest on the particular transaction or was secured through a competitive process
where a governmental entity determined it was in the best interest to secure these services
through a particular firm. The imposition of such a standard without a materiality provision
would only create additional unnecessary administrative tasks when entering into a contract and
thereafter, again ultimately increasing costs to the issuer.

We seek clarity for the requirement in G-42(b)(vii) to disclose other advisory engagements,
which may not be appropriate and will dilute the value of disclosure. The section of the Rule
“any other engagements or relationships of the municipal advisor or any affiliate of the
municipal advisor that might impair the advisor’s ability either to render unbiased and competent
advice to or on behalf of the client or to fulfill its fiduciary duty to the client, as applicable... .”
Because of the use of this standard of “might impair” used in conjunction with ability to fulfill its
fiduciary duty creates an ambiguous standard and could be true in any circumstance that a firm
has any client other than the client. Because of this standard, firms in an abundance of caution
will disclose all their clients and this will in our opinion dilute the value of the disclosure. To
our understanding neither lawyers nor accountants have this standard. Issuers when selecting
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advisors evaluate experience and resources of a firm, as is evident in many issuers requesting
experience and using ranking tables.

FirstSouthwest has long been a proponent of ensuring that issuers are contracting with municipal
advisors with appropriate financial wherewithal as currently required by broker dealer municipal
advisors, pursuant to SEC Rule 15¢3-1. However, the proposed G-42(b)(vii) is concerning in
that it requires the municipal advisor to disclose the existence and terms of advisors’ professional
liability insurance. Our fear is that such disclosure will result in a greater number of plaintiffs’
firms targeting advisors with an eye on the advisor’s insurance policy with the unintended result
of either firm not having this protection, setting up special purpose entities with no resources, all
of which would adversely affect the purpose of issuer protection. In our view, it is more
appropriate to disclose the capital position of the firm, as required by SEC rules for other
financial institutions such as broker-dealers.

Finally, the Rule’s requirement to affirmatively state if the advisor has concluded that it has no
material conflicts is troubling. If an undisclosed conflict is later discovered, it would surely be in
violation of the very requirement to disclose it. Having an additional requirement to
affirmatively state that there are no conflicts only serves to increase administrative requirements,
and could provide an unnecessary “tack-on” violation in the event a conflict is later discovered.

In conclusion, we applaud the effort the MSRB is making to regulate municipal advisors, in a
fair and efficient manner. We hope that our comments have illuminated issuers that may not have
been considered during the drafting of the Rule. Please contact either of us directly at (214) 953-
4128 or (713) 654-8641 if you have any questions regarding my comments or concerns.

Sincerely,
L o
N
At [ T Wiz
Epd L L
. /t E /_\{.;V‘-,
Hill A. Feinberg Michael G. Bartolotta
Chairman and Chief Executive Officer Vice Chairman
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& Frost

MatkEe Bapao
San Antonio, Texas 78296-1600

Mr. Ronald W, Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600
Alexandria, VA 22314

RE: Request for Comment on Proposed MSRB Rule G-42, Duties of Non-Solicitor Municipal
Advisors: MSRB Notice 2014-01

Mr. Smith:

Frost Bank, a commercial banking institution chartered in the State of Texas, appreciates the opportunity
to comment on the above proposed rule, specifically section (f) regarding the prohibitions against a
municipal advisor, or any affiliate of a municipal advisor, from engaging in any transaction in a principal
capacity to which the municipal entity is a counterparty.

The proposed regulation would preclude banks such as Frost Bank from providing advisory services from
our Trust Department regarding a municipality’s pension fund assets or from our Capital Markets area
regarding a municipality’s issuance of a debt security and simultaneously provide that municipality with
other traditional and necessary commercial and fiduciary banking services. These precluded service
offerings would include deposit services, cash management including account sweeps, securities lending,
lockbox services, securilies safekeeping, bond proceeds investing, traditional lending services, employee
payroll services, etc., all services that commercial banks have traditionally provided to the local
governmental entities. When forced to choose between the advisory roles and that of being the provider
of other banking services, commercial banks will likely exit the advisory role process, thus narrowing
competition for and limiting the availability of such services.

A better solution would be to provide a specific and clear exemption for commercial banks who provide
such advisory services from being subject to the proposed prohibitions on being a provider of other such
traditional services to the municipalitics. We do not believe it was the intent of Congress, nor is it the
intent of the MSRB to lessen the competition in the marketplace or to lessen the availability of traditional
banking or advisory services. Commercial banks have had a long history of providing such services o
their local governments for many years in a forthright manner without undisclosed conflicts of interest.
We trust that the MSRB will find a solution that enables these relationships to continue,

Sip€erely

Gttsm /Y
William H. Sirakss
Senior Executive Vice President

A subsidiary of Cullen/Frost Bankers, Inc. NYSE Symbol: CFR.
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A George K. Baum & Company

INVESTMENT BANKERS SINCE

March 10, 2014

Ronald W. Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600
Alexandria, VA 22314

RE: MSRB Notice 2014-01 (January 9, 2014): Request for Comment on Draft MSRB Rule G-42, on
Duties of Non-Solicitor Municipal Advisors

Dear Mr. Smith:

On behalf of George K. Baum & Company (“GKB” or the “Firm”), we are pleased to provide our response
to Municipal Securities Rulemaking Board (“MSRB”) Notice 2014-01 (the “Request for Comment”). To
help put our response in context; GKB is a small broker dealer whose principal business is municipal
finance. Our firm provides a multitude of services to our clients, both municipal entities and obligated
persons, including underwriting services and financial advisory services. When serving in an
underwriting capacity, our principal bond distribution network is to institutional investors. We also have
a relatively small retail distribution capacity. Accordingly, our comments are restricted only to our areas
of expertise and therefore are not intended to be comprehensive of all of the provisions of Proposed
Rule G-42.

Please also note that our firm is a member of both the Bond Dealers of America (“BDA”) and the
Securities Industry and Financial Markets Association (“SIFMA”). The BDA and SIFMA are submitting
separate comment letters in response to the Request for Comment. GKB approves, endorses and
supports all of the comments and suggestions being provided by the BDA and by SIFMA.

Comprehensive Rules Pertaining to Municipal Advisors

The MSRB previously has stated that it will be issuing various proposed regulations pertaining to
Municipal Advisors, in addition to Proposed Rule G-42. The MSRB has announced its intention to issue
such proposed regulations in phases, beginning first with Proposed Rule G-42 (and related proposed
revisions to Rules G-8 and G-9). While we acknowledge that forthcoming additional regulations beyond
Proposed Rule G-42 would be prudent and appropriate, we are concerned that this phased approach to
issuing proposed regulations may lead to unintended inconsistencies and related undue burdens.
Because we cannot know or predict with certainty where the purview of each such future additional
proposed rule will begin or end, or how each might impact or correlate to Proposed Rule G-42, in our
opinion it is likely that such future proposed rules might necessitate or warrant additional comments
regarding the scope, purview or application of Proposed Rule G-42. Therefore, we urge the MSRB to not
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finalize any of the rules governing the behavior of municipal advisors, including but not limited to
Proposed Rule G-42, until all of those rules which the MSRB intends to propose at least have been
published for comment. Doing so, in our opinion, will help mitigate any unintended inconsistencies in
drafting, interpretation and application of comprehensive rules for municipal advisory activities.

Whether Proposed Rule G-42 Should Require a Duty of Care to an Obligated Person

The Request for Comment on Proposed Rule G-42 properly notes (on page 3) that, “the Dodd-Frank Act
itself specifically establishes that a fiduciary duty is owed by a municipal advisor to its municipal entity
clients. By contrast, the Dodd-Frank Act does not impose a fiduciary duty with respect to a municipal
advisor’s obligated person clients.” (footnote citations omitted) As so acknowledged by the MSRB,
federal securities law dictates that a Municipal Advisor owes a fiduciary duty when it acts as an advisor
“to [a] municipal entity.” (See Securities Exchange Act of 1043, as amended (the “Exchange Act”), §
15B(c)(1).) Congress did not authorize or impose a fiduciary duty on Municipal Advisors when acting as
an advisor to obligated persons. The Securities and Exchange Commission (“SEC”), in promulgating its
final municipal advisor registration rules (the “SEC MA Rules”), clearly recognized these distinctions and
expressed its opinion that Municipal Advisors owe a duty of fair dealing to obligated person clients
under MSRB Rule G-17, and not a fiduciary duty. (See SEC Adopting Release, No. 34-70462, at page
156.)

Proposed Rule G-42, however, does not adopt this same approach, instead proposing to impose a duty
of care on a Municipal Advisor when acting as an advisor to an obligated person client. Because neither
Congress nor the SEC requires or imposes such an obligation, we believe that if the MSRB wishes to
impose a duty of care on a Municipal Advisor when acting as an advisor to an obligated person client,
the MSRB should clearly state the legal authority for that requirement, and the justification for taking
this additional step, including providing evidence of abuses which demonstrate the need for a more
robust regulatory framework than that adopted by Congress and the SEC. We recommend instead that
the MSRB revise Proposed Rule G-42 to remove any imposition of a duty of care on a Municipal Advisor
when acting as an advisor to obligated persons, and instead rely upon the existing provisions of Rule G-
17 that impose a duty of fair dealing on all Municipal Advisors. In our opinion, that approach will
enhance simplicity and consistency between the requirements, interpretation and application of federal
securities laws, the SEC MA Rules and applicable MSRB Rules pertaining to duties owed by Municipal
Advisors to obligated person clients. In our opinion, non- municipal entity obligated persons have
different characteristics than municipal entities. Non-municipal entity obligated persons are not
associated with the handling of public funds. Non-municipal entity obligated persons are private
business, either for-profit or not-for-profit, and therefore operate with a different level of public
accountability. Since the MSRB requires only that a duty of fairness apply when brokers, dealers, or
municipal securities dealers deal with other types of private business (such as other broker dealers), we
believe this same duty should be applied when Municipal Advisors deal with the type of private business
class defined as obligated persons.
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Municipal Advisors Acting as a Principal

Proposed Rule G-42(f) is summarized in the Request for Comment (page 6), as follows: “Draft Rule G-42
prohibits a municipal advisor (and any affiliate) from engaging in any transaction in a principal capacity
to which the municipal entity or obligated person client of the municipal advisor is a counterparty,
except for activity that is expressly permitted by underwriters under Rule G-23.” The Request for
Comment and Proposed Rule G-42(f), however, do not specifically identify which provisions of Rule G-23
were intended to be included within this exception. Accordingly, Proposed Rule G-42(f) is too
ambiguous and overly broad. If the MSRB intended the exception to incorporate the provisions of Rule
23 (d) (ii) and (iii), we believe that affirmatively stating similar exceptions, revised to apply to Municipal
Advisors to municipal entity clients and limited to specific transactions, would be much more direct and
clear. Accordingly, for the reasons set forth below, we recommend that Proposed Rule G-42(f) should
be revised to state as follows:

“A municipal advisor for a municipal entity on a transaction is prohibited from engaging in any
principal capacity on that transaction, except as stated below:

A municipal advisor for a municipal entity shall not be prohibited from acting as agent for the
municipal entity in arranging the placement of the entire issue with any state, local or federal
governmental entity as part of a plan of financing by such entity for or on behalf of the
municipal entity, but only if such municipal advisor does not receive compensation from any
person other than with respect to municipal advisory services related to such placement and
does not receive compensation from any person for underwriting any contemporaneous
financing transaction directly or indirectly related to such issue undertaken by the state, local or
federal governmental entity with which such issue was placed.

The limitations set forth above shall also apply to any broker, dealer, or municipal securities
dealer controlling, controlled by, or under common control with the broker, dealer, or municipal
securities dealer having a municipal advisory relationship with a municipal entity client with
respect to the issuance of municipal securities. The use of the term “indirectly” shall not
preclude a broker, dealer or municipal securities dealer that has a municipal advisory
relationship with a municipal entity client with respect to the issuance of municipal securities
from purchasing such securities from an underwriter, either for its own trading account of for
the account of customers, except to the extent that such purchase is made to contravene the
purpose and intent of this rule.”

In our opinion, Rule G-42(f) should be revised as suggested above for two reasons. First, as currently
proposed by the MSRB, Proposed Rule G-42(f) would overstep the guidance in other existing regulations
(such as Rule G-23 and the SEC MA Rules) which clearly recognize that a municipal advisory relationship
related to the issuance of municipal securities is a transaction-by-transaction decision between a service
provider and a municipal entity. Under the current version of Proposed Rule G-42(f), however, a
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municipal advisory relationship instead would become a client based relationship which seemingly
would continue forever in time. Given the nature of the municipal securities business, it will be almost
impossible for a broker dealer to never act as a Municipal Advisor for a client. Under Proposed Rule G-
42(f), as currently written, if a broker dealer ever worked as a Municipal Advisor for a client, that broker
dealer would be prohibited from acting as a principal on any of the client’s transactions forever. If
Proposed Rule G-42(f) becomes effective as currently proposed by the MSRB, ultimately no broker
dealer will be available to act as an underwriter for any client.

Second, as noted above, Proposed Rule G-42(f) would overstep the guidance in other existing
regulations (such as Rule G-23 and the SEC MA Rules) which currently recognize the difference between
a financial advisory or municipal advisory relationship with a municipal entity or an obligated person. In
the MSRB’s Notice On Application Of Board Rules To Financial Advisory Services Rendered To Corporate
Obligors On Industrial Development Bonds (May 23, 1983), the MSRB states:

“Board rules G-1 and G-3 provide that rendering “financial advisory or consulting services for
issuers” is an activity to which those rules are applicable (emphasis added). Similarly, Board rule
G-23, on the activities of financial advisors, applies to brokers, dealers, and municipal securities
dealers who agree to render “financial advisory or consultant services to or on behalf of an
issuer” (emphasis added). Clearly these rules are applicable to financial advisory services
rendered to state or local governments and their agencies, as well as to municipal corporations.
In the Board’s view, however, rules G-1, G-3, and G-23 do not apply to financial advisory services
which are provided to corporate obligors [obligated persons] in connection with proposed IDB
financings.”

Moreover, the SEC states in its Registration of Municipal Advisors, Frequently Asked Questions, issued
on January 10, 2014 (last updated on January 16, 2014) (the “FAQs”), in the section titled “Question 5.2:
Switching Roles From Municipal Advisor to Underwriter”:

“If a broker-dealer acts as a municipal advisor to a municipal entity with respect to an issuance
of municipal securities, it owes a fiduciary duty to the municipal entity with respect to that issue
and must not take any action inconsistent with its fiduciary duty to the municipal entity.
Additionally, the broker-dealer must comply with MSRB Rule G-23, which prohibits persons from
switching from the role of financial advisor to the role of underwriter with respect to the same
issuance of municipal securities.”

Only here, in all of the SEC’s FAQs and answers, does it omit any mention of obligated persons. The SEC
expressly mentions obligated persons in many other places in its FAQs and the SEC MA Rules. The SEC
could have included obligated persons in its discussion of restrictions imposed by MSRB Rule G-23 on
role switching, but did not do so. Clearly the SEC intended that a person can be a Municipal Advisor for
an obligated person and still be an underwriter on the municipal securities issued by the municipal
entity.
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Evidencing a Municipal Advisory Relationship in Writing

In describing Proposed Rule G-42(c), the Request for Comment (page 9) states, “Under draft rule G-
42(c), municipal advisors must evidence each of their municipal advisory relationships by a writing
entered into prior to, upon or promptly after the inception of the municipal advisory relationship.”

Section 15B(e)(4)(A) of the Exchange Act (as amended by the Dodd-Frank Act) and the SEC MA Rules
define a Municipal Advisor to mean a person (who is not a municipal entity or an employee or a
municipal entity) that: 1) provides advice to or on behalf of a municipal entity or obligated person with
respect to municipal financial products or the issuance of municipal securities, including advice with
respect to the structure, timing, terms and other similar matters concerning such financial products or
issues; or 2) undertakes a solicitation of a municipal entity.

In summary, there are three activities which can make someone a Municipal Advisor:

- Providing advice with respect to the issuance of municipal securities;
- Providing advice with respect to municipal financial products; or
- Undertaking a solicitation of a municipal entity.

In our opinion, each of these circumstances should be dealt with and addressed separately in
determining when and how a Municipal Advisor must evidence its relationship with its clients.

Providing advice with respect to the issuance of municipal securities

Rule G-23(b) states, “For purposes of this rule, a financial advisory relationship shall be deemed to exist
when a broker, dealer, or municipal securities dealer renders or enters into an agreement to render
financial advisory or consultant services to or on behalf of an issuer with respect to the issuance of
municipal securities, including advice with respect to the structure, timing, terms and other similar
matters concerning such issue.” Clearly for a broker, dealer, or municipal securities dealer, when
providing advice to or on behalf of an issuer with respect to the issuance of municipal securities to an
issuer, acting as a Financial Advisor or as a Municipal Advisor are functionally the same.

Rule G-23(c) states, “Each financial advisory relationship shall be evidenced by a writing entered into
prior to, upon or promptly after the inception of the financial advisor relationship”. The MSRB’s
Guidance on the Prohibition on Underwriting Issues of Municipal Securities for Which a Financial Advisor
Relationship Exists Under Rule G-23 states, “Although Rule G-23(c) requires a financial advisory
relationship to be evidenced in writing, a financial advisory relationship will be deemed to exist
whenever a dealer renders the types of advice provided for in Rule G-23(b), regardless of the existence
of a written agreement.”

Therefore, according to Rule G-23, in order to establish a financial advisory relationship two conditions
must be present. The first is that there must be an agreement between the broker, dealer, or municipal
securities dealer and an issuer that there is mutual desire to enter into a financial advisory relationship
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(even if such agreement is not in writing) and second, that the financial advisor has to provide advice.
The fact that these two requirements exist in combination is very important because it means that a
broker, dealer, or municipal securities dealer doesn’t inadvertently become a financial advisor without
the participation by the issuer. This extremely important concept is also present in the SEC MA Rules
where an underwriter cannot take advantage of the underwriter exemption without the participation of
the issuer, because the issuer has to grant the exemption to the underwriter.

For the purposes of Proposed Rule G-42, we believe that the regulatory requirement for becoming a
municipal advisor when providing advice with respect to the issuance of municipal securities should
require: (1) that the municipal advisor must provide advice, and (2) that the municipal entity or
obligated person must have recognized that it is advice and have the expectation and desire that it
carried a fiduciary duty or a duty of fairness, respectively. Without this second prong, unintended
problems or complications are likely to arise. An example of when this would be a problem would
involve an employee of a broker dealer whose firm has invented a new type of financing mechanism. If
the sponsors of a municipal entity conference invite the employee to make a presentation at the
conference about the new financing mechanism, then the employee presenting that information could
be viewed as giving “advice” to every municipal entity in attendance. We believe, however, that none of
the municipal entities in attendance would be hearing the information with any expectation or desire
that the presenter had a fiduciary responsibility to the municipal entity. As a result, we believe that only
when information is conveyed or given in a forum or manner where a municipal entity has an
expectation and a clearly stated desire that the presenter owes it a fiduciary responsibility, does the
employee/presenter or his or her firm become a municipal advisor and trigger the requirement to
evidence the relationship in writing, whether or not the municipal advisor will be paid for the advice.

Providing advice with respect to municipal financial products

When a person or entity becomes a municipal advisor by providing advice with respect to municipal
financial products, we believe that all of the requirements for being deemed a municipal advisor with
respect to the issuance of municipal securities should apply, with the exception that the municipal
advisor should only have to evidence the relationship if they are to be paid for the advice. Unlike the
situation where a person becomes a municipal advisor by providing advice with respect to the issuance
of municipal securities, when providing advice with respect to municipal financial products, there is only
one possible roll - municipal advisor. No other role which might provide a conflict with the municipal
entity or obligated person is possible. As a result, when a person becomes a municipal advisor with
respect to municipal financial products, the only need for a written agreement is to clearly describe the
consideration to be exchanged between the parties for those services - the payment to be made to the
municipal advisor. We believe that this is the only instance where a written agreement should be
required when rendering advice with respect to municipal financial products.
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Undertaking a solicitation of a municipal entity

Even though Proposed Rule G-42 does not address the duties of a Municipal Advisor when undertaking
the solicitation of a municipal entity, the rule as currently proposed would require a written agreement
for any municipal advisory relationship, even one obtained through a solicitation. We recommend the
language in Proposed Rule G-42 be changed so that it is clear that Proposed Rule G-42 covers only those
instances where an entity becomes a municipal advisor by providing advice on the issuer of municipal
securities or municipal finance products.

In the Request for Comment, the MSRB states that it intends to issue, at a later date, additional
proposed rules with regard to solicitation activities. When the MSRB is drafting any such future
proposed rules, we urge the MSRB to separately address and treat differently a solicitation of municipal
entity with respect to the issuance of municipal securities, and a solicitation with respect to municipal
financial products. In our opinion, a person who becomes a municipal advisor because they undertake a
solicitation of a municipal entity with respect to the issuance of municipal securities should have to
evidence the relationship in writing as illustrated above. We also believe that a person who becomes a
municipal advisor because they undertake a solicitation with respect to municipal financial products
should only have to evidence their relationship in writing if they are successful in the solicitation, and as
described above, if the resulting engagement will result in the municipal advisor being paid a fee for
their advice.

Thank you in advance for your attention to our concerns and suggestions.

Sincerely,

2/
Guy Yandel Dana L. Bjornson

Andrew F. Sears
EVP & Head of Public Finance EVP, CFO & Chief Compliance Officer SVP & General Counsel



326 of 639

Government Finance Officers Association
1301 Pennsylvania Avenue, NW Suite 309
Washington, DC 20004

(202) 393-8020

March 13, 2014

Mr. Ronald W. Smith, Corporate Secretary
Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600

Alexandria, VA 22314

Re: Draft MSRB Rule G-42 — Duties of Non-Solicitor Municipal Advisors
Dear Mr. Smith:

Thank you for the opportunity to comment on the important topic of the Municipal Securities Rulemaking
Board’s (MSRB) draft Rule G-42, pertaining to the duties of non-solicitor municipal advisors (MAS). The
MSRB’s development of regulations related to the SEC’s final Municipal Advisor Rule is of great interest to
many of our members, as issuers will be affected by the proposed regulatory framework for these
professionals, particularly with regard to fiduciary duty.

Members of the Government Finance Officers Association’s (GFOA) Governmental Debt Management
Committee helped develop these comments, and remain concerned about the fiduciary responsibilities of
MA s as discussed in the draft rule, as well as the roles that MAs should serve as defined and referred to
throughout the rule.

Below are our comments on the specific provisions in the proposed rule that relate to our members.

Principal Transactions

This section is one of the most important parts of the proposed rulemaking but one that we find confusing.
Before we can provide more substantive comments on this issue, we request clarity on the MSRB’s
definition of a principal transaction. While the rule should specifically identify material conflicts and
prohibit the MA firm from acting in a separate capacity that could create or cause a conflict, it is unclear
exactly where the proposed rule draws the line. Again we request further clarification on this issue including
examples of prohibited and acceptable practices before we can further comment.

Municipal Advisor/Issuer Relationship and Scope of Work

We understand and support the MSRB’s responsibilities to develop regulations for MAs. A recurring issue
throughout the proposed rule is whether the MSRB should develop specific criteria governing the type of
work a MA should provide to an issuer. Rather than having the MSRB dictate the scope of work between
MASs and issuers, we believe the issuer should set the standard for the scope of work and control the
engagement with the MA. In this regard, the issuer should determine whether it wishes to have the MA
review the official statement or assist in its development. In addition, the issuer could define the scope of
work to include review of feasibility studies and financing strategies provided by other professionals. We
agree that the MAV/issuer relationship should be stated in writing, which allows the issuer to clearly delineate
the scope of work that it intends for its MA.
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Recommendations to Clients/Suitability and Duties

We support the proposed rule’s standards for suitability, duty of care, duty of loyalty, and to know your
client regarding financing strategies. These should be maintained in subsequent revisions of the rule.

Prohibited Activities/Conflicts of Interest

As we noted above regarding principal transactions, we request further explanation of the term principal
transaction and greater clarity on when a firm may serve as an MA and also be party to other transactions of
a municipal entity. We support the list of prohibited activities on page 13 of the release. We also support the
need for municipal advisors to disclose conflicts of interest. However, the MA’s fiduciary duty to the client
should remain the dominant feature of the rule. While the issuer should acknowledge any conflicts that may
exist with the MA firm, we would expect the rule to incorporate how the acknowledgements of such conflicts
relate to the MAs fiduciary duty. Of note, we agree that fee splitting appears to be an inherent conflict, and
should be avoided.

Fee Structure Used by MAs with their Issuer Clients

On the topic of fees paid to the MA by the issuer, we would like to reference GFOA's best practice on
Selecting and Managing the Engagement of Municipal Advisors'. While the Best Practice discusses
concerns with the commaon practice of paying municipal advisors on a contingency basis, we do not support
having the MSRB mandate the manner in which an MA charges for its services. Rather, as we noted above,
the issuer should determine the manner and amount of the MA compensation.

MSRB Fees Imposed on MAs

We request that the MSRB include similar language in the rule that is in place for bond dealers that prohibits
fees from being passed through to issuers.

Request for Re-proposing this Rulemaking

We strongly urge the MSRB to re-propose the rule for comment following review of comment letters and the
Board’s subsequent updates to this proposed version. Due to the importance as the first set of major
rulemaking governing MAs, it would be helpful to all municipal market stakeholders, including the MSRB,
to allow market participants to further review how comments are clarified by the Board prior to the proposed
rulemaking submission to the SEC.

Thank you again for the opportunity to comment on this important rulemaking.
Sincerely,

Dustin McDonald
Director, Federal Liaison Center

! Selecting and Managing the Engagement of Municipal Advisors - Basis of Compensation. Fees paid to municipal advisors should
be on an hourly or retainer basis, reflecting the nature of the services to the issuer. Generally, municipal advisory fees should not be
paid on a contingent basis to remove the potential incentive for the municipal advisor to provide advice that might unnecessarily lead
to the issuance of bonds. GFOA recognizes, however, that this may be difficult given the financial constraints of many issuers. In the
case of contingent compensation arrangements, issuers should undertake ongoing due diligence to ensure that the financing plan
remains appropriate for the issuer’s needs. Issuers should include a provision in the RFP prohibiting any firm from engaging in
activities on behalf of the issuer that produce a direct or indirect financial gain for the municipal advisor, other than the agreed-upon
compensation, without the issuer’s informed consent.
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March 7, 2014

Mr. Ronald W. Smith, Corporate Secretary
Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600

Alexandria, VA 22314

Re: Draft MSRB Rule G-42
Duties of Non-Solicitor Municipal Advisors

Comments Submitted Electronically
Dear Mr. Smith:

The Government Investment Officers Association (“GIOA”) represents government
investment officers across the United States. While primarily an educational institution, we
felt it appropriate to comment on potential changes and proposed rules that could affect
cash management practices for our organizations.

The GIOA appreciates the opportunity to provide comments to the Municipal Securities
Rulemaking Board (“MSRB”) on its proposed standards for non-solicitor municipal
advisors. The GIOA urges the Board to consider the following thoughts on the municipal
advisor rule, especially with regard to the investment of bond proceeds.

Prohibition Against Principal Transactions for Bond-Related Proceeds

The Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act”)
specifically established that a fiduciary duty is owed by an advisor to its municipal entity
clients. Neither the Dodd-Frank Act nor the SEC’s Final Rule for municipal advisors define
what is meant by the term “fiduciary duty”. Your draft Rule G-42 elaborates on the role of a
Municipal Advisor, including defining the fiduciary duties an advisor may have toward
municipal entities such as ourselves.

We manage bond proceeds for ourselves, but also manage significant assets on a fiduciary
basis for related governmental entities within our states and counties. These Local
Government Investment Pools, or “LGIPs”, allow our communities to enjoy the benefit of
professional money management at significantly reduced costs. Our communities deposit
operating as well as capital funds, such as bond proceeds, in these funds and therefore these

1
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funds would be directly affected by the terms of draft Rule G-42.

We strongly support the MSRB’s initiative to apply a fiduciary standard to issuers and
borrowers in the municipal bond market. However, the proposed draft Rule G-42
specifically prohibits a municipal advisor (and any affiliate) from engaging in any
transaction in a principal capacity to which municipal bond-related funds are involved.

In most cases, this prohibition would extend to our bond proceeds accounts which, of
course, represent proceeds of municipal bond transactions. The draft Rule G-42 allows an
exemption for activities that are permitted under Rule G-23, but those provisions do not
include the typical investment activities which we perform on a daily basis.

Some unintended consequences of the draft Rule G-42 would be:

= Notallowing us to invest the proceeds of any municipal bond transaction with any
broker-dealer firm acting in a principal capacity. Firms would have to consider
themselves acting as fiduciaries with regard to the investment of our funds;

»  Similarly, the draft Rule G-42 would not allow us to invest our Local Government
Investment Pools with any broker-dealer firm acting in a principal capacity; and

* Potentially require an outside investment advisor acting as Fiduciary for our bond
proceeds and Local Government Investment Pools in order to comply with the
restrictions.

Each of the above scenarios represents increased costs which would ultimately be paid by
state and local governments and the communities we serve through a reduction in interest
earnings.

Clarification of the Role and Duties of the Securities Professional with Regard to Public Clients

As public investors, we are exempt from the registration requirements. What the rules do
not specifically address are how the securities firms and banks that we utilize (as principal
counterparties) are supposed to maintain their independence while acting as a fiduciary for
a portion of the funds that we manage.

As mentioned above, we manage capital funds, operating funds and fiduciary funds for
entities within our states. The proposed rules suggest that our investment counterparties
(broker-dealers) act in the following manner with regard to our transactions:

Public Fund Type Counterparty Role

Operating Funds As Principal
Capital Funds As Fiduciary
LGIPs As Fiduciary

Thankfully, the burden of compliance is not our responsibility; however the “costs” of
maintaining compliance with the proposed rules would certainly be paid by state and local
governments and the communities we serve through a decrease in investment earnings.

If we were to decide that we would need to “split off” management of our capital and
fiduciary funds in order to comply with the restrictions in draft G-42, we would lose
oversight of those monies and increase management fees on the ultimate beneficiaries of
those funds.

In 2011, the MSRB circulated draft rules which addressed the above issues and created an
exemption to those firms which were swept up in the definition of municipal advisor even
though there was advice only being given for investment assets.

2
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Your draft rules at that time addressed what draft Rule G-36 called an “unmanageable
conflict” with municipal advisors that acted as principals to other transactions.

As you know, draft Rule G-36 was not adopted and was superseded last year by the SEC’s
Municipal Advisor rule. We would urge that the MSRB include some similar language in
Rule G-42 to that proposed in Rule G-36 to address the restriction on principal investment
activity by municipal entities.

Thank you for the chance to comment on the draft Rule G-42. If we can offer any assistance
to the MSRB in your deliberations, or if we can answer any questions concerning about the
investment of bond proceeds or pooled funds by public sector entities, please don’t hesitate
to contact us.

Respectfully,

Laura B. Glenn, CFA
Georgia State Treasurer’s Office

Sheila Harding
City of Lynwood, California

Mary Christine Jackman
Maryland State Treasurer's Office

Pamela Jurgensen
Nevada State Treasurer’s Office

Shawn Nydegger
Idaho State Treasurer's Office

Spencer Wright
New Mexico State Treasurer’s Office

Maurine Day, Executive Director, GIOA

Rick Phillips, President Emeritus, GIOA
FTN Financial Main Street Advisors

Tonya Dazzio, Vice President Emeritus, GIOA
FTN Financial Main Street Advisors

Cc: Lynette Kelly, Executive Director
Municipal Securities Rulemaking Board

Ernesto Lanza, Deputy Executive Director
Municipal Securities Rulemaking Board

Gary Goldsholle, General Counsel
Municipal Securities Rulemaking Board

Michael Post, Deputy General Counsel
Municipal Securities Rulemaking Board

Kathleen Miles, Associate General Counsel
Municipal Securities Rulemaking Board

John Cross, Director of Municipal Securities Office
Securities & Exchange Commission
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1401 H Street, NW, Washington, DC 20005-2148, USA
202/326-5800 www.ici.org

March 4,2014

Ronald W. Smith, Corporate Secretary
Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600
Alexandria, Virginia 22314

Re: MSRB Notice 2014-01 Relating to
Standards of Conduct for Municipal Advisors

Dear Mr. Smith:

The Investment Company Institute (ICI)" appreciates the opportunity to provide comments
to the Municipal Securities Rulemaking Board (MSRB) on its proposal to adopt a new Rule G-42 to
govern standards of conduct for non-solicitor municipal advisors.?> Inasmuch as the new rule will
expressly apply to municipal advisors to sponsors or trustees of 529 college savings plans,’ the Institute
has reviewed the rule from the perspective of such advisors and, based on our review, supports its
adoption. We commend the MSRB for giving deliberate consideration to the duties that a municipal
advisor should owe to its municipal clients and for taking the lead in setting standards of conduct for
this new category of registrants. Notwithstanding our support for the rule, we recommend several
revisions to it to clarify how these new standards will apply in the context of 529 college savings plans.

We also recommend that the MSRB clarify that the rule shall only apply prospectively.

! The Investment Company Institute is the national association of U.S. investment companies, including mutual funds,
closed-end funds, exchange-traded funds (ETFs), and unit investment trusts (UITs). ICI seeks to encourage adherence to
high ethical standards, promote public understanding, and otherwise advance the interests of funds, their shareholders,
directors, and advisers. Members of ICI manage total assets of $16.3 trillion and serve more than 90 million sharcholders.

2 See Request for Comment on Draft MSRB Rule G-42, on Duties of Non-Solicitor Municipal Advisors, MSRB Notice No.
2014-01 (Jan. 9, 2014), which is available at: http://www.msrb.org/~/media/Files/Regulatory-Notices/RFCs/2014-

0l.ashx?n=1. Consistent with the scope of the proposed rule, as used in this letter the term “municipal advisor” or “advisor”

refers to a “non-solicitor municipal advisor.

3 See Supplementary Material .10 to proposed Rule G-42. We appreciate the MSRB including this clarification in the rule.
Our comments on the rule are limited to its impact on our members that must register as municipal advisors due to their
involvement in a state’s 529 college savings plan. We note that our members that are registered under the Investment
Advisers Act of 1940 and render advice to municipal entities other than 529 college savings plans are not required to register
as municipal advisors and therefore will not be subject to the rule.
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I. OVERVIEW OF PROPOSED RULE G-42

As proposed, the new rule would subject a municipal advisor to a duty of care as well as to a
fiduciary duty that includes a duty of loyalty. The rule would also: impose disclosure requirements on
municipal advisors; require documentation of the terms and extent of the advisor’s relationship with
each municipal client; prohibit recommending a municipal securities transaction or product unless the
advisor has a reasonable basis for believing that it is suitable for the client; requiring the advisor, upon
request of a client, to review another party’s recommendation to the client; prohibit principal
transactions except in limited circumstances; and prohibit specified conduct. The rule includes
Supplementary Material to provide additional guidance on its provisions.

We recommend that, prior to finalizing its proposal and filing it with the U.S. Securities and
Exchange Commission for adoption, the MSRB address each of the issues discussed below, which arise
as a result of the rule’s application to those municipal advisors whose activities as a municipal advisor
are limited to serving as a sponsor or advisor to one or more state 529 college savings plans.

II. ISSUES RAISED BY THE RULE’S APPLICATION TO ADVISORS TO 529 PLANS
A. Subsection (a) and Supplementary Material .01 and .02, Standards of Conduct

Subsection (a) of Rule G-42 would define a municipal advisor’s standard of conduct as a (1)
duty of care and (2) fiduciary duty that includes a duty of loyalty and a duty of care. According to
Supplementary Material .01, the advisor’s duty of care would require the advisor to “undertake a
reasonable investigation to determine that it is not basing any recommendation [made to the municipal
client] on materially inaccurate or incomplete information.” In the context of 529 college savings plans,
it is not uncommon for the municipal advisor that is acting as a plan sponsor to work with the
appropriate representatives of a state’s plan to design a plan that best meets the needs and requirements
of the state and complies with any state or Federal laws governing the plan’s operations. As part of this
process, the advisor oftentimes relies upon its state partner to provide the advisor information that is
necessary for the advisor to fulfill its obligations and duties to the plan. We believe that, in such
circumstances, a municipal advisor should not be required to verify the veracity or completeness of
information provided to it by those state employees or officials who are authorized to act on behalf of
the plan. We recommend that the MSRB expressly affirm in Supplementary Material .01 that a
municipal advisor is not required to investigate whether information provided to it by persons who are
authorized by a municipal client to act on behalf of a state’s 529 plan is materially inaccurate or
incomplete.

Supplementary Material .02, which is also related to this subsection of the rule, would require,
in part, that a municipal advisor “investigate and consider other reasonably feasible alternatives to any
recommended municipal securities transaction or municipal financial product that might also or
alternatively serve the municipal entity client’s objectives.” We are uncertain how this requirement
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would apply in the context of a municipal advisor advising a state on its 529 plan. In particular, we
question what other “securities transactions or municipal financial products” such advisor is expected to
investigate or consider as part of its duty of loyalty. Indeed, this provision seems to have been drafted to
address concerns with advisors who render advice regarding municipal securities other than municipal
fund securities in mind. We recommend that the MSRB either eliminate this requirement for advisors
to 529 plans or clarify that it may not be applicable to all advisory relationships.

B. Subsection (b) and Supplementary Material .07, Disclosure of Conflicts of Interest

Subsection (b) of the rule lists nine different items of information that a municipal advisor
must disclose to its client at or prior to the inception of a municipal advisory relationship. Asa
preliminary matter, we recommend that the prefatory language to this list of items clarify that the
advisor is only required to disclose those items that are applicable to its relationship with the client.*
This would ensure that advisors are not required to provide “negative” disclosure to the client.” In
addition, we recommend that subdivision (b)(viii), which would require disclosure of “the amount and
scope of coverage of professional liability insurance that the municipal advisor carries” and related
information, be deleted from this list. We are not aware of any other financial industry professionals
that are required to disclose information regarding their insurance coverage to a client, and we do not
understand the public purpose of the MSRB imposing such a requirement.® Indeed, requiring
disclosure of such information to each and every municipal client would appear to be both
unprecedented and unnecessary.” For these reasons, we recommend deleting this information from the
list of required disclosures.

Supplementary Material .07 provides additional guidance regarding an advisor’s disclosure
obligations. Among other things, it requires a municipal advisor to “provide written disclosure to
investors” of certain affiliations that must be disclosed pursuant to Rule G-42(b). We do not
understand why the MSRB would include in a rule that governs the standards applicable to an advisor’s
relationship with a municipal client, a provision that requires the advisor to make specified disclosures

* In particular, we recommend that this prefatory language read in relevant part [new language indicated by underscoring]:

«

“...including disclosure of each of the following as applicable:”. We also recommend deleting the “as applicable” qualifier

from subdivision (b)(i) of the rule because it would be unnecessary if you follow our recommended edit to this provision.

> This approach would be consistent with the requirements of the SEC’s “brochure rule.” Rule 204-3(d) under the
Investment Advisers Act, which permits an adviser to omit “inapplicable information” from the disclosure it is required to
provide to clients.

¢ We note that, when the MSRB enhanced the disclosure that underwriters must provide to their clients under MSRB Rule
G-17, relating to fair dealing, to alert them to conflicts of interest, among other information, it did not require disclosure of
insurance coverage. See Interpretive Notice on Duties of Underwriters to Issuers, MSRB Notice 2012-25 (May 2012).

7 It also seems as though this disclosure is an implicit invitation for a municipal client to sue an advisor up to the limit of its
liability insurance, which seems inappropriate.
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“to investors.” It is unclear, for example, how this provision is intended to apply in the context of a
municipal advisor interacting with a state on its 529 plan. Indeed, because of the structure of 529 plans
and Federal and state restrictions on the ability of financial institutions to share their customers’ non-
public personal information, a municipal advisor likely has no access to information about the plan’s
investors or how to contact them and would, therefore, be unable to provide such investors the written
disclosure required by this provision.® Moreover, the advisor may have no control over the contents of
the official statement used by the plan or its underwriter, so it would be unable to require the plan or its
underwriter to include the required disclosure in such document. Accordingly, we strongly recommend
that the MSRB either delete Supplementary Material .07 in its entirely or clarify that its disclosure
requirements do not apply to advisors that provide advice to 529 plans.

C. Subsection (c), Documentation of the Municipal Advisory Relationship

This provision in the rule would require a municipal advisor to provide its municipal client
written disclosure of certain terms of its advisory relationship, including the compensation
arrangements. It would further require the advisor to promptly amend or supplement the required
disclosure “to reflect azy change in or addition to the terms or information.” [Emphasis added.] The
only exception to this is if there is a change to the amount of reasonably expected compensation. In
such event, updated disclosure is only required if the change is “material.” It seems unnecessarily
burdensome to require #// changes to an advisor’s written disclosure to be revised except material
changes to the compensation disclosure. A more reasonable approach that would not adversely impact
the client would be to utilize the materiality standard as the trigger for all updates to the disclosure, not
just those relating to compensation. This approach would be more consistent with the updating
requirements the SEC imposes on the disclosure documents of Federally-registered investment
advisers.” We therefore recommend that the rule be revised to require updating of the written
disclosure only when there is a material change to information previously disclosed, regardless of the
nature of the change.

D. Subsection (d) and Supplementary Material .08, Recommendations

Subsection (d) of the rule imposes a suitability standard on advisors. In particular, it provides
that a municipal advisor “may only recommend a municipal securities transaction or municipal
financial product that is in the . . . best interest” of the municipal entity client. It is not clear how this
requirement would apply to an advisor to a 529 plan. As noted above, 529 plans are typically

8 Even assuming the advisor could contact investors in the plan, such investors would likely (1) be confused by such
disclosure as they may have no relationship with the advisor and (2) question why the information is being provided to
them.

? See Instruction 4 to SEC Form ADV, which requires an adviser to amend the disclosure document it provides to investors
when the material in such document becomes “materially inaccurate.” The instructions to Form ADV are available on the
SEC’s website at: http://www.sec.gov/about/forms/formadv-instructions.pdf.
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authorized and established by state law with a state office or agency assigned responsibility for the plan’s
creation, operation, and oversight. Due the nature of the relationship between the plan and the
municipal advisor in establishing, operating, and overseeing the plan, we are uncertain which
recommendation(s) in this relationship would be subject to the proposed suitability requirement. The
mismatch between a suitability requirement and the conduct or responsibilities of municipal advisors in
a 529 plan context is further demonstrated when one considers the factors that Supplementary Material
.08 requires to be taken into account in making this suitability determination. According to
Supplementary Material .08, the advisor’s suitability determination

... must be based on the client’s financial situation and needs, objectives, tax status, risk
tolerance, liquidity needs, experience with municipal securities transactions or
municipal financial products generally or of the type and complexity being
recommended, financial capacity to withstand changes in market conditions during the
term of the municipal financial product or the period that municipal securities to be
issued in the municipal securities transaction are reasonably expected to be outstanding
and any other material information known by the municipal advisor about the client
and the municipal securities transaction or municipal financial product, after
reasonable inquiry.

These factors do not make sense in the context of the relationship between a municipal advisor and a
529 college savings plan. Indeed, they appear to contemplate situations in which a municipal advisor
provides advice or recommends a municipal security to an individual or retail investors rather than in
the context of providing advice to a state offering a 529 plan. We recommend that the MSRB address
this incongruity by either affirming that these suitability factors do not apply to municipal advisors
advising 529 plans or, alternatively, clarifying how the MSRB intends them to apply in this context.

III. PROSPECTIVE APPLICATION OF RULE G-42

Finally, the Institute recommends that the MSRB clarify that, once adopted, Rule G-42 will
only apply prospectively. As such, a municipal advisor will only be required to comply with the relevant
requirements of Rule G-42 when it either enters into a new advisory relationship with a municipal
client or when it recommends a new municipal securities transaction or municipal financial product to
an existing municipal client. This clarification, which will avoid disrupting existing relationships and
contracts, is particularly important to advisors advising 529 plans due to the nature of the advisory
relationship and the duration of existing contacts.
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We appreciate the opportunity to provide these comments and your consideration of them. If
you have any questions, please contact the undersigned at (202)326-5825.

Sincerely,
/s/
Tamara K. Salmon

Senior Associate Counsel
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Mr. Ronald W. Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600
Alexandria, VA 22314

Re: Draft MSRB Rule G-42 on the Duties of Non-Solicitor Municipal Advisors

Dear Mr. Smith:

JPMorgan Chase Bank, N.A. and J.P. Morgan Securities LLC (collectively, and including
relevant affiliates, “JPMC”) appreciate the opportunity to comment on draft Rule G-42
(“Proposed Rule G-427) as proposed by the Municipal Securities Rulemaking Board (the
“MSRB”) in connection with its implementation of Section 975 of the Dodd-Frank Wall Street
Reform and Consumer Protection Act. Proposed Rule G-42 is directed primarily at the standards
of conduct and other duties and responsibilities of municipal advisors to their municipal entity or
obligated person clients.

JPMC is a member of the American Bankers Association (the “ABA”) and the Securities Industry
and Financial Markets Association (“SIFMA™), both of which have submitted or will submit
comment letters on Proposed Rule G-42. JPMC wishes to express its full support of the views
expressed in such letters'. In particular, although JPMC supports and agrees with the MSRB’s
desire to provide more clarity to the statutory fiduciary duty and other duties or responsibilities
that municipal advisors may owe to their municipal entity or obligated person clients, we share
the ABA’s and SIFMA’s significant concerns about Proposed Rule G-42, including without
limitation with respect to the absolute prohibition on all “principal transactions” and the MSRB’s
suggestion that it might consider expanding the municipal advisor’s fiduciary duty to cover its
dealings with obligated persons (which among other things we believe clearly conflicts with
Congressional intent). We also have significant concerns over how various parts of proposed
Rule G-42 appear to override the concept of a separately identifiable department or division of a
bank and the existence of exemptions to municipal advisor registration for various types of bank
and other activity. Finally, we believe that Proposed Rule G-42 effectively ignores the substantial
protections already provided under other applicable laws with respect to bank fiduciary activity,
creating a duplicative regulatory environment.

' We would like to note that we did not have an opportunity to review the final version of the SIFMA letter
before submitting this letter today. Our statements herein referring to comments and recommendations
made in the SIFMA letter are based on the close-to-final draft which we reviewed. In the event such letter
subsequently filed changes in any material respect, we may submit a supplement to this letter to address
any such changes.
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In addition to the foregoing, as the MSRB also knows there are significant interpretive issues
concerning when a financial institution may inadvertently become a municipal advisor and,
although the Securities and Exchange Commission has provided very helpful guidance in some
areas, not all of those issues have been resolved (nor is it reasonable to assume that they all will
be). Accordingly, JPMC expects that if the issues with Proposed Rule G-42 are not adequately
addressed in the final rule, JPMC and many other financial institutions that currently provide
products and services to municipal entity and obligated person clients will have to seriously
consider which products or services they would continue to provide to such clients (in whole or in
part) in light of the sizeable new risks and burdens imposed by Proposed Rule G-42.

In conclusion, JPMC supports the MSRB’s desire to provide clarity on a municipal advisor’s
standards of conduct and other duties and responsibilities. However, JPMC urges the MSRB to
consider carefully the concerns and issues raised by the ABA, SIFMA and in this letter, among
others, in crafting a revised rule. JPMC would further urge that the MSRB release any such
revised rule for another round of public review and comment before considering adoption of a
final rule. Finally, we respectfully request that the MSRB, together with the SEC, consider
providing guidance well in advance of the July 1, 2014, effective date for the SEC’s final
municipal advisor rules of how persons or entities that are expected to comply with those rules
can effectively do so if Rule G-42 is not finalized in advance of that effective date.

Sincerely,

/
- _—
.,

(e

Paul N. Palmeri

———

Managing Director
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Ronald W. Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street

Suite 600

Alexandria, VA 22314

Re:  MSRB Notice 2014-01: Request for Comment on Draft MSRB Rule G-42, on
Duties of Non-Solicitor Municipal Advisors

Dear Mr. Smith:

This letter is written in response to the request of the Municipal Securities Rulemaking
Board (the “MSRB”) in Regulatory Notice 2014-01 (“the “Notice) for comments on the draft
MSRB Rule G-42 with respect to the standards of conduct and duties of non-solicitor municipal
advisors (the “Proposed Rule”). The Proposed Rule sets forth suggested standards of conduct
and duties of municipal advisors when engaging in advisory activities other than the undertaking
of solicitations. We endorse the MSRB’s broad request to solicit comments with respect to the
Proposed Rule, and we offer our comments based on our firm’s broad-based national municipal
finance practice and the experience we have accumulated in our daily interactions with numerous
municipal entities and municipal advisors, both large and small. We are not commenting as
counsel to any client. We assume the initial breadth of the Proposed Rule will be followed by a
revised rule which is reflective of both comments received and the practices and realities of the
municipal finance world. We particularly note the Executive Order issued on January 18, 2011
by the President which states, inter alia, that each federal regulatory agency “must . . . tailor its
regulations to impose the least burden on society, consistent with obtaining regulatory
objectives . ...”, and that (as the Notice states) the Dodd-Frank Act provides that MSRB rules
should not impose a regulatory burden on small municipal advisors that is not necessary or
appropriate in the public interest and for the protection of investors, municipal entities and
obligated persons provided that there is a robust protection of investors against fraud.

The Notice contains many requests for comments, but we have restricted our comments
to those requests for which we feel we have sufficient experience to respond appropriately. To
facilitate our response to the MSRB’s requests for comments, we have organized our comments
by following the Notice and noting those pages of the Notice in which comments are requested
and to which we are responding.
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Page 6 (Top)

You ask whether a fiduciary duty of a municipal advisor should be expanded to include
obligated persons under the MSRB’s municipal issuer protection mandates. We would strongly
suggest that a fiduciary duty should not be expanded to include obligated persons. The universe
of obligated persons is quite broad, and generally includes larger and more sophisticated parties
than the universe of municipal issuers, which includes tens of thousands of small relatively
unsophisticated issuers which issue small amounts of bonds and often on only an infrequent
basis. For example, the universe of obligated persons includes multinational corporations who
are registered with the SEC, such as Exxon, Cargill, U.S. Steel, numerous privately owned
utilities and the like — entities which are large and sufficiently knowledgeable to be aware of the
capital markets, financing options and the roles of finance professionals. Clearly an advisor
owes a duty of care to all its clients; however, the fiduciary duty is so much broader and
all-encompassing that it would unnecessarily impede sophisticated broad-based advisors from
interacting at all with sophisticated business organizations.

Page 13 (Top) (Also see page 16, #s 12 & 13)

The Notice asks whether it is appropriate to prohibit principal transactions by municipal
advisors with their clients, even if the client consents. We believe such an absolute prohibition is
inappropriate, and would advocate instead for a general prohibition with an exception where
informed consent is obtained. There clearly are many municipalities that are sufficiently
sophisticated to adequately assess principal transactions. Moreover, as noted above there are
many large obligated parties who are similarly situated. It is clearly anomalous that the Proposed
Rule would purport to protect New York City, the State of California, GE, Exxon or Berkshire
Hathaway because they are deemed incapable of assessing a transaction with an entity which
happens to technically be a “municipal advisor” to them. Especially if these financially
sophisticated entities believe that their technical “advisor” offers them the best execution with
respect to a transaction.

We believe that a municipal advisor should be permitted to engage in certain types of
principal transactions with its clients, with full and fair disclosure informing written client
consent. We think this is particularly true with respect to transactions involving securities or
investments for which there is an established open market and for which a price is easily
determined by the public. For example, it would seem to be overkill to prohibit a municipal
advisor from selling Treasuries to its client, when there’s clearly an established Treasury market
and the client can readily ascertain the reasonableness and fairness of the price. Furthermore, we
do not think this rule should differ based upon whether or not the municipal advisor has a
fiduciary duty to the client. Rather, the rule should be based upon those concepts of fairness and
full disclosure applicable to all activities of a municipal advisor.
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Page 15 (#2)

We strongly believe that a municipal advisor should be permitted to limit the scope of its
engagement with its client, as discussed below — consistent with the idea that the SEC municipal
advisor rules are “activities” based, implying that there are multiple possible activities that an
advisor could be providing. In particular, an advisor should be permitted to limit the scope of its
engagement with respect to review of the official statement, and if agreed upon by the client it
should not be required to review the official statement. Any limitation should be specifically
spelled out in the contractual arrangement between the client and the municipal advisor. There
are organizations which provide special types of limited advice which would make them a
municipal advisor within the technical definition of that term, but the advice is limited to less
than the full panoply of services included in the definition. For example, there are a number of
cashflow consultants who provide computer cashflows to municipal issuers, and as part of that
make suggestions to issuers about how they might structure more efficient bond issues or
cashflows that depend upon bond issues. Arguably, the provision of that advice with respect to
the bond issue would make them a municipal advisor. However, these consultants are not
providing advice with respect to the timing of the bond issue, its legal or financial covenants or
other matters. Such an advisor should be permitted to limit its engagement accordingly and,
likewise, to limit its review of the official statement. The same thing could happen with respect
to entities which provide feasibility studies in conjunction with a project being financed by a
bond issue where the advice technically goes beyond the feasibility exemption, but which clearly
does not go to the timing, financial structure or other provisions with respect to a bond issue, and
thus it would be inappropriate to require them to review an entire official statement for matters
beyond their scope of employment and expertise.

Page 16 (#8)

We do not believe that it is appropriate to require disclosure of legal and disciplinary
events that relate to an individual employed by a municipal advisor if that person is not
reasonably expected to be part of the advisor’s team or working for the client in question. This
would be a particular burden for larger municipal advisory firms, which may employ numerous,
even hundreds, of people. If the individual in question is not part of the advisory team, query the
relevance of such disclosure. Requiring such disclosure would seem to unnecessarily highlight
those individuals, and in very large organizations may well simply produce a constant stream of
information which will be disregarded (and may effectively bury information about team
members). This would also seem to be in keeping with the exception of a material person
associated with registered municipal advisors from registration under SEC Rule 15Bal-3.

We would endorse the idea of having disciplinary histories and legal events disclosed
through registration forms instead of directly to clients. We would strongly suggest that
municipal advisors be required to inform clients in their written engagement agreement of how
the client can access such information, thus leaving it up to the client to determine whether or not

4828-3741-4937.2


rsmith
Typewritten Text
341 of 639


3420f 63¢

KUTAK ROCK LLP

Ronald W. Smith
March 10, 2014
Page 4

it wishes to do so. Moreover, from a practical standpoint, and particularly for large municipal
advisors who may have ongoing histories and numerous legal events to disclose, the requirement
of continually disclosing such information to all clients would be time consuming and expensive.
One also would question its value, for clients would probably quickly become inoculated to the
information. Imagine what it would be like to be the city clerk for a small city who happens to
have hired a large national municipal advisory firm and who receives an almost daily stream of
such information.

Page 16 (#9)

We do not believe the MSRB should require professional liability insurance be carried by
municipal advisors, nor specify the minimum amount in terms of such coverage. We do believe
that in some cases it may be an appropriate question for an issuer to ask in an RFP process, just
as on occasion such a question is asked with respect to lawyers or accountants, but we would
note that it is extremely unusual for that question to be asked with respect to comparable
financial entities such as broker-dealers or underwriters. Also, we would note that such liability
insurance normally has numerous acts that are not covered so its true coverage (and value to the
client) is not clear and often even ephemeral, and that such insurance is expensive. And, there is
no doubt that the cost of such insurance would create a barrier to entry for potential municipal
advisors, particularly small municipal advisors.

Moreover, the requirement that a municipal advisor disclose that it does not carry
professional liability insurance creates a potential competitive advantage for those municipal
advisors which either already have such insurance or have the resources to afford this insurance.
While the Proposed Rule does not require the insurance, the requirement for disclosure regarding
the status of this insurance may create an expectation from municipal entities that the absence of
professional liability insurance is indicative of the qualifications of the municipal advisor. This
creates a barrier to entry into the municipal advisor market not based on competence or level of
service but rather upon the existing resources of the municipal advisor which may serve to drive
out small municipal advisors contrary to the Dodd-Frank Act provision that the MSRB may not
impose a regulatory burden on small municipal advisors that is not necessary or appropriate in
the public interest and for the protection of investors, municipal entities and obligated persons
provided that there is a robust protection of investors against fraud.

And, in case the MSRB is not familiar with plaintiff class-action securities lawsuits,
plaintiffs’ firms regularly go to almost any length to determine whether a potential defendant
carries liability insurance and the amount of the coverage, clearly targeting those that have
insurance policies. Requiring professional liability insurance and specifying minimum coverage
would be of minimal value to an issuer but of great value to plaintiffs’ class-action lawyers and
could well encourage expensive and often frivolous litigation involving both advisors and their
clients.
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Page 16 (#11)

In light of the fact that we believe a municipal advisor should be permitted to
contractually limit its activities and services as an advisor, we think it inappropriate to require an
advisor to review any feasibility study as part of the information considered in its evaluation of
whether a transaction it recommends is suitable for the client. We are assuming that “suitability”
is intended to be broadly read and cover all aspects of suitability for a client. If an advisor limits
the nature of the advice it provides to an issuer, and the nature of that advice does not encompass
the topic of a feasibility study, it seems entirely inappropriate to require an advisor to review the
feasibility study with respect to any recommendation it makes. This is especially true if the
advisor’s expertise clearly does not encompass the topic of the feasibility study — in fact, in such
a case the advisor should totally disclaim the value of any advice it provides. For example, a
computer cash flow consultant “advisor” may know nothing about the feasibility of a proposed
nuclear power plant or a low income housing tax credit project.

Page 25

The MSRB requests meaningful feedback regarding the potential economic impact of the
Proposed Rule and amendments on small municipal advisors. In our practice, we routinely work
with a number of very small municipal advisors, including some which are single-person
organizations. Obviously, the Proposed Rule has not been fully implemented as yet, nor have all
the administrative details been worked out. However, anecdotal evidence clearly indicates that
this rule is going to impose a significant burden upon small municipal advisor organizations, and
in fact will probably result in a substantial decrease in the number of such operations. The
MSRB has recognized this natural result, and appears to be attempting to take steps to minimize
the effect on small advisors. We heartily encourage the MSRB to continue to do so, as our
experience is that in many geographic areas, particularly non-urban areas, small municipal
advisors are the norm rather than the exception, and they provide personalized advice that cannot
economically be provided at the same level by larger municipal advisors, particularly for
municipal issuers who infrequently access the capital markets (that is, the small towns, villages
and school districts which geographically populate a large part of our country). Again, anecdotal
evidence is that the municipal entities which will ultimately suffer the most include the small
municipal issuers, for they will no longer receive the kind of personalized economical advice that
they are presently obtaining either from underwriters (due to the limitations on underwriters set
forth in SEC Release No. 34-70462) or from small municipal advisors (that find the regulatory
landscape too expensive to navigate). In fact, the overhang of the Proposed Rule is already
beginning to have this effect.

Page 27 (#12)

To the extent that Rule G-42 establishes or clarifies standards of conduct and duties, it
will certainly establish a floor for the same, which we believe is commendable. However, it may
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also effectively establish a ceiling, which in some cases may lower the quality of services
provided unless the MSRB is clear that these are minimal standards expected of municipal
advisors and not general “industry standards.”

Page 27 (#s 13, 14, 15 and 16)

It is highly likely that the additional cost imposed on municipal advisors by virtue of the
MSRB rules will be passed on to municipal entities or obligated persons in the form of higher
fees. To think otherwise is to ignore economic reality. This in turn will increase issuance costs
for issuers. It will probably not lead to a concomitant reduction in the costs to the issuer for
underwriters or other professionals, for the additional cost will largely relate to the administrative
burdens imposed on municipal advisors and not reduce the expenses of other financial
professionals or redound to the benefit of issuers. We do not believe the requirements of the
Proposed Rule will affect the willingness of market participants to use municipal advisors and
may indirectly encourage issuers to retain municipal advisors to enable them to utilize the
municipal advisor exemption so underwriters can continue to provide a free flow of information
to issuers; such free flow of information to issuers is otherwise clearly going to be inhibited by
the municipal advisor rules. On an overall basis, anecdotal evidence at present would indicate
that the Proposed Rule will probably result in less competition among municipal advisors
(because there will clearly be fewer of them), may increase the efficiency and capital formation
for large issuers but will substantially decrease efficiency and capital formation for the thousands
of periodic small municipal issuers, and clearly will not decrease issuance costs. In fact, we are
already seeing the issuance cost increases and inefficiencies in our daily practice involving small
infrequent issuers.

Page 29 (Rule G-42(c)(i))

The requirement that the municipal advisor contract include an estimate of the reasonably
expected compensation in dollars is cumbersome and such an estimate may be contingent upon
too many factors to be of benefit to the parties. If the compensation under the municipal advisor
contract has as a component a transaction-related fee, there is no way of knowing how often the
municipal entity will issue debt and in what amounts so as to be able to accurately estimate the
overall compensation due under the contract at the time the contract is executed. By including
this requirement, the municipal advisor will either overestimate its fees and potentially run afoul
of the Proposed Rule’s restriction against excessive compensation or the municipal advisor will
underestimate the compensation and will be left in the difficult position of explaining to its
municipal client why its actual invoice for fees exceed the estimate included in the municipal
advisor contract.
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We would be pleased to discuss any of the foregoing comments in greater detail. Please
feel free to contact me or my colleague, Josh Meyer, at (402) 346-6000.

Very truly yours,

L 77

/
/7

J ohxé/7J . Wagner
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Financial Services Corporation

March 10, 2014

Mr. Ronald Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600
Alexandria, Virginia 22314

Dear Mr. Smith,

Thank you for the opportunity to comment on the Proposed Rule G42, the Duties of Non-
Solicitor Municipal Advisors. | appreciate that the Board thoughtfully considered the role of the
municipal advisor with respect to its duties to issuer clients and the increased transparency that
the rule should help foster. However, there are several aspects of the rule that are laced with
probably incorrect assumptions and that may result in the Rule being less effective or more
burdensome than desired. There are other aspects in which the Proposed Rule may have over-
reached and may negatively affect the cost structure of the industry.

| believe that the municipal advisor industry accepts that they have a fiduciary duty, which
includes both a duty of loyalty and a duty of care. However, in implementing these principals,
like everything in life, the devil is in the details.

Recommendations. The proposed Rule has a flawed assumption that all municipal advisors
would be making recommendations in nearly every instance regarding a municipal financial
product or financing. For approximately half of Lamont’s issuer clients, they do not seek a
recommendation from their municipal advisor about whether to proceed with a transaction. They
believe they are sufficiently capable of weighing the risks in a transaction and making their own
decision about whether to proceed. These are large sophisticated issuers with multi-billion dollar
debt portfolios. They want their municipal advisor to assist them in executing the transaction
and helping them get the best price when the issue comes to market. Does this fact pattern
suggest, for those clients who do not seek a recommendation from their municipal advisor, only
a suitability review/determination is necessary from the municipal advisor? If the answer is in
the affirmative, then this should be made explicit in the discussion of limiting the municipal
advisor arrangement. If the answer is no, then the Rule will have the consequence of increasing
the cost of compliance to the municipal advisor, which will in turn increase the cost to the issuer
client.

The Rule will make work for the municipal advisor in order to comply with the requirements of
the Rule. My fear is that if the issuer does not want the advisor to make a recommendation, the
municipal advisor will be faced with a very difficult problem: the issuer will not want to pay the
advisor to consider and paper over its work as though a recommendation to move forward was
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made, even though a recommendation was not required, just to avoid a books and records
examination problem by the SEC or FINRA. This could create a cost to the municipal advisor,
since the client may refuse to pay for the compliance related cost.

Official Statement. In general, | agree with the premise that municipal advisors should
thoroughly review an issuer’s official statement to make sure that the official statement fairly
presents the client to investors. This would especially be true for issuers that come to market
infrequently, have had economic set-backs or are under any distress. This would also be true for
obligated parties in a transaction, as they are the credit behind the issuer of the bonds. However,
if the issuer has issued bonds multiple times in the course of a year, | would submit that an initial
thorough review of the official statement in any year with a review of the changes in each
subsequent issuance should be sufficient for the municipal advisor to discharge its duties.
Further, if the issuer has competent disclosure counsel that it hired for multiple transactions, then
a municipal advisor should be able to rely on competent disclosure counsel to provide accurate
and full disclosure about the issuer and the transaction.

E&O Insurance Disclosure. While I believe that Errors and Omissions insurance should be
required of all municipal advisors as part of their overall professional qualifications, it may
create a barrier to entry in the municipal advisor business. However, before the Board explicitly
requires such insurance, the Board should do research to thoroughly understand the coverage
being provided. For example, very few carriers actually provide E&O insurance for practitioners
in the municipal bond business. Some advisors carry E&O insurance designed for management
consultants under the theory that they solely provide advice to municipal issuers, but do not have
any other duties regarding the recommendation of municipal financial products. The cost
differential may be five times or more for bond business coverage versus management consultant
coverage. In addition, the policy limits are more restrictive for the bond business coverage. As a
result of this disparity, unless or until the Board had satisfied itself as to which coverage was
appropriate to address its concern over professional qualifications, | would not recommend that
the Board take any position on what is sufficient coverage while ascertaining that such coverage
would be generally available in the marketplace. We have seen numerous RFPs where an issuer
has established insurance requirements that are not generally available to municipal advisors, and
have to back-track on the requirements during the RFP process.

Affiliates. Lamont, like many municipal advisors that created investment advisory affiliates in
order to comply with SEC rules regarding bidding escrows and similar matters for its municipal
clients, has an affiliate that is staffed by persons who work at Lamont Financial Services (LFS)
but are specifically licensed to work as an investment advisor. Some broker dealers who bid to
provide such escrows require that Lamont Investment Advisors (LIA, registered with state
regulators since it does not manage money) establish a brokerage agreement with them, where
the BD places the securities versus payment until such time as the issuer’s trustee settles the
account with the broker dealer. We are concerned that while such practices would satisfy the
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broker dealer, that under the Rule it would have the appearance of being a principal transaction
while it is really an agent transaction.

In addition, we are concerned about the compensation disclosure requirements of the Rule. At
Lamont, LIA does not pay commissions or referral fees to LFS personnel whose clients ask us to
bid escrows, investments, or value swaps. However, for employee compensation, both LIA and
LFS are treated as one pool. The distribution of such employee compensation would occur at the
end of our fiscal year and would not be known and is not necessarily tied to the fees for which
the affiliate actually did the work. Conflict of Interest disclosures related to this activity would,
of necessity, be so general as to be virtually meaningless.

General Conflict Disclosures. True conflict disclosures, as opposed to conflicts regarding the
method of payment, should be discussed at the outset of the relationship and signed off by the
issuer official. Fee splitting and other similar arrangements are very problematic and should be
prohibited. Payment of fees by a third party, such as an investment provider, should be fully
disclosed as to the dollar value of the payment. . This approach benefits the issuer, since the fee
is included in the yield on the investment, reducing any arbitrage payment to the IRS. Further,
the permissible fees are limited by the IRS.

Payments by affiliates would represent a potential conflict and should be disclosed if the affiliate
is engaged in a principal transaction or if it directly manages investments with authority to
actively manage the investments

Conflict Disclosures Regarding Method of Payment. While | appreciate the need to provide
disclosures regarding payments by third parties to the municipal advisor, providing the proposed
disclosures regarding methods of compensation seems to run the risk of being so obvious as to
insult the intelligence of the issuer official. All of Lamont’s issuer clients actively manage their
municipal advisor relationships as they are very cost conscious. For certain clients, who have
multiple municipal advisors, the issuers are required to determine which advisor will do what
task to avoid duplication of effort. The level of disclosure being proposed could be provided to
issuers but should only be done based upon an analysis by the municipal advisor as to the level
of sophistication of the client as an issuer and manager.

Protecting Issuers. In discussing the SEC definition and the Proposed Rule G42, the most
common refrain I hear from Issuers large and small is that the SEC and MSRB’s desire to protect
issuers only makes more work for the Issuer. This may be because Lamont has mostly large and
sophisticated clients. However, regarding the MA rules, it should be recognized by the Board
that large and sophisticated issuers have devised their own approaches to interacting with
underwriters and municipal advisors, and the Board should consider developing a sophisticated
issuer exemption for those portions of the Rule that would not benefit sophisticated issuers. If
the Board is unable to define a sophisticated issuer, the Board could allow the municipal advisor
to make such a determination based upon his knowledge of his client in its suitability assessment.
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Books and Records. While I clearly understand that much of the books and records requirement
is necessary to establish that the advisor is following the Rule, there are a few aspects that are not
particularly clear that could create substantial burdens on municipal advisors. For example,
would it be MSRB’s intent to have all emails and client records saved in the same folder in
electronic media? This could represent expensive updates to our systems if this is required.
Further, is it the intent of the Rule that municipal advisors save every presentation made by an
underwriter to its MA client, or only the ones the issuer decides to go forward with? Would this
also be true for RFP’s? Lamont’s clients regularly receive RFP’s from underwriters that may be
four or more inches thick. For some of our clients, we receive up to 50 proposals in an RFP
cycle. This is a lost of paperwork to be stored.

Is the “saving of presentations” requirement to tie to underwriter recommendations that might be
prompted by an IRMA letter? This could create a very large document management problem,
since many of these pitch books and presentations come in paper versions only. Scanning these
documents will also cause the municipal advisor to expend a lot of clerical time for little benefit
and would be burdensome to municipal advisors both large and small.

Economic Justification. I believe that the Board took an “easy pass” on economic justification
by taking a position that the SEC requires most of this in its rule making and the Board is just
making clear what the duties and responsibilities would be for recordkeeping. While | agree that
this is a baseline, the Board should not approach this as a shelter from engaging in further
econo9mic analysis. Some of the administrative requirements are all part of running an advisory
business, such as contracts, engagement letters, and retention of files and emails. However,
based upon the issues outlined above, | can easily imagine that the paperwork associated with the
Rule could take 20-25 percent of an advisor’s time to complete, some of it against the client’s
wishes. In addition, as discussed above, the costs associated with professional liability policies
vary greatly based upon the type of coverage being provided.

| believe that the effect of the SEC definitions and the Rule will be that over time, a substantial
number of small firms will find it difficult to comply with the requirements and seek to merge
with larger or better equipped partners. It would not surprise me to see that the headcount of the
industry will be relative constant, but that the number of reporting firms will decline by 20%.

I do not agree with the view that compliance costs will be spread amongst all of a firm’s clients
and should not raise the cost of doing business or the cost to issuers. The cost of compliance
with the Rule is mostly going to be in the daily cost of documentation the MA’s review of
presentation by underwriters, considering and documenting alternatives, and the requirement to
develop recommendations in writing to our clients, all in preparation for an eventual examination
by the SEC or FINRA. This is not a small task. The problem for MA’s is that their clients may
not find the notion of documenting all these facts helpful to getting the transaction done, and will
not appreciate the effort to comply with the Rule. As a result, they may not be willing to pay for
this, and the MA may have to eat it as an expense. Given the small margins in the MA business,
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a 20% loss of productivity can be debilitating to a MA firm in the short-term, before prices can
be adjusted by the MA and the client.

Answers to Questions

Q1. Should the fiduciary standard apply to all of a municipal advisor’s clients? Yes for its
municipal advisory activities. However, we think that the Dodd Frank standard is appropriate,
especially since certain municipal advisors are being hired in cases of municipal distress. In such
cases, the municipal advisory firm may not represent the municipal entity or the obligated party,
but may represent other creditors.

Q2. Should the advisor thoroughly review the entire official statement? As discussed above,
this is a case-by-case issue, and depends upon how often the issuer is in the market, disclosure
counsel, etc.

Q3. At the outset of a transaction, the issuer client is usually asking questions regarding what
resources it will need to complete the transaction. | don’t really think the Rule will serve to
foster this in any material way.

Q4. 1think that the disclosure of conflicts related to compensation sends a message to the issuer
official that they are not competent.

Q5. To be clear, I am not in favor of fee splitting. However, allowing an investment provider to
pay fees related to the solicitation of the investment by the municipal advisor, and which is
within the permitted limits of the IRS rules, should be acceptable so long as it is disclosed to the
issuer and to each investment provider on the bid list.

Q6. True conflicts should be disclosed at the outset of the relationship or during contract
development.

Q7. Yes, which could be done in an email, in the engagement letter, or in a contract with the
issuer?

Q8. 1 believe that if the offending individual has been terminated from the firm, then such
disclosure of past events is less than useful unless there was also a finding of supervisory
weaknesses. If the individual is still at the firm, then disclosure is required.

Q9. As stated above, E&O insurance should be a professional qualification. | would suggest
that the MSRB be quite careful in making this a requirement, as discussed above. Before
requiring such insurance, the Board should determine that there are sufficient providers and the
average cost of a policy that covers practitioners in the municipal advisor business that work on
transactions is commercially reasonable.

Q10. It may become a barrier to entry to small firms who provide MA services on less than a
full time basis.
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Q11. This question is too general to answer in the affirmative. | think that the municipal advisor
should review documents that support the credit structure of the bond issue. In most
circumstances, the municipal advisor will be involved in all aspect of the transaction, and so
would have reviewed the documents and may have provided comments to the documents.
However, depending upon when the municipal advisor is engaged, the balance of the financing
team may have already thoroughly vetted the feasibility document. In some cases, the municipal
advisor is the last to be hired, and in such circumstances is generally hired to supervise the
pricing of the transaction. It is difficult to write rules that govern all circumstances, since
situations vary so much.

Q12 and Q13. I don’t think that the MA rule should conflict with dealer rules regarding
principal transactions, recognizing that a fiduciary duty to the issuer will require additional
verification steps to ensure that the pricing has been at least as good as having a third party in the
transaction. The MA who is acting as a principal should provide the issuer with a third party
data source to verify the pricing of investments or municipal financial products. Failing that, the
MA should offer to bring in a third party verification of the pricing from firms for which it does
not engage in active trading relationships.

Closing Comment

| believe that the Rule addresses issues related to fiduciary duty and suitability, and does a good
job at providing insight about the issues that MAs must address and procedures for
demonstrating compliance with the Rule. Further, I think the MA industry should be regulated,
provided that we can find ways to make it less burdensome.

Portions of the Rule should have further review by the Board to insure that the number of
unintended consequences can be minimized.

Thank you for the opportunity to provide my comments on the Proposed Rule G-42.

Yours truly,

Robert A. Lamb
President
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LEWIS [[[[lf YOUNG
ROBERTSON & BURNINGHAM, wc.

AN INDEPENDENT MUNICIPAL FINARCIAL ADVISORY
AND CONSULTING FIRM

March 3, 2014

Ronald W. Smith, Corporate Secretary
Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600
Alexandria, VA 22314

Re: MSRB Notice 2014-01, Request for Comment on Draft MSRB Rule G-42

Ladies and Gentlemen:

Lewis Young Robertson & Burningham (“LYRB?”) is pleased to submit comments on the
above-referenced Notice.

LYRB is an independent financial advisory firm which has elected, since its inception 18
years ago, to be regulated as a broker dealer and, therefore, has been and remains subject to
MSRB regulations. We are now also registered as a municipal advisor with the Securities and
Exchange Commission and the MSRB pursuant to Rule 15Ba2-6T of the Commission. We have
a staff of 21 and currently carry liability insurance.

LYRB does not underwrite or purchase securities for our own account or for sale to
others nor do we carry customer accounts of any kind. We do not participate as a co-manager or
member of selling groups and do not act as a remarketing agent. We are a major financial
advisor in the State of Utah and work in some other states as well. LYRB has acted as a
financial advisor on hundreds of transactions with a volume of over $7 billion. These
transactions run the gamut from small to large, and include general obligation bonds, various
types of revenue and tax backed bonds, revenue and bond anticipation notes, and taxable and
tax-exempt (including Build America Bonds) bonds in both fixed rate and variable rate
structures.

Proposed Rule G-42 generally covers the subject matter of Proposed Rule G-36, which
was later withdrawn. We commented on that proposal in a letter to you dated April 11, 2011.
While the Proposed Rule G-42 represents an improvement in several respects over the draft G-
36, we nevertheless have several comments and concerns. We also address some of the
questions set out in the notice. We first address the Questions under “General Matters” set out in
notice 2014-01. Our numbered responses correspond to the items set forth in the Notice.

1) The rule is satisfactory as it stands. While we would likely apply a fiduciary standard to
ourselves in advising obligated persons, we see no reason for the MSRB to go beyond the
statutory mandate and possibly invite litigation.

2) While it is obvious to anyone with extensive experience in the municipal bond business
that, among all transaction participants, each official statement needs a “thorough
review,” we object to the statements relating to review of official statements appearing in

1 l T GATEWAY PLAZA BUILDING TELEPHONE B01.596.0700
41 NORTH RIO GRANDE, SUITE 101 TOLL FREE BOO.581.1100
SALT LAKE CITY, UTAH B4101 FAX 801.596.2800
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the second half of .01 Supplementary Material, which addresses this matter and to the
specificity of proposed Rule G-42(b)(v). Our objections are manifold. First and
foremost, the imposition of a “thorough review” default standard on one transaction
participant, the financial advisor, in a situation which is highly variable, not only from
client to client, but from transaction to transaction, is unwise at best. While the rule
allows departures, documenting the deviations from the “default” standard will be the
rule, not the exception, and will be time consuming for both the advisor and the client for
no gain in utility. To illustrate, one of our clients issues, from time to time, general
obligation bonds, lease revenue bonds, water and sewer revenue bonds, redevelopment
agency (tax increment) bonds, sales and excise tax revenue bonds, and assessment bonds,
as well as refunding bonds of each of these types. The focus and scope of our work on
the respective official statements will depend on such factors as: How long it has been
since the last public offering of that credit, is there disclosure counsel, and how much
overlap of information is there in, say, a current lease revenue bond compared to a recent
general obligation bond, among many others. The scope of review of the official
statement by the financial advisor in each case will vary. Typically, we will review the
transactional details very carefully, leaving legal details, document summaries and
litigation matters primarily to lawyers and the issuer’s financial and operational matters
primarily to its own staff with more general or overview work from our office. If we are
required to “thoroughly review” all of an official statement we will be duplicating effort
and unnecessarily generating increased costs (to the irritation and disadvantage of our
client). If we must carefully adjust and document our review standard and scope in each
case we will take our client’s time and our own unnecessarily. Second, as rational
participants in the disclosure process, we work to have various parts of the official
statement reviewed by those professionals or issuer staff members most competent to do
so. This will often not be the advisor. Third, it is unclear what “thoroughly review”
means. Ifit includes the common sense meaning, it will require much unnecessary
duplication of effort in many cases in a process which is already (and necessarily) time
consuming and exacting. The review of an official statement is necessarily a flexible and
dynamic process that must be tailored to the specific circumstances of each bond
offering. The initial review may identify topics where additional disclosure is necessary,
which in turn results in further review and discussion between the advisor and its client.
A “thorough review” default standard is overly simplistic and misleading.

We recommend the rule be silent on this point, leaving to the issuer and its advisors to
apportion the necessary work among its various staff members, attorneys, auditors, and
the financial advisor as each case appears. This approach is consistent with an advisor’s
fiduciary duty to assist an issuer (if engaged to do so) with its official statement(s) by
seeing that an issuer is well advised (or staffed) to cover the various aspects of the official
statement and that the proper subject matters are addressed, regardless of which
employees or professionals actually do the detailed work. The vast majority of the
professionals filling these roles know what to do and how to do it.

No, these should not be required to be written. We typically agree to assist the issuer and
its counsel in preparing the official statement, leaving the scope of assistance to a case by
case determination as needed. A detailed documentation of the adjustments in these
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responsibilities is unnecessary. In any event, the participants in the preparation process
know what is needed (or in the case of an unsophisticated or occasional issuer, can be
more intensely guided on these matters). There is no need to document these allocations
and doing so would unnecessarily add time and expense to each transaction.

This is unnecessary and should be deleted. Advisors rarely, if ever, work on an
uncompensated basis. Some form of compensation would, if we are to believe the
underlying premise of this proposed regulation, call for “conflicts” disclosure. A broader
issue was raised by the detailed compensation conflicts disclosure under Proposed Rule
G-36, since withdrawn. In the “real world” many if not most advisors’ engagements are
based on contingent fees. The proposed baseline compensation conflict disclosure would
probably result in a disclosure statement to the effect that this may give the advisor an
incentive to recommend that the client execute a transaction that was not in its best
interest. This amounts to saying that the mere fact of being paid gives the advisor an
incentive to breach its fiduciary duty, which would seem to accomplish nothing other
than confusing the client. This is a solution in search of a problem.

Fee splitting arrangements should be fully disclosed but not prohibited. One example of
an occasional situation calling for application of this rule would be fee-splitting with a
structuring agent that was engaged to provide specific quantitative services on a
transaction. Prohibition would be against the client’s interests in such issues.

This matter is complex due to the wide ranging possible fact patterns. Requirements to
disclose prior to inception of the agreement will often be unreasonable in that a newly
retained advisor may not be familiar enough with the client’s affairs to perceive the
potential conflict.

In addition, in the case of an engagement for a time, most conflicts will arise during the
course of the engagement. For example, advisor A works for City B and City C, both of
whom wish to attract manufacturer D to their city, for economic development reasons. If
one, or both of these cities wishes assistance from A, she will need to disclose the
conflict. If both parties agree, she then may need to limit her work to confidential
analyses. Any situation in which negotiation assistance is called for on both sides would
be untenable, but full disclosure and appropriate waivers should enable analytic work.
Timely disclosure of and resolution of conflicts, if possible, as they arise should be the
rule. For these reasons, conflict disclosure should be limited to actual conflicts. Potential
conflicts should either not be covered, or be addressed generically with more specific
disclosure required when they actually arise. Tailored explanations directed to potential
or hypothetical situations will be expensive, time consuming, and not very helpful.
Actual conflict resolution is best handled by discussion between advisor and client, rather
than by additional or hypothetical disclosure.

No. Municipal advisors should not be required to obtain a written acknowledgment for
disclosures before proceeding with the engagement, so long as the disclosures are
provided and not objected to.
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8) No. The bigger issue under proposed G-42(b)(ix) is whether advisors should be required
to disclose a legal or disciplinary event that was already disclosed in the most recent
Forms MA or MA-I. These are already public information. Perhaps the MSRB could
require that the advisor provide a generic statement directing the client to the appropriate
websites if it wants to view this information.

9) No.

10) It may be. Even if it is not currently, what are now reasonable premiums and coverage
limits may change. Smaller firms may be driven from the market if they find they cannot
afford coverage or if coverage limits rise to a level small firms cannot afford. Insurance
should be left to the economic interest of the firm, as it is with attorneys. Further,
insurance should be disclosed only when requested. Rule 42(b)(viii) should be deleted.

11) This should be left to the parties to decide.

12) Never. One cannot be both a fiduciary and principal party in a buyer/seller relationship if
the subject of the sale is an asset, financial product, or something other than services
compatible with the fiduciary role.

13) This seems fine, so long as a party cannot step into and out of a fiduciary relationship in a
facile way.

Comments of 42(b)

We have largely addressed G-42(b) in the foregoing Q&A responses. However, we note
that the final sentence of 42(b) is problematic. It is subject to all the logical problems of proving
anegative. In addition, it could be confusing if an unknown or potential conflict either comes to
light or becomes an actual conflict. For example; If advisor A has client B and is then hired by
client C, then later the interests of B & C on a matter A is expected to advise them on come into
conflict, a statement that there are no conflicts is true when C hires A, then ceases to be true
when the conflict arises. It seems much better to disclose and address the conflict when it arises,
rather than to make generic and hypothetical disclosures which then must be modified.

Comments on 42(c)

In general, (c)(i)(iv), and (vi) are always covered by written agreement between our firm
and our clients. With respect to (ii), the proposed rule seems vague. This duplicates (i) or calls
for a precision in the face of uncertainty (for example, does this require if a fee is based on
dollars per $1000 issued, that estimates be given based on hypothetical sizes? If so, this
requirement is unnecessary, adding no useful information for a client). (ii) Should be deleted.
With respect to (c)(iii), known conflicts can and should be disclosed at the relations formation
state (see response to Question 6 above).

With respect to (c)(v), see response to Question 2 above. A general description of this work
should be included in the material called for, and under (¢)(iv). However, it is unnecessary to
cover this in detail in writing for multiple issue engagements. (c)(v) is superfluous and should be
deleted.

41~
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Comments on 42(d)

The premise of this section is based upon a flawed assumption, 1.¢., that
recommendations are made in all cases. In a long term client relationship, the advisor does make
recommendations from time to time on his own initiative. This will be more common in the case
of refunding transactions. However, the mine run case is that the client calls the advisor with a
project in mind. This might be anything from an entirely new credit creation to step five of a
multi-phase general obligation financed construction program stretching over years. The client
will often have a financing vehicle in mind. In such cases, it will not make any sense to go over
the risks and benefits of a particular structure or product either because it has already been done,
because there is no other option, or because other available options are obviously inferior or
disfavored by policy or circumstance. Discussion will often be a waste of time in these
circumstances. Documenting such a discussion so as to have a “good answer” for the next
regulatory audit would be even more a waste of time and resources.

There are, of course, many times where detailed discussions of a novel (to the client)
financing mechanism, a financial “product” or a situation in which several possibilities for
accomplishing the financing are available which would call for detailed discussion. There is no
need to mandate the discussion in such cases, as it is covered by 42(a)(i). 42(d) should be
deleted.

Comments on 42 (e)
This rule is unnecessary, as it is covered by 42(a)(i) and is a basic part of a generally
engaged financial advisor’s work.

Comments on 42(g)

The prohibition in 42(g)(i) is evaluated by what standard? There is no standard or set of
standards which could rationally be applied. By its very nature a “price” is designed to
encompass a vast amount of information (all of which is relevant). The market is all the
discipline needed here.

Supplementary Material.

In addition to the comments on .01 given above with respect to official statement review,
we note that .05 implies a level of disclosure on conflicts of interest such that only material
conflicts should be disclosed rather than potential hypothetical conflicts. See our response to
Question 6, above. Presumably, only potential conflicts which could affect A’s judgment and
full representation should be disclosed at the onset, leaving further disclosure to the change of
circumstances. At the point it arises the conflict would be dealt with by several means, after full
disclosure. Any requirement to disclose this at inception would entail multiple hypotheticals so
voluminous as to be impossible.

Economic Analysis
We have several comments on economic analysis issues raised by the Notice and by the
text of the Proposed Rule.

In general, we believe the increased oversight of the municipal advisor market
represented by the core concept of the Dodd-Frank Act applicable to municipal advisors, in
conjunction with the SEC rules defining municipal advisor and Rules G-17 and G-23 will assist
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in capital formation and lower costs to municipal issuers generally in the form of better structure
and lower interest costs. That said, several aspects of the proposed Rule G-42 unnecessarily
increase costs and potentially burden smaller service providers, to the detriment of the overall
potential positive effects mentioned above. For best results, MSRB must carefully consider the
effect of the rules on the availability and cost of financial advisor services to all municipal
entities, but especially small, mid-size and infrequent issuers. We note that these entities are
likely to receive less coverage from broker-dealers. While this has many positive effects in
protecting such issuers from self-interested presentations from non-fiduciary professionals, it
points up a need for fiduciary advice. If anyone is going to pay continuing attention to them
(e.g., pointing out savings refunding opportunities) it will and should be their Financial Advisor
(if they have one). Rule G-42 should enable and facilitate longer-term Financial Advisory
engagements. All aspects of the rule need a robust cost-benefit analysis to ensure that the costs
imposed on advisors (which will be passed through to their clients) are justified by substantial
and demonstrable benefits. It is also fair to observe that the cost-benefit analysis included with
Proposed Rule G-42 is superficial and conclusionary.

More specifically, problematic cost increases we have identified include:
(depending on how ““potential” is ultimately interpreted under G-42 (b)(i)), excessive
hypothetical speculation as to potential rather than actual conflicts of interest may require
burdensome and ongoing drafting which will waste time and resources, confuse the client and
generally add no value to a client’s decision making.

G-42(b)(v) adds no value and should be deleted.

G-42(b)(vii1) gives too much weight to insurance. See our discussion above. Over time,
this may adversely affect the number of smaller firms offering services. The decision to carry
insurance and its disclosure should be left to the advisory firm. Clients who require insurance
currently request this information.

Rule G-42(b)(1x) should be limited to the item in clause (a). Clients who want the other
material will ask for it.

Rule G-42(d) and (e) require excessive record keeping associated with “defensive”
documentation in order to show compliance.

Rule G-42 (g)(1) should be deleted. It seems completely unworkable—there’s no way to
tell where the hine is drawn. This could well lead to meaningless defensive paperwork for
advisors to document all of their work-—a $250,000 FA fee could appear excessive for a $10M
deal, but not if it involved a new credit and three years of work. This is best left to market forces
and a general fiduciary standard.

One of the unnecessary cost burdens imposed by the draft rule is found in the thoroughly
review standard in .01 of the Supplement relating to Official Statements. This standard will
usually need to be modified. The necessity of documenting this, probably in the case of each
issue, will require far more time and energy than it is worth.
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The overall effect of excessive documentation, record keeping and “defensive” record %
keeping will be to increase costs, across the board, but disproportionately so to smaller firms.
This will result in increased service fees and, on the margins, less competition which will also
increase service fees. The gains provided by the general tenor of the proposed Rule for the
overall municipal bond market need not be diminished by these effects if the Rule text is
modified as we suggest throughout our comments. As a medium size firm, some of that might
work to our advantage in the event smaller competitors are forced out, but it is not in the best
interests of the purposes of Dodd Frank.

Additional/Big Picture Comments:
One final thought, an orderly transition provision or phased effective date is necessary.
Many Financial Advisory engagements are longer-term arrangements and advisors should be
provided with a reasonable opportunity to conform existing agreements to the requirements of G-
42 when they are renewed or after a reasonable phase-in period after G-42 is approved by the
SEC.
Lewis Young Robertson & Burningham, Inc.
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PROFESSIONAL EIN

TRANSPORTATION = MUNICIPAL
DEVELOPMENT + ENVIRONMENTAL

March 10, 2014

Mr. Ronald W. Smith

Corporate Secretary

Municipal Securities Rulemaking Board
1900 Duke Street

Alexandria, VA 223 14

Re: MSA Professional Services, Inc. Comments on Draft Rule G-42
Dear Mr. Smith:

On behalf of the MSA Professional Services, Inc. —a Midwest leader in engineering,
architectural, transportation and planning services for municipalities - | appreciate the
opportunity to comment on the Municipal Securities Rulemaking Board's (MSRB) draft Rule G-
42, regarding the duties of non-solicitor municipal advisors.

MSA would appreciate direction and clarification from the MSRB on the following topics as we
proceed with drafting internal and external policy frameworks to achieve and sustain
compliance with Municipal Advisor (MA) provisions contained within Dodd-Frank. While Dodd-
Frank provisions draw a large swath across numerous professional services previously
unregulated by the Securities and Exchange Commission (SEC) and MSRB, it fails to clearly state,
define or demonstrate the intended level of analysis and due diligence expected of regulated
MA:s.

Suitability Analysis Required for Recommendations

“Draft Rule G-42 subjects municipal advisors to a duty of care in the conduct of their municipal
advisory activities. In addition, draft Rule G-42 requires municipal advisors to disclose conflicts
of interest and certain other information to their clients and document their municipal advisory
relationship. Draft Rule G-42 does not permit a municipal advisor to recommend that a client
enter into any municipal securities transaction or municipal financial product unless the advisor
has a reasonable basis for believing that the transaction or product is suitable for the client.”

e What specific metrics (standard debt issuance options) should be used to determine
suitability?
0 Local bank financing
O State Revolving Loan Fund (SRF) or equivalent
O State Trust Fund or equivalent
O USDA Rural Development

Offices in Illinois, lowa, Minnesota and Wisconsin

1230 SOUTH BOULEVARD @ BARABOO, WI 53913
608-356-2771 e 1-800-362-4505
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0 Open bond market

e Will there be standards set for this quantitative review or will it be the responsibility of
the individual MA to define the suitability metrics based on the unique circumstances of
each client or project?

Documentation of the Municipal Advisory Relationship

“Under draft Rule G-42(c), municipal advisors must evidence each of their municipal advisory
relationships by a writing entered into prior to, upon or promptly after the inception of the
municipal advisory relationship.”

e Can adherence to this rule be accomplished through contract (Master Services or
Professional Services Agreement) or does this need to be done on an individual MA
activity to MA activity basis?

Specifically, the Act itself sates that “Engineers may provide advice beyond engineering advice
when such an independent registered municipal advisor is present without triggering the
requirement to register as a municipal advisor.”

e Can an engineering firm, under contract, mitigate the inherent MA responsibilities
outlined if the municipality, in writing, releases the firm from the MA role?

e Can such a release be made based upon the municipality’s intent to engage an MA at a
later date, or does the engagement need to be in place in order for the engineer to be
exempted from the MA responsibilities?

e |If the contracted MA is not physically “present” when advice and/or services identified
as within the realm of MA responsibilities is discussed with the community, is the
engineer in breach of the MA provisions?

e Once a community releases a firm from the duties of the MA role, who is ultimately
responsible to ensure that the MA protections of the client are enforced?

Limited Scope for MA Duties

“Supplementary Material .04 provides that a municipal advisor and its client may limit the
scope of the municipal advisory relationship to certain specified activities or services. The
municipal advisor, however, is not permitted to alter the standards of conduct or duties
imposed by the draft rule with respect to that limited scope.”

e Can adherence to this rule be accomplished through contract (Master Services or

Offices in Illinois, lowa, Minnesota and Wisconsin

1230 SOUTH BOULEVARD ® BARABOO, WI 53913
608-356-2771 e 1-800-362-4505
FAX: 608-356-2770 ¢ WWW.MSA-PS.COM


http://www.msa-ps.com/

361 of 639

Page 3

Municipal Securities Rulemaking Board
March 10, 2014

Professional Services Agreement) or does this need to be done on an individual MA
activity to MA activity basis?

e For communities that pursue multiple annual projects with an engineering firm through
a Master Services Agreement, can the community elect to exempt the firm from the MA
role on an annual basis through contract?

e How should this be handled by both parties if some of the annual engagement is in need
of MA compliance and some is exempted?

Recommendations

“Section (d) provides that a municipal advisor must not recommend that its client enter into
any municipal securities transaction or municipal financial product unless the advisor has a
reasonable basis for believing that the transaction or product is suitable for the client. The
advisor also is required to discuss with its client its evaluation of the material risks, potential
benefits, structure and other characteristics of the recommended municipal securities
transaction or municipal financial product; the basis upon which the advisor reasonably
believes the recommended transaction or product is suitable for the client and whether the
municipal advisor has investigated or considered other reasonably feasible alternatives. With
respect to a municipal entity client, the advisor must only recommend a transaction or product
that is in the municipal entity client’s best interest.”

e Can this information and recommendation be transmitted to the client orally or will
each alternative require empirical evidence demonstrating the material risks, potential
benefits, structure and characteristics? If oral transmission is acceptable, does said
discussion need to be documented by both parties?

e Please define “client’s best interest”.
0 Isthisto be inferred as the lowest overall cost?
0 Least subject to market volatility?
0 Most stability in terms of guaranteed interest rate over the life of the loan (vs.
speculative balloon financing or bond re-issuance)?
0 Will the MSRB be drafting a suitability matrix to more clearly define “best
interest”?

Review of Recommendations of Other Parties

“Section (e) addresses situations when a municipal advisor may be asked to evaluate a
recommendation made to its client by another party, such as a recommendation by an
underwriter to an obligated party of a new financial product or financing structure.”
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e Prior to said review, will it be necessary to have documentation regarding the other
parties” MA dealings, recommendations and contracts with the client?

e |t would seem rational and necessary to require the other party to disclose any and all
documentation used in the recommendation for this analysis and review. Would this
best be accomplished through the client or directly between MAs?

Specified Prohibitions

“Draft Rule G-42(g) specifically prohibits certain types of activities by a municipal advisor,
including: receiving excessive compensation; delivering an invoice for fees or expenses that
does not accurately reflect the municipal advisory activities actually performed or the
personnel that actually performed those services; misrepresenting its capacity, resources and
knowledge in response to requests for proposals or qualifications or in oral presentations to a
client or prospective client.”

e “Excessive compensation” — please define a metric to determine excessive
compensation as multipliers, engineering and professional services costs vary
tremendously by geographic region, firm, and overall scope of services.

Questions Identified in G-42 Correspondence:

1) Do commenters agree or disagree that a need exists for the MSRB to articulate the duties of
municipal advisors or to prescribe means of preventing breaches of a municipal advisor’s
fiduciary duty to its municipal entity clients? If so, do commenters agree or disagree that the
draft rule addresses those needs?

While the Draft Rule identifies the areas of concern and resultant compliance required
to protect and preserve a fiduciary duty related to MAs, it fails to clearly articulate the
specific mechanisms to achieve said compliance. For example, it identifies that policies
and procedures need to be in place for MA compliance yet that requirement is not
underscored with an identifying traits, qualifications or specific standards which outline
the types of policies and procedures that will be acceptable by the MSRB for
compliance.

2) The MSRB proposes to use the fiduciary duty already imposed on municipal advisors by the
Dodd-Frank Act to serve as a baseline for evaluating the economic impact of the draft rule’s
articulation of standards of conduct and duties for municipal advisors when engaging in
municipal advisory activities for municipal entity clients. Is this an appropriate baseline?

No. The 2010 Dodd-Frank Act has, in effect, been in place for 3+ years, the enforceable
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portions related to fiduciary duties and MA rules and responsibilities is brand new. In
fact, to date, | would not suppose many existing or “to be classified as” MAs have spent
much in the wake of hard economic dollars on compliance strategies, policies,
procedures or protocols. | assume there will be whirlwind of compliance activity prior to
the July 1, 2014 permanent registration phase-in date as MA firms prepare for
compliance activities beginning in the new fiscal year (once the rules become
enforceable). Using compliance with 2010 Dodd-Frank Act fiduciary duty provisions as
the baseline for determining economic impact related to MA compliance would not be a
fair comparison for determination as the level of firm activity required for MA
compliance will be increasing in future months with enforceability and compliance
provision engagements.

3) The MSRB proposes to use the fair-dealing requirements under MSRB Rule G-17 to serve as a
baseline for evaluating the economic impact of the draft rule’s articulation of standards of
conduct and duties for municipal advisors when engaging in municipal advisory activities for
obligated persons. Is this an appropriate baseline?

Yes.

4) The MSRB proposes to use the Dodd-Frank Act’s prohibition on municipal advisors from
engaging in any fraudulent, deceptive, or manipulative act or practice in connection with
advising a client to serve as a baseline for evaluating the economic impact of the draft rule’s
articulation of standards of conduct for municipal advisors (regardless of whether the client is a
municipal entity or obligated person). Is this an appropriate baseline?

Yes.

5) The MSRB proposes to use the existing requirements for dealers who act as financial advisors
to issuers with respect to the issuance of municipal securities to serve as a baseline for
evaluating the economic impact of the draft rule’s articulation of standards of conduct and
duties for this subset of municipal advisors. Is this an appropriate baseline?

No Comment.
6) The MSRB proposes to use the required disclosures in registration forms of certain
disciplinary history and legal events contained in the SEC Final Rule to serve as a baseline for
evaluating the economic impact of the draft rule’s disclosure requirements. Is this an

appropriate baseline?

No Comment.
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7) The MSRB proposes to use the recordkeeping and record preservation requirements
contained in the SEC Final Rule to serve as a baseline for evaluating the economic impact of the
draft rule’s recordkeeping and record preservation requirements. Is this an appropriate
baseline?

Yes.

8) In addition to the baselines proposed above, are there other relevant baselines that the
MSRB should consider?

No Comment.

9) Please compare the costs and benefits of having disciplinary histories and legal events
disclosed through registration forms versus disclosure directly to the client.

No Comment.

10) Are there lower-cost alternatives to requiring disclosure of the amount of professional
liability coverage carried by the municipal advisor that would provide comparable benefits to
clients of municipal advisors?

No. Direct professional liability coverage disclosure can easily be integrated into existing
disclosure documents for transmittal to clients.

11) Would additional benefits accrue if the MSRB were to impose different or additional
recordkeeping requirements and, if so, what would these requirements entail?

No.

12) To the extent that draft Rule G-42 establishes new, or clarifies existing, standards of
conduct and duties for municipal advisors, will this cause a change in the quality of advice
offered by municipal advisors?

Potentially. Our main concern is that with the additional MA responsibilities imposed,
the “message” relayed to municipalities might be that only traditional financial services
firms have the authority or ability to provide quantitative and qualitative analysis of
various debt service and municipal financing mechanisms related to municipal projects
or have the ability to assist in developing feasible alternatives for project funding. This
may reduce the overall quality of recommendations. Furthermore, for firms that refuse
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to register, the new regulations may prevent candid conversations with communities
regarding rate studies, economic development options, etc. that are usually critical to
success at early stages of project planning.

13) To the extent that draft Rule G-42 and the draft amendments to Rules G-8 and G-9 impose
costs on municipal advisors, will these costs be passed on to municipal entities or obligated
persons in the form of higher fees?

Yes. Any cost for compliance re: MA duties and responsibilities will result in higher fees
for municipal entities. The evaluation and transmission of information that would now
be considered within the realm of MA activities has been traditionally billed as services
rendered. Now, however, with the new recordkeeping and compliance requirements,
firms will find a way to re-coup, if not all, a significant portion, or this value-added
service to clients, driving up the ultimate cost for municipal projects and, ultimately,
municipal services.

14) To the extent that the requirements of draft Rule G-42 enhance the oversight of municipal
advisors, will this affect the willingness of market participants to use municipal advisors?

Some municipalities may determine that it is cost-prohibitive to use MAs to the extent
outlined in Dodd-Frank. This may have the detrimental impact of diluting the quality of

information used in the pre-planning and project stages of municipal work.

15) To the extent that the requirements of draft Rule G-42 enhance the oversight of municipal
advisors, will this lead to different issuance costs and financing terms for issuers?

Yes, as the overhead and maintenance costs required for MA compliance will be rolled
into the overall debt issuance cost equation.

16) To the extent that the requirements of draft Rule G-42 lead to reduced issuance costs and
better financing terms for issuers, will this improve capital formation?

We do not agree that provisions outlined in G-42 will lead to reduced issuance costs.

17) Would the requirements of draft Rule G-42 assist municipal entities or obligated persons in
making hiring decisions with respect to municipal advisors?

Yes. Clear documentation of MA experience, qualifications and disclosure will improve
transparency for the solicitation of MA activities.
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18) What are the initial and ongoing costs associated with making and preserving the additional
records required by the draft amendments to Rules G-8 and G-9?

Records preservation costs appear to be negligible. The primary increase in costs will be
in achieving a compliance program and the related documents needed to maintain
compliance on a project-to-project and client-to-client basis. Firms will find a way to
include up-front and on-going MA compliance costs as a component of billable projects
that contain Municipal Advisor compliance requirements.

19) Are there additional costs or benefits to recordkeeping that the MSRB should consider? If
so, please explain.

No.

20) If the draft rule is adopted, what are the likely effects on competition, efficiency and capital
formation?

No Comment.

21) How will the requirements of draft Rule G-42 affect potential municipal advisors’ decisions
with respect to entry into the market?

The systematic approach required for an acceptable and sustainable MSRB MA
Compliance program may prevent entry into the MA market and may, in fact,
consolidate the existing market accordingly. A firm who wishes to achieve and maintain
compliance must have the appropriate administrative, legal, accounting and supervisory
systems in place, upon which an appropriate compliance platform can be achieved.
These upfront costs may deem MA activities as cost-prohibitive for smaller firms and
prevent entry for some market participants.

22) What training costs would the requirements of draft Rule G-42 cause at municipal advisory
firms to ensure compliance?

Without the appropriate level of direction from MSRB re: up-front certification
requirements, appropriate number of individuals required for compliance review
purposes, continuing education requirements, etc., it would infeasible to determine a
training cost at this time. It is impractical to determine the potential cost of training
when the specific training requirements have not been spelled out by the MSRB.
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23) Will draft Rule G-42 have benefits in terms of protecting municipal entities, obligated
persons and investors?

No Comment.

24) Will the requirements of draft Rule G-42 impose any burden on small municipal advisors
that is not necessary or appropriate?

Small municipal advisors may be driven from the marketplace as it may become
economically infeasible to achieve compliance without an economy of scale to help
absorb initial overhead costs for policy and procedure creation and implementation.

25) Will the requirements of draft Rule G-42 create advantages for large municipal advisor firms
relative to smaller municipal advisor firms?

Yes.

MSA appreciates the opportunity to provide comment on the draft Rule G-42 and would
appreciate any direction the MSRB could provide on the above questions and comments that
will help facilitate a smooth transition in the A & E industry to adopt the appropriate Municipal
Advisor compliance policies, protocols and procedures.

Gilbert A. Hantzsch, P.E.
CEO, MSA Professional Services
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March 18, 2014

Ronald W. Smith, Corporate Secretary
Municipal Securities Rulemaking Board
1900 Duke Street, Suite 600
Alexandria, Virginia 22314

RE: NABL Comments on MSRB Notice 2014-01 (January 9,
2014)
Request for Comments on Draft MSRB Rule G-42, on
Duties of Non-Solicitor Municipal Advisors

Dear Mr. Smith:

The National Association of Bond Lawyers (“NABL”) respectfully
submits the enclosed response to the Municipal Securities Rulemaking Board’s
(“MSRB”) solicitation of comments on MSRB Notice 2014-01 related to draft
MSRB Rule G-42 and Supplementary Material to the draft rule (the “Notice™).
The comments were prepared by an ad hoc subcommittee of the NABL
Securities Law and Disclosure Committee comprising those individuals listed
on Exhibit A and were approved by the NABL Board of Directors.

In the Notice, the MSRB requests comments regarding specific
questions posed by the MSRB and NABL has provided comments in response
to certain of those questions. In addition, NABL is providing general comments
on the draft rule and comments on specific aspects of the draft rule.

NABL exists to promote the integrity of the municipal securities
market by advancing the understanding of and compliance with the law
affecting public finance. A professional association incorporated in 1979,
NABL has approximately 2,700 members and is headquartered in Washington,
DC.

If you have any questions concerning the comments, please feel free to
contact William Daly, Director of Governmental Affairs, at (202) 503-3302 or
bdaly@nabl.org.

Thank you in advance for your consideration of these comments.

Sincerely,

Qo 7. FleZ

Allen K. Robertson

CC:: Michael Post
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COMMENTS OF
THE NATIONAL ASSOCIATION OF BOND LAWYERS
REGARDING

MSRB NOTICE 2014-01, REQUEST FOR COMMENT ON DRAFT MSRB RULE G-42
ON DUTIES OF NON-SOLICITOR MUNICIPAL ADVISORS

In 2010, Congress passed the Dodd-Frank Wall Street Reform and Consumer Protection
Act (the “Dodd-Frank Act”)' which, among other things, amended Section 15B of the
Securities Exchange Act of 1934 (the “Exchange Act”) to provide for the regulation by the
Securities and Exchange Commission (“SEC”) and the Municipal Securities Rulemaking Board
(the “MSRB”) of municipal advisors® in order to protect “municipal entities™ and “obligated
persons.”™ The regulation of municipal advisors and their advisory activities is, as the SEC has
recognized, generally intended to address problems observed with the conduct of some
municipal advisors, “including ‘pay-to-play’ practices, undisclosed conflicts of interest, advice
rendered by financial advisors without adequate training or qualifications, and failure to place the
duty of loyalty to their clients ahead of their own interests.”

! Pub. Law No. 111-203, 124 Stat. 1376 (2010).

2 Section 15B(e)(4)(A) of the Exchange Act defines the term “municipal advisor” to mean, in relevant
part and subject to certain exceptions, “a person (who is not a municipal entity or an employee of a
municipal entity) that (i) provides advice to or on behalf of a municipal entity or obligated person with
respect to municipal financial products or the issuance of municipal securities, including advice with
respect to the structure, timing, terms, and other similar matters concerning such financial products or
issues; or (ii) undertakes a solicitation of a municipal entity.”

¥ Section 15B(e)(8) of the Exchange Act defines the term “municipal entity” to mean “any State, political
subdivision of a State, or municipal corporate instrumentality of a State, including - (A) any agency,
authority, or instrumentality of the State, political subdivision, or municipal corporate instrumentality; (B)
any plan, program, or pool of assets sponsored or established by the State, political subdivision, or
municipal corporate instrumentality or any agency, authority, or instrumentality thereof; and (C) any
other issuer of municipal securities.”

* Section 15B(e)(10) of the Exchange Act defines the term “obligated person” to mean “any person,
including an issuer of municipal securities, who is either generally or through an enterprise, fund, or
account of such person, committed by contract or other arrangement to support the payment of all or part
of the obligations on the municipal securities to be sold in an offering of municipal securities.”

578 FR 67468 (November 12, 2013) (“SEC Final Rule”) at 67469 (Nov. 12, 2013).
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In keeping with its stated purpose, the Dodd-Frank Act specifically establishes that a
fiduciary duty is owed by a municipal advisor to its municipal entity clients.® By contrast, the
Dodd-Frank Act does not impose a fiduciary duty with respect to a municipal advisor’s obligated
person clients.’

The SEC and MSRB have developed registration regimes for municipal advisors. In
September 2010, the SEC adopted, and subsequently extended, a temporary registration program
for municipal advisors.® In November 2010, the MSRB amended its rules to require municipal
advisors to register with the MSRB.? In December 2010, the SEC proposed a permanent
registration regime for municipal advisors.*

On September 18, 2013, the SEC adopted final rules to, among other things, define who
IS @ municipal advisor, establish a permanent registration regime for that defined set of persons,
and establish basic recordkeeping requirements for such advisors (the “SEC Final Rule”).*! The
SEC Final Rule was originally scheduled to take effect on January 13, 2014, but on that day, the
SEC announced that the SEC Final Rule would be stayed until July 1, 2014.*

The Exchange Act, as amended by the Dodd-Frank Act, requires that the MSRB propose
and adopt rules to effect the purposes of the Exchange Act with respect to advice provided to or
on behalf of municipal entities or obligated persons by municipal advisors regarding municipal
financial products, the issuance of municipal securities, and solicitations of municipal entities or
obligated persons. The rules must prescribe records to be made and kept by municipal advisors
(and the periods for which such records must be preserved) and must prescribe means reasonably
designed to prevent acts, practices, and courses of business that are inconsistent with a municipal
advisor’s fiduciary duty to its clients.”®

® Section 15B(c)(1) of the Exchange Act provides “A municipal advisor and any person associated with
such municipal advisor shall be deemed to have a fiduciary duty to any municipal entity for whom such
municipal advisor acts as a municipal advisor, and no municipal advisor may engage in any act, practice,
or course of business which is not consistent with a municipal advisor’s fiduciary duty or that is in
contravention of any rule of the Board.”

" See SEC Final Rule at 67475 n.100.

® See Exchange Act Release No. 34-62824 (September 1, 2010); 75 FR 54465 (September 8, 2010).

® See Exchange Act Release No. 34-63308 (November 12, 2010); 75 FR 70335 (November 17, 2010).

% Exchange Act Release No. 34-63576 (December 20, 2010), 76 FR 824 (January 6, 2011).

1 See supra note 5.

12 Registration of Municipal Advisors — Temporary Stay of Final Rule, Exchange Act Release No. 34-
71288, 79 Fed. Reg. 2777 (Jan. 16, 2014).

3 Exchange Act §15B(b)(2).
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On January 9, 2014, the MSRB published a Request for Comment on Draft MSRB Rule
G-42, on Duties of Non-Solicitor Municipal Advisors (the “Request for Comments”), which
included the text of draft Rule G-42 and Supplementary Material to the draft rule.*

Summary of Draft Rule G-42

Draft Rule G-42 proposes basic duties and responsibilities of a municipal advisor.
Central among the obligations proposed in draft Rule G-42 are duties of a municipal advisor as a
fiduciary to its municipal entity clients, including a duty of care and a duty of loyalty. Draft Rule
G-42 would also require municipal advisors to disclose conflicts of interest and require a
municipal advisor to have a reasonable basis for believing that a transaction or product is suitable
for its client prior to recommending it.

Under draft Rule G-42, municipal advisors would be required to evidence their municipal
advisory relationship with a client by a writing entered into prior to, upon, or promptly after the
inception of the municipal advisory relationship. Draft Rule G-42 would require the writing
establishing the relationship to describe the scope of the municipal advisory activities to be
performed and any limitations on the scope of the engagement.

Overview of NABL’s Comments

As more particularly described below, NABL writes to urge that careful consideration be
given to the precise language used in final Rule G-42 to ensure that municipal advisors are
clearly informed of their duties and not unduly burdened, and that the choices available to
municipal entities and obligated persons in engaging municipal advisors are not inadvertently or
unduly limited.

We also focus our comments on the fiduciary duty aspect of the G-42 draft rules. As
lawyers, we are familiar with fiduciary duty principles under common law. We are also subject
to certain rules of professional conduct, which may be analogized in certain respects to fiduciary
duties, and which we believe should be considered as examples for the rules applicable to
municipal advisors. Our comments are divided into three categories, the first of which consists of
general comments related to the framework of the municipal advisor rules. The second section of
our comments is responsive to certain of the MSRB’s questions. The third section consists of
comments related to specific provisions of, and language in, the draft Rule G-42.

NABL’s General Comments

¢ In undertaking to define the duties of municipal advisors as fiduciaries to municipal
entities, MSRB Rule G-42 should draw on established common law and similar
standards that have been used to express or elaborate fiduciary duties, for example, the
standards that are applicable to attorneys.

“ MSRB Notice 2014-1 (Jan. 9, 2014).
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0 Rule G-42 appears to comingle broker-dealer duties with traditional fiduciary
duty standards. For example, the provisions of draft Rule G-42 applying to the
disclosure of conflicts of interest and recommendations are drawn from
comparable requirements for broker-dealers rather than from standards that apply
to common law fiduciaries or attorneys.

0 Rule G-42 also appears to draw heavily from registered investment advisor
duties. The relationship between a registered investment advisor and its client
arises in narrower contexts than the municipal advisor-client relationship, and,
thus, there are limits to how much the MSRB should draw from the duties
applicable to registered investment advisors in defining the duties of municipal
advisors. The attorney-client relationship is more comparable to the municipal
advisor-client relationship, because both relationships can have (a) a wide
spectrum of scopes of responsibilities, (b) similar contexts in which there are
interactions with the client, and (c) a longer duration over which the
representation occurs. The duties of attorneys tend to be more principle-based,
allow for wide latitude in how the attorney and client fashion their relationship,
and tend to be less specifically proscriptive.

e The provisions in draft Rule G-42 concerning conflicts of interest are currently
unclear. Such provisions could be structured in a way that is similar to the provisions
for attorneys.

o To that end, we believe that the ABA Model Rules of Professional Conduct (the
“Model Rules”) are helpful because they incorporate concepts applicable to an
attorney’s ability to address conflicts, including a procedure for obtaining
informed consent that protects his or her clients.

0 The Model Rules provide a definition of conflicts, which, broadly stated, involve
the representation of one client while being adverse to another client, or involve a
significant risk that the representation of one or more clients will be materially
limited by the attorney’s responsibilities to another client, a former client or a
third person or by a personal interest of the lawyer.

o If an attorney has a conflict of interest, the Model Rules provide that:
“Notwithstanding the existence of a concurrent conflict of interest under
paragraph (a), a lawyer may represent a client if: (1) the lawyer reasonably
believes that the lawyer will be able to provide competent and diligent
representation to each affected client; (2) the representation is not prohibited by
law; (3) the representation does not involve the assertion of a claim by one client
against another client represented by the lawyer in the same litigation or other
proceeding before a tribunal; and (4) each affected client gives informed consent,
confirmed in writing.”*

> ABA Model Rules of Professional Conduct, Rule 1.7(b).
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0 We believe that the regulation of conflicts of interest affecting municipal advisors
could be similar. In particular, we believe that MSRB Rule G-42 could
incorporate the following concepts:

= Municipal advisors should be required to disclose all material conflicts of
interests as paragraph (b) of draft Rule G-42 currently requires.

= Borrowing from the Model Rules, municipal advisors could be required to
obtain “informed consent, confirmed in writing” to each waivable material
conflict of interest. We think that this requirement should not be different
for municipal advisors than it is for common law fiduciaries or attorneys.
Consent could take the form of a writing evidencing an engagement,
including a letter of intent, after disclosure to the client sufficient to
establish informed consent. We believe that the requirement to obtain
informed written consent from an advisory client is a necessary corollary
to the requirement that an advisor disclose and provide sufficient detail
about the nature of all material conflicts of interest.

= Like the Model Rules, MSRB Rule G-42 could also preclude municipal
advisory engagements that involve unwaivable conflicts of interest. The
Model Rules describe such a conflict as one that will cause the attorney to
be unable to provide competent and diligent representation to each
affected client. Under draft Rule G-42, a municipal advisor could proceed
with an engagement if it merely disclosed any “actual or potential
conflicts of interest of which it is aware after reasonable inquiry that might
impair its ability either to render unbiased and competent advice to or on
behalf of the client or to fulfill its fiduciary duty to the client, as
applicable” We believe that, if a municipal advisor concludes that a
conflict of interest substantially impairs its ability to render unbiased and
competent advice, final Rule G-42 could prohibit the municipal advisor
from undertaking the representation.

e We believe that the proposal’s requirements concerning recommendations are more
formal than is necessary.

o Paragraph (d) of draft Rule G-42 places certain obligations and restrictions on
municipal advisors with respect to recommendations provided to clients.
However, just like attorney-client relationships, municipal advisor-client
relationships could include a wide spectrum of activities. Just like attorney-client
relationships, the task that municipal advisors must perform in providing their
advice should be governed by the terms of the engagement. For example, a
municipal advisor should be free to provide advice regarding or otherwise
recommend pricing of a transaction even if it does not believe that the transaction
is preferable to other possible transactions, if its client instructs it to do so. In
addition, a municipal advisor should be free to recommend a transaction based on
facts given to it by its client, without exercising any diligence to check the facts, if
consistent with its engagement.
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o Suitability is a regulatory concept that may not be appropriate in all municipal
advisor-client settings. In addition, if a municipal entity or obligated person has
determined to undertake a transaction, a municipal advisor should be permitted to
make a recommendation as to pricing or some other limited aspect of the
transaction, even if it does not agree that the transaction is suitable for the client.

o If a municipal advisor represents a municipal entity, the municipal advisor should
be permitted to recommend a range of transactions that would be in the client’s
interest, even though only one could be in the “best” interest of the client.

e We believe that MSRB Rule G-42 should contain a provision describing how municipal
advisors may withdraw from or terminate municipal advisor relationships with
municipal entities.

0 As with other fiduciary standards, MSRB Rule G-42 should provide for the
withdrawal and termination of municipal advisory relationships. Municipal
advisors must ensure that their withdrawal or termination complies with fiduciary
duty standards. Further, any rule or guidance should state that when a municipal
advisory relationship is no longer in existence, the municipal advisor no longer
owes duties to its former client.

NABL’s Responses to MSRB’s Specific Questions Numbers 1 and 7

“1) Draft Rule G-42 follows the Dodd-Frank Act in deeming a municipal advisor to owe a
fiduciary duty, for purposes of the draft Rule G-42, only to its municipal entity clients. Is
carrying forward that distinction in the draft rule appropriate in light of the services a municipal
advisor provides to its obligated person clients? Would having a uniform fiduciary standard
applied to all of a municipal advisor’s clients facilitate compliance with the draft rule or provide
better protection for issuers? If so, are there any legal impediments to the MSRB extending a
fiduciary duty in the draft rule to all clients of a municipal advisor?”

e We do not recommend that the MSRB mandatorily extend the fiduciary duty of a
municipal advisor to obligated persons, but Rule G-42 should leave them free to do so
by agreement .

o0 Obligated persons include a wide spectrum of entities (for instance, universities,
hospitals, corporate borrowers, and developers), and applying a fiduciary duty to
each and every one of those entities could lead to unintended consequences.

0 Municipal advisors and their obligated person clients should be free to fashion
their relationships in any way that they deem appropriate for both of their
interests. Obligated persons are free to impose fiduciary duties on their advisors
by contract, if they choose. Since the Dodd-Frank Act specifically omitted advice
to obligated persons from statutory fiduciary duties, the MSRB, consistent with
statutory intent, should not extend fiduciary duties to their advisors. To do so
would unnecessarily reduce the choices available to obligated persons and, in
many cases, increase their transaction expenses.



375 of 639

“7) Should a municipal advisor be required to obtain a written acknowledgment from the client
of receipt of the conflicts disclosure and consent to any conflicts disclosed before proceeding
with a municipal advisory engagement?”’

e We believe municipal advisors could be required to obtain “informed consent, confirmed
in writing” to material conflicts of interest. Please see our discussion of the conflicts
disclosure and prohibition provisions above as they relate to the Model Rules. Requiring
informed consent, confirmed in writing also would be consistent with the requirements of
the Commodities Futures Trading Commission for commodity trading advisors. We
believe consent could take the form of a writing evidencing an engagement, including a
letter of intent, after disclosure to the client sufficient to establish informed consent.

NABL’s Comments Related to Specific Provisions and Language

e Paragraph (b) of draft Rule G-42 - Disclosure of Conflicts of Interest and Other
Information.

(0}

If retained, the lead-in to draft Rule G-42(b) should be revised to clarify its intent.
As worded, draft Rule G-42(b) would require a municipal advisor to make “full
and fair disclosure of all material conflicts of interest, including disclosure of”
[emphasis added] the matters described in the nine subparagraphs following the
lead-in. This lead-in sensibly suggests that only conflicts that could materially
affect the municipal advisor’s advice would need to be disclosed. However, the
nine subparagraphs include matters that would not appear to present a conflict of
interest, but rather might otherwise influence a client’s decision to engage the
municipal advisor (e.g., whether the municipal advisor has professional liability
insurance or has been a party to disciplinary proceedings). The inclusion of these
items confuses whether disclosure of other items is required only if they could
materially affect the municipal advisor’s advice. For example, must payments to
third parties be disclosed if they will have no impact of the independence of the
advice? If draft Rule G-42(b) is retained, we believe it should be revised to
describe less ambiguously what must be disclosed.

We question the proposed requirement to disclose professional liability insurance
coverage, since policies insure the advisor, not the advisee; advisors are not
guarantors of results; and policy coverage provisions can be very complicated, so
it would be difficult to make a “full and fair disclosure...of...the amount and
scope of coverage of professional liability insurance.” Issuers are free to (and
often do) ask for such information, if material to them. If the requirement is
retained, to avoid unnecessary risk and expense, the MSRB should consider a safe
harbor of some type for the fullness and fairness of policy summaries.

Municipal advisors should not have a disclosure obligation to investors, as
proposed in Supplemental Materials .07. Mandated disclosure of conflicts that
are not material to an issuer’s credit or an investment in its securities will
nonetheless create an impression that they are material to the offering. Since the
Dodd-Frank Act does not require a municipal advisor for offerings, it follows that

7
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the intent of the municipal advisor provisions is to protect issuers, not investors.
Consequently, the MSRB should leave to issuers whether to disclose conflicts of
interest that they choose to waive.

The phrase “inception of a municipal advisory relationship” is used in both
paragraphs (b) and (c). Draft Rule G-42 provides that a “municipal advisory
relationship” is “. . .deemed to exist when a municipal advisor engages in or
enters into an agreement to engage in municipal advisory activities. . .” Further
guidance on when and how casual or preliminary discussions would constitute
“engaging in municipal advisory activities” and thus trigger the delivery of
documentation would be helpful.

e Paragraph (d) of Draft Rule G-42 — Recommendations.

o0 Draft Rule G-42(d) would provide that a municipal advisor may recommend a

municipal securities or financial product transaction to a municipal entity only if
the transaction is in the client’s best interest. By contrast, the preceding portion of
the same paragraph would impose a suitability requirement that requires only a
reasonable basis for believing that a recommended transaction is suitable. If
retained, final Rule G-42(d) should clarify that compliance with the best interest
test will be satisfied by a municipal advisor’s reasonable belief, rather than
whether a transaction objectively was in the issuer’s best interest, especially if
judged in retrospect.

e Paragraph (f) of Draft Rule G-42 — Principal Transactions.

0 The MSRB should revise draft Rule G-42(f) to be consistent with our suggestions

for conflicts of interest above. Final Rule G-42 could provide a standard that
governs which conflicts can and cannot be waived by a client. If Final Rule G-42
provides that certain conflicts cannot be waived by a client, we recommend that
the only unwaivable conflicts be transaction-based, i.e., a municipal advisor
cannot serve as a municipal advisor and act as a principal in the same transaction.

= Unless the principal prohibition is limited as described above, it would
unnecessarily and substantially restrict the choices available to municipal
entities in engaging municipal advisors and engaging in other transactions
with them or their affiliates. Under common law, an agent’s fiduciary
duties of loyalty (including avoiding conflicts of interest) and care may be
waived or otherwise modified by the principal, if the principal is not
legally incompetent.’® As a result, any unwaivable conflicts of interest
would be inconsistent with these established common law principles.*’

16

See Restatement of the Law Third, Agency Sec. 8.06 (duties described in Sec 8.01 [to act

loyally], Sec 8.02 [not to acquire material benefit], and Sec 8.03 [not to deal with the principal as
or on behalf of an adverse party in a transaction in connection with the agency relationship], may
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o Consistent with the duties of other fiduciaries, if a municipal advisor is
representing a client on a specific transaction, the advisor or its affiliates should
be able to act in a principal capacity on an unrelated transaction with the client
upon full disclosure of the unrelated transaction and, if it presents a conflict,
informed consent by the client. A transaction-based prohibition aligns with the
SEC’s guidance on the scope of the fiduciary duty that attaches to a dealer that
“acts as an advisor” to a municipal entity. Furthermore, we note that the SEC
permits registered investment advisors to act as principals in transactions with
clients as long as they provide disclosure and obtain informed consent, and
municipal advisors should be permitted the same relief in dealings with their
clients. Consistency with the SEC’s guidance will provide clear guidance to
market participants and will avoid confusion.

o The prohibition on principal transactions should also be revised to exclude
traditional banking services provided to municipal entities. Many banks provide
financial advisory services to municipal entities through separately-identifiable
departments or divisions, subsidiaries or affiliates, in addition to traditional
banking services. These banking services are essential to the daily operations of
municipal entities throughout the U.S., and include checking and deposit account
relationships and extensions of credit that are specifically permitted to be
undertaken by banks under the SEC's municipal advisor rules.

= |n addition, as proposed, Paragraph (f) would preclude a bank that serves
as a municipal advisor for a municipal entity’s general obligation bond
offerings from acting as a principal in a direct purchase transaction for
bonds issued by the municipal entity and secured wholly by special
revenues. The two transactions would be entirely separate and, given full
disclosure by the bank and informed consent by the municipal entity, there
would be no confusion regarding the role or interests of the bank in the
direct purchase transaction.

0 As proposed, Paragraph (f) is an overly broad prohibition, and a possibly
unintended regulation of entities not engaged in non-exempt municipal advisory
activities. The MSRB should confirm that all activities exempted or excluded
under the SEC’s municipal advisor rules, as well as those activities already
regulated or exempted by the SEC or other federal agencies, are not prohibited by
Paragraph (f).

be waived by the principal, if in obtaining consent the agent acts in good faith, the agent describes
all facts known or that should be known, and the agent otherwise deals fairly), and Sec. 8.08
(duty to act with care, competence and diligence is subject to the terms of the principal-agent
agreement).

17 Because there is no guidance as to whether Congress intended to depart from established common
law principles and impose a heightened fiduciary duty on municipal advisors, we would
encourage the MSRB to carefully consider any fiduciary duties that go beyond those principles.
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o0 As the MSRB does not have apparent authority to regulate the conduct of
affiliates of municipal advisors that are not brokers, dealers or municipal
securities dealers, any prohibition on principal transactions should be narrowly-
tailored and addressed to the municipal advisor’s right to advise, rather than its
affiliates’ right to engage in unrelated transactions.

0 The phrase “Except for an activity that is expressly permitted under Rule G-23” is
unclear as to exactly what activity is permitted. The interplay between the
activities expressly permitted under Rule G-23 and the SEC’s guidance on the
fiduciary duty and associated prohibitions that attach to a person that “acts as
advisor” to a municipal entity have created considerable uncertainty among
market participants. To avoid further uncertainty, and pending any further
guidance by the MSRB on Rule G-23, we recommend that this phrase be deleted.

e There are several places where draft Rule G-42 appears to apply to persons engaged in
unregulated activities, and we think these portions of the draft Rule should be amended
to clarify that the Rule does not so apply.

o Draft Rule G-42 would impose business conduct rules on municipal advisors
when they engage in “municipal advisory activities” or “municipal advisory
relationships” (e.g. G-42(a)(i) and (ii), G-42(b), and G-42(c)), and it would define
those phrases by reference to Section 15B(e)(4)(A) of the Dodd-Frank Act and the
SEC Final Rule, except that it would exclude solicitation activities. The phrase
“municipal advisory activities” is not used in the Dodd-Frank Act. In the SEC
Final Rule the phrase is defined as specified activities that, absent an exemption
or exclusion contained in the definition of “municipal advisor,” would cause a
person to be a municipal advisor. Consequently, unless clarified, draft Rule G-42
would refer to activities that are unregulated (because exempted or excluded by
the SEC Final Rule) in addition to those regulated under the SEC Final Rule. To
avoid that surely unintended and possibly overreaching consequence, the