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MSRB Provides Guidance on Duties of
Non-Solicitor Municipal Advisors in
Conduit Financing Scenarios

Background

Municipal Securities Rulemaking Board (MSRB) Rule G-42, on duties of non-
solicitor municipal advisors, establishes core standards of conduct for
municipal advisors that engage in municipal advisory activities, other than
municipal advisory solicitation activities. To facilitate compliance with Rule
G-42, the MSRB has developed interpretive guidance addressing the
applicability of the rule to several scenarios that may arise in connection
with the issuance of municipal securities for a conduit borrower. The
MSRB’s guidance discusses a municipal advisor’s relationship(s) with, and
duties and obligations owed to, a municipal entity issuer, an obligated
person that is a conduit borrower, or both, in these scenarios.

For municipal advisors engaged in municipal advisory activities for or on
behalf of municipal entity clients, the core standard set forth in Rule G-42 is
the fiduciary duty, which includes a duty of care and a duty of loyalty. The
core standard applicable to municipal advisors engaged in municipal
advisory activities for or on behalf of obligated person clients under Rule
G-42 is the duty of care. Rule G-42 also provides for written full and fair
disclosure of all material conflicts of interest and certain legal or disciplinary
events; requires written documentation of the municipal advisory
relationship; requires, when making a recommendation, that a municipal
advisor have a reasonable basis to believe that the recommendation is
suitable, and provide for the review of recommendations made by third
parties; specifically prohibits a municipal advisor from engaging in certain
activities; and prohibits a municipal advisor from engaging in certain
principal transactions with its municipal entity clients, subject to a narrow
exception for fixed income securities transactions. Related provisions of
Rule G-8 establish recordkeeping requirements that apply when a municipal
advisor makes a suitability determination or reviews the recommendation of
another party.
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Important background material related to Rule G-42, which also may be
helpful, some of which is referenced in the guidance, is listed below.

e MSRB Approval Notice (January 13, 2016)

e Securities and Exchange Commission (SEC) Approval Order (December 30, 2015)
e MSRB Second Response to Comments (December 16, 2015)

e Amendment No. 2 (November 9, 2015)

e Amendment No. 1 (August 12, 2015)

e MSRB’s First Response to Comments (August 12, 2015)

e MSRB’s Filing of Proposed Rule Change (April 24, 2015)

To support municipal advisors’ compliance with the requirements of Rule
G-42, the MSRB invites additional questions and may revise this guidance
over time. For the most up-to-date version of the guidance, with the most
recent date of new or revised information clearly marked, view the
“Interpretive Guidance” tab of Rule G-42. The full text of the guidance as of
July 13, 2017 is provided below.

Questions concerning this notice may be directed to Michael L. Post, General
Counsel — Regulatory Affairs, or Sharon Zackula, Associate General Counsel,

at 202-838-1500.

July 13, 2017

* %k k %k %

msrb.org | emma.msrb.org 2



http://www.msrb.org/~/media/Files/Regulatory-Notices/Announcements/2016-03.ashx?n=1
https://www.gpo.gov/fdsys/pkg/FR-2015-12-30/pdf/2015-32812.pdf
http://www.msrb.org/~/media/Files/SEC-Filings/2015/MSRB-2015-03-Letter-to-SEC-December-2015.ashx
http://www.msrb.org/~/media/Files/SEC-Filings/2015/MSRB-2015-03-A2.ashx
http://www.msrb.org/~/media/Files/SEC-Filings/2015/MSRB-2015-03-A-1.ashx
http://www.msrb.org/~/media/Files/SEC-Filings/2015/MSRB-2015-03-Response-to-Comments.ashx
http://www.msrb.org/~/media/Files/SEC-Filings/2015/MSRB-2015-03-REVISED.ashx
http://www.msrb.org/Rules-and-Interpretations/MSRB-Rules/General/Rule-G-42.aspx

MSRB Regulatory Notice 2017-13

Duties of Non-Solicitor Municipal Advisors in Conduit
Financing Scenarios

The MSRB is providing interpretive guidance to address the applicability of
Rule G-42, which establishes core standards of conduct for municipal
advisors! that engage in municipal advisory activities,? other than municipal
advisory solicitation activities (for purposes of this guidance and Rule G-42,
“municipal advisors”), in the area of conduit financing. Using various
scenarios, the guidance discusses a municipal advisor’s relationship(s) with,
and duties and obligations owed to, a municipal entity issuer, an obligated
person that is a conduit borrower,? or both, in connection with the issuance

1 This guidance is limited to persons that are municipal advisors as defined in Section
15B(e)(4) of the Securities Exchange Act of 1934 (“Exchange Act”), and the relevant rules and
regulations promulgated pursuant to the Exchange Act (“Exchange Act rules”), but excludes
municipal advisors engaged solely in the undertaking of a solicitation of a municipal entity or
an obligated person, for compensation, on behalf of certain third parties (“solicitor municipal
advisors”), because Rule G-42 does not apply to solicitor municipal advisors. See Exchange
Act Release No. 70462 (September 20, 2013), 78 FR 67467 (November 12, 2013) (“Order
Adopting SEC Final Rule”) (the Exchange Act rules and regulations referred to above include,
but are not limited to, Exchange Act Rules 15Bal-1 through 15Bal-8. See also Section
15B(e)(4)(A)(ii); Exchange Act Rule 15Bal-1(d)(1)(i) (the term “municipal advisor” includes
solicitors of obligated persons); Section 15B(e)(9) of the Exchange Act (definition of
“solicitation of a municipal entity or obligated person”); and Order Adopting SEC Final Rule,
78 FR 67467, at n. 138 and n. 408.

2 |n Exchange Act Rule 15Bal-1(e), the term “municipal advisory activities” means “(1)
[p]roviding 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) [s]olicitation of a municipal entity or an obligated person.” Further,
the Rule provides that, in the absence of an exclusion or an exemption, these activities
would cause a person to be a municipal advisor.

3 Although the term “conduit borrower” is not specifically defined in the Exchange Act, a
conduit borrower in a municipal securities issuance, such as a private university, non-profit
hospital, private corporation, or a public hospital or public university, is a type of “obligated
person.” See Order Adopting SEC Final Rule, at 67483, n. 200 (the term obligated person can
include entities acting as conduit borrowers, such as private universities and non-profit
hospitals).

The term, “obligated person,” is defined in Exchange Act Section 15B(e)(10) 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.
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of municipal securities for the conduit borrower. For purposes of this
guidance, the MSRB assumes that the conduit borrower is not a municipal
entity, as defined in Section 15B(e)(8) of the Exchange Act, except in the final
section of the guidance entitled, “When a Conduit Borrower is also a
Municipal Entity.”

A few broad principles should be noted. First, institutions that are often
conduit borrowers, such as large universities, may choose to issue debt
securities directly without the involvement of a municipal entity issuer. The
exemption from registration under the Securities Act of 1933 (“Securities
Act”)* may be based on Section 3(a)(4)° or Regulation D under the Securities
Act,® rather than on Section 3(a)(2).” In such cases, there may be no
municipal security, and Rule G-42 would not apply. In cases where there is a
private placement “tail” (i.e., a non-municipal security) side-by-side with the
issuance of a tax-exempt municipal security, the advice and the activities a
municipal advisor engages in regarding the tax-exempt security, including
any conduct or communication to fulfill the municipal advisor’s duties and
obligations under Rule G-42, may have an impact or consequences for the
municipal advisor with respect to its negotiations or other activities related
to the non-municipal security (e.g., the disclosure to the client of a material
conflict of interest as required under Rule G-42(b)).

Second, the scenarios described below may involve advice given to both the
municipal entity issuer and the conduit borrower. Rule G-42 provides that a
fiduciary duty is owed only to a municipal entity, and a duty of care is owed
to both the municipal entity and the conduit borrower. If an issue arises as to
an activity that involves only the duty of care, such as inquiry as to the facts
that provide the basis for advice provided to the client, the duty owed may
be the same to both the municipal entity and the conduit borrower. Other
issues, however, may involve the duty of loyalty owed the municipal entity as
part of the municipal advisor’s fiduciary duty, and thus the municipal

Generally, for purposes of this guidance, the terms “obligated person” and “conduit
borrower” have the same meaning. In addition, for this guidance, both terms exclude a
municipal entity acting as an issuer of municipal securities.

415 U.S.C. 77a et seq.

515 U.S.C. 77c(a)(4).

617 CFR 230.500 - 508.

715 U.S.C. 77¢(a)(2).
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advisor’s obligation to the issuer may be higher (or different) than the duty
owed the conduit borrower.

Initially, the MSRB provides interpretive guidance regarding the applicability
of Rule G-42 when an issuer hires a municipal advisor to provide advice
directly to a conduit borrower (“First Scenario”). The MSRB then considers
whether an issuer may retain a municipal advisor (either for a specific
transaction, or on a long-term basis), and then provide advice that the issuer
obtains from the municipal advisor, in connection with a specific issuance of
municipal securities, indirectly through the issuer, to the conduit borrower in
connection with the issuance (“Second Scenario”). In a third scenario, the
MSRB considers whether a conduit borrower may retain a municipal advisor
that, as a practical matter, will also provide advice to an issuer on which the
issuer will rely, in cases where the issuer chooses not to retain a separate
municipal advisor, and, in such circumstances, whether the municipal advisor
must provide the issuer the disclosures set forth in Rule G-42 (“Third
Scenario”). The MSRB also provides interpretive guidance regarding the
application of Rule G-42 to an issuer and a conduit borrower when the issuer
and the conduit borrower retain the same municipal advisor to provide
advice regarding an issuance (“Fourth Scenario”). Finally, in a fifth scenario
(“Fifth Scenario”), the MSRB interprets the applicability of Rule G-42 to a
scenario involving two natural persons, A and B, who are employees or
otherwise associated persons of a registered municipal advisor, where A is
retained by the issuer to provide municipal advisory services to the issuer,
and B is retained by the conduit borrower to provide municipal advisory
services to the conduit borrower.

Section 1: First Scenario

In the First Scenario, the MSRB considers the applicability of Rule G-42,
when, in connection with a specific issuance of municipal securities, an issuer
hires a municipal advisor to provide advice directly to a conduit borrower.
(For purposes of the First Scenario, the MSRB assumes that the municipal
advisor does not provide municipal advisory services to the issuer. Instead,
consistent with the issuer’s intent, the municipal advisor is retained for, and
in fact, provides municipal advisory services solely to or on behalf of the
conduit borrower.)

Under Rule G-42, a municipal advisor may provide municipal advisory
services directly to a conduit borrower, in connection with an issuance of
municipal securities by an issuer, if the municipal advisor is retained and
compensated by the issuer. Whether a person (in this case, the municipal
advisor retained by the issuer) is a municipal advisor to the issuer, another
person (in this case, the conduit borrower), or both and therefore is subject
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to Rule G-42, is activity-based and turns on whether the person is providing
advice or otherwise engaging in municipal advisory activities for or on behalf
of the recipient. Although the First Scenario focuses on the payment of
compensation by the issuer, the existence or non-existence of compensation
is not a factor in determining whether the municipal advisor is a municipal
advisor to the issuer or to the conduit borrower.? In addition, the fact that, as
to the conduit borrower, the municipal advisor is paid compensation by a
third party is also not a factor in determining if the municipal advisor is a
municipal advisor to the conduit borrower.

In the First Scenario, the municipal advisor engages in municipal advisory
activities solely for or on behalf of the conduit borrower, and is subject to the
requirements of Rule G-42. The municipal advisor is required to comply with
all the provisions of Rule G-42 as to the conduit borrower,® and the rule
applies in all respects to the municipal advisor in its relationship with the
conduit borrower, except provisions applicable solely to a municipal entity
client.

The threshold question regarding the application of Rule G-42 to the
municipal advisor in its relationship to the issuer is whether the Securities
and Exchange Commission (SEC) would interpret the facts and circumstances
of the First Scenario — where the issuer does not receive the municipal
advisory services, and the services are in fact provided solely to and on
behalf of the conduit borrower — as the municipal advisor engaging (as a legal
matter) in municipal advisory activities also to or on behalf of the issuer.

8 See Order Adopting SEC Final Rule, at 67477 (the SEC concluded that compensation should
not factor into a determination of whether a person must register (or be registered) as a
municipal advisor, except in connection with solicitor municipal advisors; in such cases, the
person must be compensated for such solicitation activity to be required to register (or be
registered) as a municipal advisor).

° These requirements include, but are not limited to: complying with the broad obligations
under the duty of care under Rule G-42(a)(i) and Supplemental Material (“SM”) .01 under
the rule in all aspects of the municipal advisor’s municipal advisory relationship with the
conduit borrower; making the required disclosures to the conduit borrower regarding
material conflicts of interest and material legal and disciplinary events (and updating them
as necessary) as set forth in Rule G-42(b) and SM .05; providing relationship documentation
to the conduit borrower (and updating the documentation as necessary) as provided in Rule
G-42(c) and SM .05 and SM .06; if making a recommendation to the conduit borrower, or if
reviewing a recommendation from the issuer or another party to the conduit borrower,
following the requirements of Rule G-42(d) and SM .09 and SM .10; and not engaging in the
specifically prohibited conduct as outlined in Rule G-42(e)(i) and SM .11.
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The Exchange Act definition of municipal advisor includes a person that
“[p]rovides advice!® to or on behalf of [emphasis added] 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.”!! The SEC has stated that the determination of “whether a person
provides advice to or on behalf of a municipal entity or an obligated person
regarding municipal financial products or the issuance of municipal securities
depends on all the relevant facts and circumstances.”*? The meaning of the
phrase “on behalf of” in the context of the First Scenario and more broadly,
whether a person is engaged in municipal advisory activities for or on behalf
of another person and is a municipal advisor to such person are interpretive
issues that are solely within the jurisdiction of the SEC. Requests for
interpretation regarding such issues should be directed to the SEC’s Office of
Municipal Securities.

If, in the First Scenario, the activities of the municipal advisor with the issuer
are not interpreted by the SEC to mean that the municipal advisor is also a
municipal advisor to the issuer, then the municipal advisor would not be
required to comply with Rule G-42 with respect to the issuer. For example,
the municipal advisor would not be required by Rule G-42 to provide
disclosures of conflicts of interest, if any existed, to the issuer.

Although compensation is not a factor in determining whether a person is a
municipal advisor to a particular party (except as to a solicitor municipal
advisor), the MSRB believes that, in the First Scenario, the compensation
paid by the issuer to the municipal advisor for services for a conduit
borrower may present a material conflict of interest, requiring the municipal
advisor to make full and fair disclosure of such conflict in writing to the

101n the Order Adopting SEC Final Rule, the SEC provided guidance to interpret “advice” as
that term is used in the definition of municipal advisor and related terms. See Order
Adopting SEC Final Rule, at 67471 (providing examples of communications that are excluded
from the term “advice”) and 67478 - 80 (SEC guidance regarding the meaning of “advice,”
statement that the SEC does not believe that the term “advice” is susceptible to a bright-line
definition).

Jurisdiction to resolve the interpretive issue of whether “advice” has been provided, based
on the facts and circumstances, lies with the SEC.

11 See Exchange Act Section 15B(e)(4)(A)(i).

12 see Order Adopting SEC Final Rule, at 67479.
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conduit borrower. Rule G-42 requires a municipal advisor to disclose all
material conflicts of interest under Rule G-42(b)(i). (Such requirements are
also incorporated in Rule G-42(c)). The requirement is not limited to actual
material conflicts of interest. As provided in Rule G-42(b)(i)(F), for example,
the municipal advisor must disclose potential material conflicts of interest
that the municipal advisor becomes aware of 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 under the Rule — the duty of care, and if applicable, the
duty of loyalty. In this scenario, the client is the conduit borrower and the
municipal advisor owes its client the duty of care as provided in Rule
G-42(a)(i) and SM .01.3 Even if the compensation paid by the issuer to the
municipal advisor is not viewed as an actual material conflict of interest by
the municipal advisor, the municipal advisor must carefully consider if such
payments give rise to a potential material conflict of interest. In the MSRB’s
view, the payments from the issuer to the municipal advisor may create a
relationship between the municipal advisor and the issuer, that even if not a
municipal advisor-client relationship, generally would give rise to a potential

135M .01 of Rule G-42 sets forth core principles regarding the duty of care a municipal
advisor owes to all clients, whether issuers or conduit borrowers. The duty of care includes,
but is not limited to, the specific duties enumerated in the rule. For example, to fulfill its
obligations under the duty of care, the municipal advisor must, among other things: possess
the degree of knowledge and expertise needed to provide the client with informed advice;
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 advice provided to the
client; and undertake a reasonable investigation to determine that it is not basing any
recommendation on materially inaccurate or incomplete information. Also, a municipal
advisor must 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
investors in the issuer’s securities or municipal securities secured by payments from the
conduit borrower 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 municipal advisor is advising.
For example, to make a recommendation that complies with the duty of care, prior to
making a recommendation, a municipal advisor is required to determine if the
recommended municipal securities transaction is suitable, based on numerous factors, as
applicable to the particular type of client. Various factors are set forth in SM .09 and include,
but are not limited to: the client’s financial situation and needs, objectives, tax status, risk
tolerance, liquidity needs, the client’s experience with, in this scenario, the issuance of
municipal securities and related municipal securities transactions, the client’s experience
with municipal securities issuance and related municipal securities transactions of the type
and complexity being recommended, the client’s financial capacity to withstand changes in
market conditions during the period that the 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 issuance, after reasonable
inquiry.
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material conflict of interest that could reasonably be anticipated to impair
the municipal advisor’s ability to provide advice to or on behalf of the
conduit borrower in accordance with the standards of Rule G-42(a). Before
making any such disclosures to the conduit borrower, the municipal advisor
should consider the guidance set forth in SM .05. Under SM .05, when a
municipal advisor is required to make disclosures of material conflicts of
interest, including those required under Rule G-42(b)(i)(F), the municipal
advisor’s disclosures must be sufficiently detailed to inform the conduit
borrower of the nature, implications and potential consequences of each
conflict, and must also include an explanation of how the municipal advisor
addresses or intends to manage or mitigate each conflict.

Finally, the relationship between the issuer and the municipal advisor,
however characterized or limited, may create other compliance concerns
under Rule G-42. For example, in some cases, the issuer, although not the
client, may wish to provide policy direction or instructions to the municipal
advisor regarding the issuance of the municipal securities. If the issuer
communicates, explicitly or implicitly, an instruction or direction which the
municipal advisor follows and which inhibited or limited the municipal
advisor’s ability to fulfill its duties and obligations to the conduit borrower
client under Rule G-42, the municipal advisor would violate the rule.

Section 2: Second Scenario

The MSRB has been asked to provide guidance regarding a scenario where a
municipal advisor is engaged in municipal advisory activities as directed by an
issuer and for such issuer, pursuant to an explicit arrangement or agreement,
and the municipal advisor “indirectly” also provides advice to a conduit
borrower, because the issuer provides to the conduit borrower the advice
the issuer receives from the municipal advisor. For purposes of this Second
Scenario, the MSRB assumes that the municipal advisor is aware of the flow
of information from the issuer to the conduit borrower.

To assess whether the municipal advisor owes duties to the conduit
borrower when the municipal advisor provides advice to the issuer that then
flows through to the conduit borrower, again, a threshold question must be
answered: Is the municipal advisor also engaged in municipal advisory
activities for or on behalf of the conduit borrower because the conduit
borrower is receiving, through the issuer, some or all of the advice that was
provided by the municipal advisor to the issuer, establishing a municipal
advisory relationship between the municipal advisor and the conduit
borrower?
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As set forth above, the SEC has stated that the determination of “whether a
person provides advice to or on behalf of a municipal entity or an obligated
person regarding municipal financial products or the issuance of municipal
securities depends on all the relevant facts and circumstances,”'# and
whether a person is engaged in municipal advisory activities for or on behalf
of another person and is a municipal advisor to such person are interpretive
issues that are solely within the jurisdiction of the SEC.1°

If, in the Second Scenario, the transfer of advice from the issuer to the
conduit borrower is interpreted by the SEC to mean that the municipal
advisor is engaged in municipal advisory activities for or on behalf of the
conduit borrower, the municipal advisor must comply with the requirements
of Rule G-42 with respect to the issuer and the conduit borrower. This dual
representation may raise several compliance issues.

Rule G-42 distinguishes the duties and obligations that a municipal advisor
owes to an issuer client (i.e., a municipal entity) from those owed to a
conduit borrower client in two provisions. First, in the conduct of all
municipal advisory activities for and on behalf of an issuer client, a municipal
advisor is subject to a fiduciary duty as provided in Rule G-42(a)(ii). The
fiduciary duty is more specifically described as a requirement to act in
accordance with a duty of loyalty*® and a duty of care,'” as described in,
respectively, SM .02 and SM .01. In contrast and as discussed above, when
the municipal advisor’s client is a conduit borrower, the municipal advisor
owes a duty of care to the client as provided in Rule G-42(a)(i) and SM .01,
but not a duty of loyalty. Second, in connection with a municipal advisor’s
municipal advisory activities for and on behalf of an issuer client, a municipal
advisor, and any affiliate of the municipal advisor, is prohibited from
engaging in certain principal transactions with the issuer, as provided in Rule

14 See Order Adopting SEC Final Rule, at 67479.
15 See supra notes 10-12, and accompanying text.

16 5IM .02 of Rule G-42 sets forth core principles regarding the duty of loyalty owed to the
issuer. Under SM .02, the duty of loyalty includes, but is not limited to, the duties and
obligations to “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.” In addition, “[a] municipal advisor must not engage in municipal advisory
activities for 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.”

17 See n. 13, supra.
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G-42(e)(ii).*® This specific prohibition does not apply to a municipal advisor
when its client is a conduit borrower. However, all other provisions and
protections in Rule G-42 apply in the same manner to a municipal advisor
whether its client is an issuer (i.e., a municipal entity) or a conduit borrower.
For example, municipal advisors must provide the same timely disclosures of
material conflicts of interest and material legal and disciplinary events in the
earliest stages of their dealings with their conduit borrower clients as they
provide to their municipal entity clients (and supplement such disclosures as
necessary during the relationship). Similarly, municipal advisors have the
same obligations to an issuer client and a conduit borrower to provide
written documentation of the municipal advisory relationship (and
supplement such documentation as necessary during the relationship). Also,
if a municipal advisor makes a recommendation of a municipal securities
transaction to either type of client, the municipal advisor must have a
reasonable basis to believe that the recommended municipal securities
transaction is suitable for the client.

The MSRB believes that a municipal advisor’s dual representation of an issuer
and a conduit borrower with respect to the same issuance raises at least two
types of compliance issues and concerns. First, the differing standards and
other distinctions that Rule G-42 makes between issuer clients and conduit
borrower clients will require a municipal advisor to consider whether, in
every aspect of its conduct and representation, the municipal advisor acts in
compliance with the more stringent standard applicable to its issuer client,
and also fulfills its duties and obligations to its conduit borrower client.
Moreover, under Rule G-42, compliance concerns and issues may require
greater diligence to identify and address, because although certain duties
and obligations are specified in Rule G-42(a)(i) and (ii) and SM. 01 and SM
.02, generally, all of the specific duties or obligations that fall under the
broad umbrella of the fiduciary duty cannot be specifically enumerated.
Among other things, the MSRB cannot anticipate and identify all the
situations that may arise in a particular offering, and, as a result, the rule
cannot provide explicit instruction or guidance to a municipal advisor to an
issuer, regarding what acts must be taken (or avoided) or what must be
communicated (or not communicated) to an issuer to comply fully with the
municipal advisor’s fiduciary duty. Similarly, all duties and obligations that a
municipal advisor owes to a conduit borrower under the duty of care in a
particular offering also cannot be specifically enumerated for the same
reasons.

18 Additional information and requirements regarding the specific prohibition in Rule
G-42(e)(ii) are set forth in SM .13, SM .14 and SM .15.
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Further, when compliance issues or concerns arise, whether the duty owed is
a fiduciary duty (a duty of loyalty and a duty of care) or a duty of care, under
Rule G-42 and SM .04, the standards of conduct applicable to the municipal
advisor and, except as provided in SM .04, the duties and obligations owed to
the municipal advisor’s client(s), cannot be eliminated, diminished or
modified by disclosure, mutual agreement or otherwise. SM .04 makes clear
that nothing in the rule shall be construed to permit a municipal advisor to
alter the standards of conduct or impose limitations on any of the duties
prescribed in Rule G-42. For example, in various requests for guidance, the
MSRB was asked, regarding dual representations, if the MSRB could confirm
a municipal advisor engaged in dual representations could continue its
representation of both clients if full and fair disclosures of any conflicts of
interest or other issues were made to both clients. Generally, disclosure
alone would not be sufficient for a municipal advisor to ensure, in all facts
and circumstances, that a municipal advisor would be in compliance with all
the duties and obligations owed to one or both clients, including, as to a
fiduciary, the obligation of a municipal advisor not to “engage in municipal
advisory activities for 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.”!® However, certain limitations may be placed on the
scope of a municipal advisory relationship with a client, and the ability to do
so is not limited to dual representation scenarios. Under SM .04, if requested
or expressly consented to by a client, a municipal advisor may limit the scope
of the municipal advisory activities to be performed to certain specified
activities or services. (The effectiveness of any such specified limitation of the
scope of municipal advisory activities may be negated, however, if the
municipal advisor then engages in a course of conduct that is inconsistent
with the specified limitations.)

In the Second Scenario and any other scenario involving a dual
representation, before entering into the dual representation, a municipal
advisor must determine if it is possible to meet its duties and obligations to
both clients under Rule G-42. The municipal advisor must determine it can
comply with Rule G-42 when the duties and obligations owed to one client,
the issuer, are more stringent and more difficult to fulfill, than those duties
and obligations that the municipal advisor owes to the second client, the
conduit borrower. Among other things, the duty of loyalty owed to the issuer

1% More specifically, requestors asked if the MSRB would confirm that full and fair disclosure
of any conflicts of interest or other issues would address any concerns under the Rule with
the result that there would be no unmanageable conflict of interest or issue that would
prevent a municipal advisor from advising both an issuer and a conduit borrower (or two
advisors from the same firm from representing, separately, an issuer and the related conduit
borrower) as required under SM .02.
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requires a municipal advisor to act in the best interests of the issuer client
without regard to the financial or other interests of the municipal advisor.
The municipal advisor must consider whether it will be able to act
consistently with this standard during the entire engagement while also
providing municipal advisory services to the conduit borrower client, without
putting its interests or the interests of the conduit borrower, before or above
those of the issuer client, including not providing any advantages or benefits
to itself or any other client to the loss or detriment of the issuer, including
any financial loss or lost opportunity.

In addition, as discussed above, in all municipal advisory relationships, a
municipal advisor must identify and disclose to its client material conflicts of
interest, after reasonable inquiry, and such disclosures must be sufficiently
detailed to inform the client of the nature, implications and potential
consequences of each conflict. In the MSRB’s view, conflicts of interest are,
in most cases, inherent in a dual representation, although they may not
always be material. In a dual representation, the MSRB believes that such
conflicts of interest should be identified prior to or upon engaging in
municipal advisory activities with each client. Further, in the MSRB’s view,
the potential for an identified, but non-material conflict to become a
material conflict of interest during the dual representation is great enough
that the municipal advisor will have an obligation to make an initial
disclosure pursuant to Rule G-42(b)(i)(F), of the facts and circumstances of
the dual representation, how such dual representation is a potential material
conflict of interest and the risk that such conflict could reasonably be
anticipated to impair the municipal advisor’s ability to dually represent both
clients in accordance with the standards of conduct under Rule G-42(a).%°
Further, for each client, the municipal advisor must include an explanation of
how the municipal advisor addresses or intends to manage or mitigate each
conflict, as provided in SM .05.

However, because the municipal advisor owes a fiduciary duty to one client
but not the other, if any material conflict of interest is identified that the
municipal advisor cannot manage or mitigate in a manner that will permit
the municipal advisor to act in the issuer’s best interests, the municipal

20 The MSRB believes that a conflict of interest arises in a dual representation described in
the Second Scenario as it does in the First Scenario, when a municipal advisor provides
municipal advisory services to a conduit borrower and the payment for such services is
provided by a third-party, such as an issuer, in that such circumstances often can create or
foster divided loyalties. In both cases, the MSRB believes that the potential that such
conflicts of interest, which are present at the onset of such relationship(s), may later become
material conflicts of interest requires, at a minimum, that such conflict(s) be disclosed
initially to the client(s) pursuant to Rule G-42(b)(i)(F).
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advisor must not engage in, or must cease engaging in, the municipal
advisory activities for the issuer. Practically, this would require the municipal
advisor to terminate the relationship with the issuer, or act to eliminate the
material conflict of interest. For example, if such conflicts derive from the
municipal advisor’s relationship with the conduit borrower, as an alternative
to terminating its relationship with the issuer, the municipal advisor may be
able to eliminate such material conflicts by amending or terminating its
relationship with the conduit borrower. The MSRB notes that, in either
scenario, the municipal advisor’s elimination of its conflicts of interest, by
terminating its relationship with the issuer, or by amending or terminating its
municipal advisory relationship with the conduit borrower, may create both
legal and related business issues. If termination of the municipal advisory
relationship with the issuer or the conduit borrower is required, among other
things, the termination may have a detrimental impact on the schedule or
costs of completing the issuance, or impair the terminated client’s ability to
obtain informed advice. For these reasons, municipal advisors are cautioned
to determine before or upon beginning a dual representation how either
municipal advisory relationship would be modified or terminated if the
municipal advisor is no longer able to comply with its Rule G-42 obligations in
a dual representation. Among other things, a municipal advisor may wish to
consider if, prior to finalizing the initial documentation of the municipal
advisory relationship as required in Rule G-42(c), the municipal advisor
should negotiate the specific terms and conditions that would apply to a
future termination of a municipal advisory relationship with either of the
clients. As required by Rule G-42(c), if specific terms regarding termination
are agreed upon, such terms must be incorporated in the writing(s) that
document the municipal advisory relationship.?!

An example of a difficult circumstance for the municipal advisor to resolve
arises when, for example, a major university or hospital chain is engaged in
multiple conduit financings in different jurisdictions around the country. The
conduit borrower may have developed a certain type of financing to fit
within its own broader financing plan, such as consistently structured
variable rate securities. One state education authority, which is approached
by the university conduit borrower, may, however, have a strong policy
against the issuance of variable rate debt. The municipal advisor should bring
the conflict to both parties at the earliest possible stage in the financing and

21 Rule G-42(c)(vi) requires that the written documentation of the municipal advisory
relationship include, in writing, “the date, triggering event, or means for the termination of
the municipal advisory relationship, or, if none, a statement that there is none.” Rule
G-42(c)(vii) requires that the written documentation include “any terms relating to
withdrawal from the municipal advisory relationship.”
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make a determination whether it can advise both parties and fulfill its
obligations under Rule G-42.

The MSRB also cautions municipal advisors that neither the facts and
circumstances characterizing an issuance involving an issuer and a conduit
borrower, nor the duties and obligations under Rule G-42 as applied to a
relationship, are static or fixed. The requirements of Rule G-42 apply at any
time during which municipal advisory activities are engaged in for or on
behalf of an issuer or a conduit borrower, and with equal rigor throughout
the representation. For example, although the standards of conduct do not
change, as facts and circumstances change, a municipal advisor must assess
if, under such changed circumstances, there are specific acts, duties or
obligations that are not enumerated under Rule G-42 that must be
performed or attended to arising from the broad duty of care and, if
applicable, duty of loyalty.?? Rule G-42 also incorporates protections for
municipal advisory clients in certain key provisions, which are based on the
recognition that key facts and circumstances may change (i.e., the continuing
obligation to provide promptly to a client amended or supplemental
information in writing, regarding any changes and additions in the
relationship documentation, such as amendments or supplements needed
regarding the material conflicts of interest disclosures, or the disclosures
regarding certain legal and disciplinary events).

Changes in the facts and circumstances regarding the municipal securities
issuance, or in the municipal advisory relationships with an issuer, a conduit
borrower or both may require the municipal advisor to review if such
changes may affect its ability to continue the dual representation and fully
comply with Rule G-42. Even if an issuer, a conduit borrower and a municipal
advisor believe at the beginning of the dual representation that the issuer
and conduit borrower will be in agreement on all major issues that may arise
during the course of the issuance, the interests and goals of each client may
diverge later. Either the issuer, the conduit borrower, or both, may develop
substantially divergent views on issues material to the issuance. Municipal
advisors considering dual representation should assess initially the extent to
which the interests and goals of the issuer and the conduit borrower are the
same or substantially similar and make reassessments periodically thereafter.

Although challenging, in certain circumstances, the MSRB believes that it
may be possible for a municipal advisor to provide municipal advisory
services to an issuer and, in the manner described in the Second Scenario,

22 As noted above, all of the municipal advisor’s obligations and duties cannot be specifically
enumerated or identified at the beginning of the dual representation. Instead, the duties
and obligations under either standard of conduct will unfold during the dual representation.
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indirectly, to engage in municipal advisory activities for or on behalf of a
conduit borrower and remain in compliance with Rule G-42. Specifically, the
circumstances where dual representation as described in the Second
Scenario may be most feasible are those where the interests of the issuer
and the conduit borrower are aligned. This may occur when the issuer is
created to finance a specific project for the benefit of a metropolitan area, or
in instances where the issuer applies a policy-neutral or hands-off approach
to proposed projects, provided that such projects and the related financings
comply with fundamental legal requirements for issuance. In such
circumstances where an issuer and a conduit borrower have a complete or
substantially complete convergence of interests and goals, or where the
issuer’s concerns are somewhat limited and related for the most part to
determining that an issuance will fully comply with the applicable legal and
regulatory requirements, it may be possible for the municipal advisor to deal
honestly and with the utmost good faith and act in the best interests of the
issuer without regard to the financial or other interests of the municipal
advisor (including the municipal advisor’s financial or other interest arising
from its relationship with the conduit borrower) as required under the duty
of loyalty, and also meet its obligations to both clients under the duty of
care. It also may be possible for the municipal advisor, which by the very
status of its dual representation creates a potential material conflict of
interest that must be disclosed in the initial disclosures made pursuant to
Rule G-42(b), to manage or mitigate this and any other of “its conflicts of
interest in a manner that will permit it to act in the municipal entity’s best
interests,” as required under SM .02.

Conversely, where there is not a substantially complete convergence of
interests and goals of the issuer and the conduit borrower, or when the
shared interests and goals of the issuer and the conduit borrower at the
beginning of the issuance process diverge during the course of the issuance,
it may not be possible for a municipal advisor to fulfill its duties of loyalty and
care to its municipal entity client, and also provide, under the duty of care,
the appropriate expert professional advice to the conduit borrower and
otherwise fulfill its obligations to the conduit borrower that arise under the
duty of care. Although dual representation is possible, for every action taken
during an issuance, it is incumbent upon a municipal advisor to assess and
determine, as to each client, if such actions comply with the standards of
conduct and other requirements under Rule G-42.

Given the broad scope of the duty of care and the broader and more strict
obligations arising in a fiduciary relationship, the MSRB concludes that it may
be possible for a municipal advisor in the Second Scenario to engage in dual
representations for or on behalf of both an issuer and a conduit borrower,
but the municipal advisor will face a number of challenges in such situations.
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Moreover, the challenges to fully and completely comply with its obligations
to each client will be heightened in lengthier and more complex
engagements.

Section 3: Third, Fourth and Fifth Scenarios

The Third, Fourth and Fifth Scenarios raise the same compliance issues and
concerns under Rule G-42 as discussed in the First and Second Scenarios. In
the Third Scenario, the municipal advisor, an issuer and a conduit borrower
expressly recognize that the municipal advisor is retained by and provides
municipal advisory services for the conduit borrower and, also, as a practical
matter, provides advice to the issuer, on which the issuer relies.?? Although
in the Third Scenario, the conduit borrower, rather than the issuer
compensates the municipal advisor, all the compliance and regulatory issues
arising regarding Rule G-42 are the same as those discussed above regarding
the Second Scenario.

In relation to the Third Scenario, municipal advisors also have requested
guidance regarding the municipal advisor’s responsibilities to the issuer when
the municipal advisor is retained and compensated by the conduit borrower.
For example, does the municipal advisor have a fiduciary responsibility to the
issuer to whom advice is being provided, and is the municipal advisor
required to provide disclosures of conflicts of interest to the issuer? If the
provision of such advice to the issuer means, under SEC rules, that the
provider is a municipal advisor to the issuer, then the municipal advisor
would be a fiduciary to the issuer and subject to all the duties and obligations
under Rule G-42. Thus, the municipal advisor would be required, among
other things, to comply with the requirements to make disclosures of
material conflicts of interest as provided in Rule G-42(b), and to provide such
conflicts of interest disclosures as part of the relationship documentation as
provided in Rule G-42(c).

23 The Third Scenario is limited to situations where an issuer chooses not to retain a separate
municipal advisor. However, changing the facts and circumstances of the Third Scenario to
include the retention of another municipal advisor by the issuer is not conclusive in
determining if Rule G-42 would apply to the municipal advisor retained by the conduit
borrower in its conduct with the issuer. If the municipal advisor retained by the conduit
borrower provides municipal advisory services indirectly or, as a practical matter, to the
issuer, and if the SEC interprets such conduct as engaging in municipal advisory activity for or
on behalf of the issuer, the provision of such advice makes Rule G-42 applicable to the
provider, except where the provider is subject to an exclusion or an exemption (from the
definition of municipal advisor), such as the Independent Registered Municipal Advisor
exemption provided under Exchange Act Rule 15Ba1-1(d)(3)(vi).
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The Fourth Scenario is another scenario in which a municipal advisor is
engaged in a dual representation of an issuer and a conduit borrower. Rule
G-42 would apply in the Fourth Scenario in the same manner as it applies in
the Second Scenario.

The Fifth Scenario is also an example of dual representation by one municipal
advisor of an issuer and a conduit borrower regarding the same issuance of
municipal securities and, thus, raises the same issues regarding the municipal
advisor’s compliance with Rule G-42 that are discussed for the Second
Scenario. The duties and obligations of Rule G-42 run not only from a
municipal advisor firm’s associated persons but also from the municipal
advisor firm to the issuer and the conduit borrower. Although, in the Fifth
Scenario, one employee is designated to act on behalf of the issuer and a
second is designated to act on behalf of the conduit borrower, the
employees are agents of their employer, a single municipal advisor firm. In
the MSRB's view, therefore, how Rule G-42 applies in the Fifth Scenario does
not differ in any material respect from the Second, Third and Fourth
Scenarios. In a dual representation, and, in particular, a dual representation
purposefully established from the beginning of the issuance, a municipal
advisor firm having the capacity to do so is likely to rely on the services of
more than one of its associated persons, whether structured to work in
coordination as one team, or separately.

Section 4: When a Conduit Borrower is also a Municipal Entity

In the discussion above regarding the five scenarios, the MSRB assumes that,
in dual representations, the issuer client is a municipal entity, and the second
client, the conduit borrower, is not. As discussed above, because under the
Exchange Act and Rule G-42, a municipal advisor owes more rigorous
obligations and duties to a municipal entity client — that is, a fiduciary duty —
than are owed to a conduit borrower, in certain scenarios involving dual
representation, a municipal advisor may find it difficult, or not possible, to
fully comply with its obligations to both clients under Rule G-42.

The MSRB recognizes that, at times, both the issuer and the conduit
borrower are municipal entities, and, in this discussion, a conduit borrower
that is a municipal entity is referred to as a municipal entity conduit
borrower. In such cases, a municipal advisor that provides advice to or on
behalf of the issuer and the municipal entity conduit borrower would owe
the more rigorous duties required of a fiduciary to both clients equally (e.g.,
the municipal advisor would be required, in all contexts, to deal honestly and
with the utmost good faith with the issuer and the municipal entity conduit
borrower, and, as to each, to act in the client’s best interests without regard
to the financial or other interests of the municipal advisor).
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Before undertaking such a dual engagement, the municipal advisor must
assess its ability to comply with Rule G-42, including the proscription in Rule
G-42, SM .02, which prohibits a municipal advisor from engaging in municipal
advisory activities for a client if the municipal advisor could not manage or
mitigate its conflicts of interest in a manner that would permit the municipal
advisor to act in the best interests of the client. In addition, if the dual
representation were undertaken, the municipal advisor’s assessment of its
ability to fully comply with Rule G-42, including SM .02, should be carefully
considered at the beginning of the dual representation and thoughtfully re-
considered periodically during the course of the dual engagement. In the
MSRB’s view, the facts and circumstances wherein a municipal advisor would
be able to fully comply with Rule G-42, including all obligations as a fiduciary
to each municipal entity, are not likely to occur frequently.

This interpretive guidance is intended for use only as a resource. It does not
describe all provisions of Rule G-42. In addition, the MSRB has adopted other
rules and interpretations that may be applicable to the conduct described in
the five scenarios.
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