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On January 9, 2014, the Municipal Securities Rulemaking Board (“MSRB”) released draft Rule 
G-42 on the conduct requirements for non-solicitor municipal advisors, with conforming draft 
amendments to MSRB Rules G-8 and G-9 (required records and preservation period, respec-
tively) (the “Draft Rule”). 

The Draft Rule is the successor to the former proposed Rule G-36 and its interpretive notice that 
the MSRB submitted to the Securities and Exchange Commission (“SEC”) in 2011 and subse-
quently withdrew. The Draft Rule also includes supplemental guidance further elaborating on 
various provisions in the Draft Rule. 

The Draft Rule defines the fiduciary duty a municipal advisor owes municipal entity clients, and 
the other duties and core conduct requirements owed to both municipal entities and obligated 
persons. The Draft Rule would prohibit certain activities by a municipal advisor, including acting 
in a principal capacity in a transaction to which a municipal entity or obligated person client is a 
counterparty. It further delineates the conflict of interest disclosures a municipal advisor would 
be required to make and the documentation of its municipal advisory activities it would need to 
retain. 

Please note that while G-42 was the designation for the MSRB’s previously proposed pay-to-
play rule for municipal advisors, the Draft Rule does not contain pay-to-play provisions. When the 
MSRB proposes a new version of its pay-to-play rule, it will likely use a new number. 

The MSRB is seeking comments on the Draft Rule through March 10, 2014 and the text can be 
viewed here: http://www.msrb.org/~/media/Files/Regulatory-Notices/RFCs/2014-01.ashx?n=1. 

Key aspects of the Draft Rule are summarized below: 

Duty of care and Fiduciary Duty 

The Draft Rule specifies that a municipal advisor owes a duty of care to both municipal entities 
and obligated persons. A municipal advisor, however, owes a municipal entity not only a duty of 
care, but also a duty of loyalty, in other words a fiduciary duty. 

A duty of care includes, but is not limited to, possessing the degree of knowledge needed to 
provide informed advice; making reasonable inquiry into the facts relevant to a client’s decisions 
and a thorough review of the official statement (if applicable); and having a reasonable basis for 
any advice, representations, or other information provided to the client. 

A duty of loyalty includes, but is not limited to, dealing honestly and with the utmost good 
faith with the municipal entity client; acting in the client’s best interests without regard to the 
interests of the municipal advisor; eliminating or providing full and fair disclosure of material 
conflicts of interest; and investigating or considering other reasonable feasible alternatives to 
any recommended municipal securities transaction or municipal financial product that might also 
or alternatively serve the client’s objectives. 
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Principal transactions 

Municipal advisors and their affiliates are prohibited from engaging, in a principal capacity, 
in any transaction to which a municipal entity or obligated person client is a counterparty 
(subject to a limited exemption for activities expressly permitted under MSRB Rule G-23). 
For example, no municipal advisor or any of its affiliates could buy a security for, or sell a 
security from, its own account to a municipal entity or obligated person client of the munici-
pal advisor. Note that the MSRB has not proposed any exemption for a principal transaction 
conducted with the client’s consent and identifies this area as one of heightened concern. 

Disclosure of conflicts of interest 

The municipal advisor must disclose to the client in writing all actual or potential material con-
flicts of interest, or a statement that there are none. The disclosure must be detailed enough 
to inform the client of the nature, implications and potential consequences of each conflict, 
and it must include an explanation of how the municipal advisor will manage or mitigate each 
conflict. The disclosure must be provided to the client before or at the start of the relationship. 
The Draft Rule contains a non-exhaustive list of required disclosures, which includes: 

•	 Conflicts of interest, engagements or relationships that may impair the municipal advisor’s 
ability to render unbiased and competent advice or fulfill its fiduciary duty;

•	 Affiliates providing products or services to the client that are related to the municipal 
advisory services;

•	 Payments to obtain or retain the client’s municipal advisory business;

•	 Payments received from third parties to recommend their services or any municipal 
securities transaction or financial products to the client;

•	 Fee-splitting arrangements between the municipal advisor and any provider of invest-
ments or services to the client;

•	 Conflicts of interest that could arise from the form of compensation for the municipal 
advisory services;

•	 Whether the municipal advisor has professional liability insurance coverage and, if yes, the 
amount and scope of the coverage, and any material limits on such coverage; and 

•	 Certain legal or disciplinary actions. 

Documentation of Municipal advisory relationship 

The documentation must be created by the municipal advisor before, upon or promptly after 
the start of the municipal advisory relationship. It must be amended as necessary to reflect 
changes or additions, and is not required to be a two-party agreement. It must include: 

•	 Form, basis and reasonably expected amount of compensation paid to the municipal 
advisor, to the extent it can be quantified (the documentation must only be amended to 
reflect a change in expected compensation if the change is material);

•	 Conflict of interest disclosures described above;

•	 Scope of the municipal advisory services;
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•	 With respect to a new issue or reoffering of municipal securities, the specific undertak-
ings requested by the client relating to preparing and finalizing an official statement or 
similar disclosure document, if any;

•	 Termination date or triggering event for ending the municipal advisory relationship, or 
statement that there is none. 

Suitability of recommendations 

The municipal advisor must have a reasonable basis for believing that a transaction or product 
is suitable for the client. In addition, the municipal advisor must discuss with the client the 
municipal advisor’s basis for the recommendation, whether the municipal advisor considered 
reasonable alternatives, and its evaluation of risks, benefits, structure and other characteristics 
of the transaction or product. If the client is a municipal entity, the municipal advisor may only 
recommend a transaction or product that is in the client’s best interest. 

•	 Determination of “Suitability”: This must be based on, among other things, the client’s 
financial situation, financial and liquidity needs, objectives, tax status, and similar factors. 
In addition, the municipal advisor must take into account any other material information 
known by the municipal advisor about the client and the transaction or product, after 
reasonable inquiry. 

“Know Your client” 

In connection with the suitability requirement discussed above, and to ensure that municipal 
advisors are properly positioned to advise their clients, the Draft Rule includes in its Supple-
mentary Material a “Know Your Client” requirement. This provision requires a municipal 
advisor to engage in reasonable diligence to obtain the facts that are “essential” to “know-
ing a client” which include those necessary 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. 

Specified Prohibitions 

The Draft Rule also sets forth certain specific prohibitions, including, among others, pro-
hibitions against (a) receiving excessive compensation in relation to services rendered, (b) 
providing false or misleading information about the capabilities of the municipal advisor that 
the advisor knows or should know is false or misleading in an attempt to obtain or retain 
business, and (c) participating in certain fee-splitting arrangements with underwriters or other 
service providers to municipal entity or obligated person clients. 

Please contact us with questions. 


