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There were several key aspects and ques-
tions raised by the Securities and Exchange
Commission’s (SEC’s) recent proposal on
standards of conduct for broker-dealers and
investment advisers that provide advice to
retail investors.

On August 7, the comment period will close
on this package of proposed rulemaking and
interpretive guidance, even as broker-dealers
face likely impact on their business in areas of
disclosure, compliance, and operational
perspectives. The most controversial and
impactful is proposed Regulation Best Inter-
est, which if adopted would require broker-
dealers and their associated persons (Regis-
tered Representatives), “when making a
recommendation of any securities transaction
or investment strategy involving securities to

a retail customer, [to] act in the best interest of
the retail customer at the time the recommen-
dation is made, without placing the financial
or other interest of the [broker-dealer or Regis-
tered Representative]. . . ahead of the interest
of the retail customer.”" As proposed, Regula-
tion Best Interest would have a profound
impact on broker-dealers from disclosure,
compliance, and operational perspectives. A
broker-dealer would be deemed to satisfy the
Best Interest Obligation only if it fulfills speci-
fied requirements for disclosure, care, and
conflict management.

The SEC has not proposed to define “best
interest,” and the vagaries of this concept
sparked dialogue among the Commissioners
at the open meeting.2 According to the SEC in
its release, “whether a broker-dealer acted in
the best interest of the retail customer when
making a recommendation will turn on the
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facts and circumstances of the particular recommen-
dation and the particular retail customer, along with

the facts and circumstances of how the. . . compo-

nents of Regulation Best Interest are satisfied.”®

Some of the key questions raised by proposed
Regulation Best Interest include:

e What does it mean to act in a retail customer’s
“best interest?”

o Is “best interest” consistent with current inter-
pretations of a broker-dealer’s suitability obliga-
tions, or does it require something more? If
something more, what does it require?

o How does the new “best interest” concept impact
the sale of proprietary products or a limited
range of products?

o Which conflicts can be disclosed and mitigated,
and which must be eliminated?

e To what extent does the proposal reflect a re-
packaging of the recently vacated U.S. Depart-
ment of Labor’s (DOL) Fiduciary Rule and Best
Interest Contract Exemption?

Below we discuss key definitional issues about
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when the Best Interest Obligation applies and describe
the components of the Best Interest Obligation. We
also highlight areas where broker-dealers would bene-
fit from additional clarity from the SEC, both on when
the Best Interest Obligation applies and the scope of
its requirements.

When Does the Best Interest Obligation
Apply?

As proposed, the Best Interest Obligation would
apply when a broker-dealer or Registered Representa-
tive i) makes a recommendation ii) of any securities
transaction or investment strategy involving securities
iii) to a retail customer. According to the SEC, the
obligation would not:

e extend beyond a particular recommendation,
generally require a broker-dealer to have a
continuous duty to a retail customer, or impose
a duty to monitor the performance of the ac-
count;

e apply to self-directed or otherwise unsolicited
transactions by a retail customer; or

e require that the broker-dealer refuse a custom-
er’s order that is contrary to the broker-dealer’s
recommendations.
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According to the SEC, the Best Interest Obligation
would not apply to the relationship between an invest-
ment adviser and its clients, and a dual-registrant
would be required to comply with Regulation Best
Interest only when making a recommendation in its
capacity as a broker-dealer.

What Is a Recommendation?

The SEC has not proposed to define “recommenda-
tion” for purposes of Regulation Best Interest. Instead,
the SEC would interpret the concept of a recommen-
dation and whether one has been made consistent with
existing broker-dealer regulation under the federal se-
curities laws and Financial Industry Regulatory Au-
thority (FINRA) Rule 2111, which look to the facts
and circumstances of a particular communication. The
SEC believes this approach will provide clarity to
broker-dealers by allowing them to rely on existing
guidance and interpretations. The SEC also stated that,
consistent with FINRA Rule 2111, certain communi-
cations would generally not constitute recommenda-
tions as long as they do not include (standing alone or
in combination with other communications) a recom-
mendation of a particular security or securities. In ad-
dition, the SEC stated that providing general investor
education (e.g., a brochure discussing asset allocation
strategies) or limited investment analysis tools (e.g., a
retirement

savings calculator) would not be

recommendations.

What Is a Securities Transaction or
Investment Strategy Involving Securities?

The Best Interest Obligation would apply to recom-
mendations of any purchase, sale, or exchange of a se-
curity or investment strategy (including explicit
recommendations to hold a security or the manner in
which a security is to be purchased or sold) to retail
customers. The SEC has not proposed to extend the
Best Interest Obligation to recommendations of ac-
count types generally (i.e., whether to have a broker-
age or advisory relationship), but the Best Interest
Obligation would apply to recommendations to trans-
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fer or roll over assets from one account type to an-
other where the recommendation is tied to a securities
transaction (e.g., IRA rollovers).

What Is a Retail Customer?

The SEC has proposed to define “retail customer”
as a person, or the legal representative of the person,
who receives a recommendation of any securities
transaction or investment strategy involving securities
from a broker-dealer or Registered Representative,
and “[u]ses the recommendation primarily for per-
sonal, family, or household purposes.”® As proposed,
the definition is broader than that in Section 913 of the
Dodd-Frank Wall Street Reform and Consumer Pro-
tection Act (Dodd-Frank Act) in that it extends to non-
natural persons that the SEC believes would benefit
from the protections of Regulation Best Interest (such
as trusts that represent the assets of a natural person),
provided the recommendation is used primarily for
personal, family, or household purposes.®

Initial Observations

Despite the SEC’s efforts to align Regulation Best
Interest to existing broker-dealer standards, signifi-
cant differences remain. For example, the proposed
definition of “retail customer” would carve back the
institutional suitability safe harbor provision of
FINRA Rule 2111—approved by the SEC—which ef-
fectively relieves a broker-dealer of customer-specific
suitability obligations when making recommendations
to natural persons (and trusts) who have total assets of
at least $50 million and have opted out of the rule’s
protection, without regard to whether the recommen-
dation is to be used for personal, family, or household
purposes. In comparison, proposed Regulation Best
Interest would apply to a recommendation to such
ultra-high net worth persons, including entities (which
are also persons for purposes of the Exchange Act) if
the recommendation is used primarily for personal,
family, or household purposes.

Questions might also arise as to when a recommen-
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dation would be used “primarily for personal, family
or household purposes,” as opposed to business or
commercial purposes. In the proposing release, the
SEC stated that the definition would not include
recommendations related to business or commercial
purposes, but without providing additional guidance.®
The proposed definition of retail customer also raises
questions about whether broker-dealers would be
subject to an ex-post review of how recommendations
are used by a person, rather than looking to the rea-
sonable expectations of the broker-dealer and the
person at the time a recommendation is made. For
example, a person that receives a recommendation in
one context, such as for business or commercial
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purposes, could potentially be deemed a “retail cus-
tomer” if the person also uses the recommendation for
personal, family, or household purposes. Broker-
dealers would benefit from greater clarity, including
through examples included in the rule itself, about
when a person is a retail customer, both in regard to

natural person and non-natural person customers.

Broker-dealers seeking to comply with both Regu-
lation Best Interest and Form CRS would face compli-
ance and operational issues because of the inconsis-
tent definitions of “retail customer” under Regulation
Best Interest and “retail investor” for purposes of
Form CRS.

Regulation Best Interest — Retail Customer
Defined

Form CRS - Retail Investor Defined

Retail Customer means a person, or the legal
representative of such person, who:

(A) Receives a recommendation of any securi-
ties transaction or investment strategy involving
securities from a broker, dealer, or a natural
person who is an associated person of a broker
or dealer; and

(B) Uses the recommendation primarily for
personal, family, or household purposes.

Retail investor means a client or prospective
client who is a natural person (an individual).
This term includes a trust or other similar entity
that represents natural persons, even if another
person is a trustee or managing agent of the
trust.

Designing compliance and operational approaches
around the inconsistent definitions would appear to
create unnecessary complications and additional ex-
penses for broker-dealers.

Moreover, as proposed, it is unclear whether an
investment adviser or other financial intermediary
would be viewed as a legal representative of a natural
person, such that recommendations a broker-dealer
makes to the intermediary would be subject to the Best
Interest Obligation. We note that the DOL included a
helpful carve-out from the fiduciary rule for advice to
certain financial intermediaries (such as banks, broker-
dealers, and insurance carriers) as well as independent
plan fiduciaries managing or controlling assets of at
least $50 million. Broker-dealers would benefit from
clarity that recommendations provided to a financial

intermediary are excluded from the requirements of
proposed Regulation Best Interest, especially where
the financial intermediary is itself subject to suitability
obligations when acting for its natural person custom-
ers or clients.”

Finally, the SEC’s statement that more general
communications that are not typically recommenda-
tions by themselves could nonetheless be viewed as
recommendations when they form part of the mosaic
of a recommendation (such as that arising in a later
communication) could be problematic because the
earlier and more general communications would typi-
cally neither be crafted nor intended as a customer-
specific recommendation. As such, they would not be
amenable to the tailored conflict-based disclosures or
otherwise circumscribed to address conflicts as con-
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templated by proposed Regulation Best Interest. We
also note that the DOL took a similar approach to rely-
ing on FINRA guidance in defining the types of com-
munications that would be viewed as “recommenda-
tions” that triggered fiduciary status under the
fiduciary rule.

How Does a Broker-Dealer Satisfy the Best
Interest Obligation?

As mentioned above, the Best Interest Obligation
would require a broker-dealer or Registered Repre-
sentative, “when making a recommendation of any se-
curities transaction or investment strategy involving
securities to a retail customer, [to] act in the best inter-
est of the retail customer at the time the recommenda-
tion is made, without placing the financial or other
interest of the [broker-dealer or Registered Represen-
tative] making the recommendation ahead of the inter-
est of the retail customer.” According to the SEC,
Regulation Best Interest would prohibit a broker-
dealer from making its financial interests the “pre-
dominant motivating factor behind a recommenda-
tion” and from putting its interests ahead of the retail
customer’s.

A broker-dealer would be deemed to satisfy the
Best Interest Obligation if it fulfills i) a disclosure
obligation, ii) a duty of care obligation, and iii) a
conflict of interest obligation. The SEC stated that nei-
ther the broker-dealer, the Registered Representative,
nor the retail customer would be permitted to waive
the broker-dealer’s or Registered Representative’s
compliance with the Best Interest Obligation, and the
broker-dealer or Registered Representative would not
otherwise be able to reduce the scope of the Best Inter-
est Obligation, such as by contract.

What Does the Disclosure Obligation
Require?

The Disclosure Obligation would require that a
broker-dealer or Registered Representative, “prior to
or at the time of [making a] recommendation, reason-
ably discloses to the retail customer, in writing, the
material facts relating to the scope and terms of the re-
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lationship with the retail customer, including all mate-
rial conflicts of interest that are associated with the
recommendation.”® Because broker-dealers are not
currently subject to an explicit and broad disclosure
requirement under the Exchange Act, the SEC per-
ceives the Disclosure Obligation as an important way
to facilitate retail customers’ awareness of certain key
information regarding their relationship with the
broker-dealer and to avoid investor confusion. Below
we discuss i) what material facts must be disclosed
and ii) what it means to “reasonably disclose” the ma-
terial facts.

What Material Facts Must Be Disclosed?

According to the SEC, the material facts a broker-
dealer would need to reasonably disclose include “all
material conflicts of interest associated with the rec-
ommendation” and ‘i) that the broker-dealer is acting
in a broker-dealer capacity with respect to the recom-
mendation; ii) fees and charges that apply to the retail
customer’s transactions, holdings, and accounts; and
iii) type and scope of services provided by the broker-
dealer, including, for example, monitoring the perfor-
mance of the retail customer’s account.” The SEC
intends to permit broker-dealers to use a “layered ap-
proach” in disclosing material facts about recom-
mendations, including by building on proposed Form
CRS. According to the SEC, the Disclosure Obliga-
tion would not be met solely by satisfying the pro-
posed Form CRS requirements also proposed on April
18, 2018.° Rather, the Disclosure Obligation is in-
tended to build on and supplement disclosure made on
Form CRS.

The SEC intends to permit broker-
dealers to use a “layered ap-
proach” in disclosing material facts
about recommendations, including
by building on proposed Form
CRS.
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Material Conflicts of Interest: For purposes of the
Best Interest Obligation, a “material conflict of inter-
est” would be one “that a reasonable person would
expect might incline a broker-dealer—consciously or
unconsciously—to make a recommendation that is not
disinterested.” According to the SEC, Regulation Best
Interest is not intended to, and “would not per se,”
prohibit the following conflicts:

e Charging commissions or other transaction-
based fees;

e Receiving or providing differential compensa-
tion based on the product sold;

e® Receiving third-party compensation;

e Recommending proprietary products;

o Recommending products of affiliates;

o Recommending a limited range of products;

e Recommending a security underwritten by the
broker-dealer or an affiliate, including initial
public offerings (IPOs);

e Recommending a transaction to be executed in a
principal capacity;

e Recommending complex products;

o Allocating trades and research, including al-
locating investment opportunities (e.g., [PO al-
locations or proprietary research or advice)
among different types of customers and between
retail customers and the broker-dealer’s own ac-
count;

e Considering cost to the broker-dealer of effect-
ing the transaction or strategy on behalf of the
customer (e.g., the effort or cost of buying or
selling an illiquid security); or

Wall Street Lawyer

e Accepting a retail customer’s order that is con-

trary to the broker-dealer’s recommendations.

However, the SEC stated that it preliminarily
believes that the following material conflicts of inter-
est would need to be disclosed:

e Recommending proprietary products;
e Recommending products of affiliates;
e Recommending a limited range of products;

e Recommending one share class of a security
over another share class of the same security;

e Recommending securities underwritten by the
broker-dealer or an affiliate;

e Recommending the rollover or transfer assets
from one type of account to another that involves
a securities transaction; and

e Allocating investment opportunities (e.g., [POs)
among retail customers.

Capacity: For a broker-dealer that is not dually
registered as an investment adviser, the SEC would
not expect that a broker-dealer or its Registered
Representatives repeat the capacity disclosures made
pursuant to Form CRS. However, a dual-registrant
would be expected to provide retail customers with
additional disclosures that make clear the capacity in
which the dual-registrant is acting “at the time” of
making recommendations. According to the SEC, a
dual-registrant could disclose its capacity through
written disclosure at the outset of a relationship (e.g.,
in an account opening agreement or account relation-
ship disclosure) that clearly sets forth when the dual-
registrant would act in a broker-dealer capacity and
how it will provide notification of any changes in
capacity. For example, the SEC stated that the agree-
ment or disclosure might state that:

e “All recommendations will be made in a broker-
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dealer capacity unless otherwise expressly stated
at the time of the recommendation’; or

e “All recommendations regarding your broker-
age account will be made in a broker-dealer
capacity, and all recommendations regarding
your advisory account will be in an advisory
capacity. When we make a recommendation to
you, we will expressly tell you which account
we are discussing and the capacity in which we
are acting.”

The SEC indicated that it preliminarily believes
that a dual-registrant that provides this type of disclo-
sure would not need to provide written disclosure each
time it changes capacity or makes a recommendation.
Interestingly, the SEC avoided taking the approach
the Division of Investment Management staff took in
a December 16, 2005, letter to the Securities Industry
Association with respect to “hat switching” that
focused on whether the disclosure was “sufficient to
enable the client to reasonably understand that the
broker-dealer/investment adviser is removing itself
from a position of trust and confidence with its

client.”10

The SEC indicated that it prelimi-
narily believes that a dual-
registrant that provides this type of
disclosure would not need to pro-
vide written disclosure each time it
changes capacity or makes a
recommendation.

Fees and Charges: Because Form CRS requires
high-level disclosures in broad categories, but not
specific amounts of fees and charges, the Disclosure
Obligation will generally require a broker-dealer to
supplement the Form CRS summary information by
disclosing additional detail (including quantitative in-
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formation, such as amounts, percentages, or ranges)
of the types of fees and charges.

Type and Scope of Services: The SEC similarly
believes that, under the Disclosure Obligation, a
broker-dealer should supplement Form CRS disclo-
sures and provide more information about the types of
services to be provided and the scope of those services.

What Does the SEC Mean by “Reasonably
Disclose?”

The SEC stated that, “[i]n order to ‘reasonably dis-
close’ in accordance with the Disclosure Obligation, a
broker-dealer would need to give sufficient informa-
tion to enable a retail customer to make an informed
decision with regard to the recommendation.” In addi-
tion, the disclosure “must be true and may not omit
any material facts necessary to make the required
disclosures not misleading.”

Form and Manner of Disclosure: The SEC has not
proposed to prescribe the form or manner of disclo-
sure, and instead proposes to provide broker-dealers
with flexibility on how to satisfy the Disclosure
Obligation taking into account their business practices.
Despite the flexibility, the SEC indicated that it
believes the adequacy of disclosure will ultimately
depend on the facts and circumstances and will be
judged against a negligence standard (not strict
liability). According to the SEC, the disclosure should
i) be concise, clear, and understandable; ii) be written
in “plain English,” using short sentences and active
voice; and iii) avoid legal jargon, highly technical
business terms, and multiple negatives. The SEC
stated that delivery of the disclosure could be effected
pursuant to the SEC’s guidance on electronic delivery
of documents (although the SEC curiously did not
mention the Electronic Signatures in Global and
National Commerce Act, or E-SIGN).

Timing and Frequency of Disclosure: In the SEC’s
view, investors should receive information early
enough in the process to give them adequate time to
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consider and understand the information in order to
make informed investment decisions, but not so early
that the disclosure fails to provide meaningful infor-
mation (e.g., does not sufficiently identify material
conflicts presented by a particular recommendation,
or overwhelms the retail customer with disclosures re-
lated to a number of potential options that the retail
customer may not ultimately be qualified to pursue).
The SEC provided examples of four approaches
broker-dealers might consider in providing timely
disclosures:

e “at the beginning of a relationship (e.g., in a re-
lationship guide, such as or in addition to the
Relationship Summary, or in written communi-
cations with the retail customer, such as the ac-
count opening agreement)’’;

e “on a regular or periodic basis (e.g., on a quar-
terly or annual basis, when any previously
disclosed information becomes materially inac-
curate, or when there is new relevant material
information)”;

e “at other points, such as before making a partic-
ular recommendation or at the point of sale”; and

e ““at multiple points in the relationship or through
a layered approach to disclosure.”

The SEC stated that disclosure after the recommen-
dation, such as in a trade confirmation for a particular
recommended transaction would not, by itself, satisfy
the Disclosure Obligation, because the disclosure
would not be “prior to, or at the time of the
recommendation.” However, according to the SEC, a
broker-dealer could satisty the Disclosure Obligation,
depending on the facts and circumstances, if the initial
disclosure, in addition to conveying material facts re-
lating to the scope and terms of the relationship with
the retail customer, explains when and how a broker-
dealer would provide additional, more specific infor-
mation regarding the material fact or conflict in a
subsequent disclosure (e.g., disclosures in a trade
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confirmation concerning when the broker-dealer ef-
fects recommended transactions in a principal
capacity). The SEC also emphasized that, where a sig-
nificant amount of time passes between the disclosure
and a recommendation, the broker-dealer generally
would need to determine whether the retail customer
should reasonably be expected to be on notice of the
prior disclosure and, if not, the broker-dealer gener-
ally should not rely on such disclosure.

The SEC stated that disclosure af-
ter the recommendation, such as
in a trade confirmation for a partic-
ular recommended transaction
would not, by itself, satisfy the
Disclosure Obligation

What Does the Care Obligation Require?

Under Regulation Best Interest, a broker-dealer
would be required to exercise “reasonable diligence,
care, skill, and prudence” to:

1. “Understand the potential risks and rewards of
the recommendation and have a reasonable
basis to believe that the recommendation could
be in the best interest of at least some retail
customers” (Reasonable-Basis Obligation);

2. “Have a reasonable basis to believe that the
recommendation is in the best interest of a par-
ticular retail customer based on that retail
customer’s investment profile and the potential
risks and rewards associated with the recom-
mendation” (Customer-Specific Obligation);
and

3. “Have a reasonable basis to believe that a
series of recommended transactions, even if in
the retail customer’s best interest when viewed
in isolation, is not excessive and is in the retail
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customer’s best interest when taken together in
light of the retail customer’s investment pro-
file” (Quantitative Obligation)."

According to the SEC, the components of the Care
Obligation are intended to incorporate and build on
existing reasonable-basis, customer-specific, and
quantitative suitability obligations under the antifraud
provisions of the federal securities laws and FINRA
Rule 2111 “by, among other things, imposing a ‘best
interest’ requirement” that the SEC “would interpret
to require the broker-dealer not put its own interest
ahead of the retail customer’s interest, when making
recommendations.” The SEC stated, however, that a
key difference is that, unlike existing suitability
obligations under the antifraud provisions of the
federal securities laws, the Care Obligation would not
require scienter and could not be satisfied through
disclosure.'?

What Is the Reasonable-Basis Obligation?

The SEC stated that, similar to existing suitability
obligations, what would constitute reasonable dili-
gence would “vary depending on, among other things,
the complexity of and risks associated with the recom-
mended security or investment strategy and the
broker-dealer’s familiarity with the recommended se-
curity or investment strategy.” The SEC identified the
following factors as potentially relevant: cost, invest-
ment objectives, characteristics, liquidity, risks,
potential benefits, volatility, likely performance of
market and economic conditions, expected return, and
financial incentives to recommend the security or
investment strategy. In addition, the SEC provided
some questions that broker-dealers might consider in
reviewing a security or investment strategy:

e “Can less costly, complex, or risky products
available at the broker-dealer achieve the objec-
tives of the product?”

e “What assumptions underlie the product, and
how sound are they? What market or perfor-
mance factors determine the investor’s return?”
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e “What are the risks specific to retail customers?
If the product was designed mainly to generate
yield, does the yield justify the risk to princi-
pal?”

e “What costs and fees for the retail customer are
associated with this product? Why are they ap-
propriate? Are all of the costs and fees transpar-
ent? How do they compare with comparable
products offered by the firm?”

e “What financial incentives are associated with
the product, and how will costs, fees, and com-
pensation relating to the product impact an in-
vestor’s return?”

e “Does the product present any novel legal, tax,
market, investment, or credit risks?”

e “How liquid is the product? Is there a secondary
market for the product?”’

What Is the Customer-Specific Obligation?

As mentioned above, the Customer-Specific Obli-
gation would require a broker-dealer to have a reason-
able basis to believe that the recommendation is in the
“best interest” of the particular retail customer to
whom it is made based on the retail customer’s invest-
ment profile and the potential risks and rewards as-
sociated with the recommendation.™ According to the
SEC, a broker-dealer would not satisfy the Customer-
Specific Obligation if the broker-dealer puts its inter-
est ahead of the retail customer’s interest.

Under the Care Obligation, a broker-dealer gener-
ally would need to consider reasonable alternatives, if
any, to be offered by the broker-dealer in determining
whether it has a reasonable basis for making the
recommendation. The SEC stated that this approach
would not require a broker-dealer to analyze all pos-
sible securities, to recommend the single “best” secu-
rity, or necessarily to recommend the least expensive
or least remunerative security or investment strategy.
In addition, the SEC stated that it does not view
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Regulation Best Interest as prohibiting, among others,
recommendations from a limited range of products, or
recommendations of proprietary products, products of
affiliates, or principal transactions, if the Care Obliga-
tion is satisfied and the associated conflicts are dis-
closed (and mitigated, as applicable) or eliminated.

Notwithstanding these general statements, the SEC
believes cost “would generally be an important fac-
tor” under the Care Obligation. In this regard, the SEC
stated that a broker-dealer that recommends a more-
expensive security “would need to have a reasonable
basis to believe that the higher cost of the security or
strategy is justified (and thus nevertheless in the retail
customer’s best interest) based on other factors. . .in
light of the retail customer’s investment profile.” In
the SEC’s view, “a broker-dealer could not have a rea-
sonable basis to believe that a recommended security
is in the best interest of a retail customer if it is more
costly than a reasonably available alternative offered
by the broker-dealer and the characteristics of the se-
curities are otherwise identical.” In addition, the SEC
stated that a recommendation would be inconsistent
with the Care Obligation if it were made to maximize
the broker-dealer’s compensation, further its business
relationships, satisfy firm sales quotas or other targets,
or win a firm-sponsored sales contest.

...the SEC believes cost “would
generally be an important factor”
under the Care Obligation.

What Is the Quantitative Obligation?

The SEC stated that the proposed Quantitative
Obligation is intended to incorporate and enhance
existing quantitative suitability obligations, but would
expand its application beyond situations in which the
broker-dealer has actual or de facto control over an
account. As a result, the obligation would extend to all
trades in a retail customer’s account that result from a
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broker-dealer’s recommendation, irrespective of
whether the broker-dealer exercises control over the

retail customer’s account.’

What Does the Conflict of Interest
Obligation Require?

The Conflict of Interest Obligation consists of two
components. As a general matter, a broker-dealer must
“establish[], maintain[], and enforce[] written policies
and procedures reasonably designed to identify and at
a minimum disclose, or eliminate, all material conflicts
of interest that are associated with such recommenda-
tions” that are subject to Regulation Best Interest.® In
addition, however, the broker-dealer’s policies and
procedures would need to be “reasonably designed to
identify and disclose and mitigate, or eliminate, mate-
rial conflicts of interest arising from financial incen-
tives associated with such recommendations.”

In the SEC’s view, a broker-dealer would be permit-
ted to exercise its own judgment as to whether a
conflict can be effectively disclosed or whether it
should be eliminated. Similarly, material conflicts of
interest arising from financial incentives would not
need to be eliminated, but a broker-dealer that does
not eliminate those material conflicts would need to
adopt policies and procedures designed to disclose
and mitigate them. According to the SEC, material
conflicts arising from financial incentives generally
would include, but would not be limited to:

e ‘“receipt of commissions or sales charges, or
other fees or financial incentives, or differential
or variable compensation, whether paid by the
retail customer or a third party”;

e “sales of proprietary products or services, or
products of affiliates™;

e “compensation practices established by the
broker-dealer, including fees and other charges
for the services provided and products sold”;

e ‘“employee compensation or employment incen-
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tives (e.g., quotas, bonuses, sales contests,
special awards, differential or variable compen-
sation, incentives tied to appraisals or perfor-
mance reviews)”’;

e ‘“‘compensation practices involving third parties,
including both sales compensation and compen-
sation that does not result from sales activity,
such as compensation for services provided to
third parties (e.g., sub-accounting or administra-
tive services provided to a mutual fund)”; and

e “transactions that would be effected by the
broker-dealer (or an affiliate thereof) in a princi-
pal capacity.”

To satisfy the Conflict of Interest Obligation, a
broker-dealer’s policies and procedures would need to
be “reasonably designed.” The SEC believes that a
broker-dealer could use a risk-based compliance and
supervision system to focus on specific areas of its
business that pose the greatest risk of noncompliance
with the Conflict of Interest Obligation and the great-
est risk of potential harm to retail customers. In this
regard, broker-dealers might be able to build upon
existing risk-based approaches to compliance with
FINRA Rule 2111. In the SEC’s view, a broker-dealer
should consider, among others, the following compo-
nents in its compliance program:

e “policies and procedures outlining how the firm
identifies its material conflicts (and material
conflicts arising from financial incentives),”
which should generally:

/ define material conflicts in a way that is rel-
evant to a broker-dealer’s business and
enables employees to understand and iden-
tify conflicts of interest;

/ establish a structure for identifying the
types of material conflicts that the broker-
dealer and Registered Representative may
face, and whether the conflicts arise from
financial incentives;
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/ establish a process to continue identifying
conflicts as the broker-dealer’s business
evolves;

/ provide for an ongoing and regular, peri-
odic (e.g., annual) review to identify con-
flicts; and

/ establish training procedures addressing
material conflicts of interest, including how
to identify material conflicts of interest and
defining employees’ roles and responsibili-
ties with respect to identifying material
conflicts of interest;

e “robust compliance review and monitoring sys-
tems”;

® “processes to escalate identified instances of
noncompliance to appropriate personnel for re-
mediation”;

e “procedures that clearly designate responsibility
to business lines personnel for supervision of
functions and persons, including determination
of compensation”;

e ‘“processes for escalating conflicts of interest”;

e ‘“processes for a periodic review and testing of
the adequacy and effectiveness of policies and
procedures”; and

e ‘“‘training on the policies and procedures.”

While, according to the SEC, the proposed Con-
flicts of Interest Obligation “does not mandate the
absolute elimination of any particular conflicts,” the
SEC indicated that it believes a broker-dealer gener-
ally should establish a “clearly defined and articulated
structure for: determining how to effectively address
material conflicts of interest identified. . . and setting
further a process to help ensure that material conflicts
are effectively addressed.” Nonetheless, the SEC also
stated its belief that “certain material conflicts of




June 2018 | Volume 22 | Issue 6

interest. . . may be more appropriately avoided in
their entirety for retail customers or for certain cate-
gories of retail customers (e.g., less sophisticated retail
customers),” and provided as an example “the receipt
or payment of certain non-cash compensation that pre-
sents conflicts of interest for broker-dealers, for
example, sales contests, trips, prizes, and other similar
bonuses that are based on sales of certain securities or
accumulation of assets under management.” While
noting that the payment and acceptance of non-cash
compensation is addressed under FINRA rules, the
SEC also stated its view that broker-dealers that use
these practices should carefully consider whether they
can be effectively mitigated so that the broker-dealer
can satisfy its best interest obligation."”

With respect to material conflicts arising from
financial incentives, the SEC indicated that it believes
that policies and procedures should include mitigation
procedures, but that those policies and procedures can
depend on a variety of factors relating to a broker-
dealer’s business model, and that certain factors might
be weighted more heavily than others. Factors identi-
fied by the SEC include the size of the broker-dealer,
the retail customer base, the nature and significance of
the compensation conflict, and the complexity of the
conflict. In addition, according to the SEC, heightened
mitigation measures might be required where the retail
customer displays a less-sophisticated understanding
of investing generally or conflicts involved, where the
compensation is less transparent, or for more complex
products. The SEC provided guidance about potential
practices that might be relevant, including:

e “avoiding compensation thresholds that dispro-
portionately increase compensation through
incremental increases in sales’;

e “minimizing compensation incentives for em-
ployees to favor one type of product over an-
other, proprietary or preferred provider products,
or comparable products sold on a principal basis
- for example, establishing differential compen-
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sation criteria based on neutral factors (e.g., the
time and complexity of the work involved)”;

e ‘“eliminating compensation incentives within
comparable product lines (e.g., one mutual fund
over a comparable fund) by, for example, cap-
ping the credit that a registered representative
may receive across comparable mutual funds or
other comparable products across providers”;

e ‘“implementing supervisory procedures to moni-
tor recommendations that are: near compensa-
tion thresholds; near thresholds for firm recog-
nition; involve higher compensating products,
proprietary products or transactions in a princi-
pal capacity; or, involve the rollover or transfer
of assets from one type of account to another
(such as recommendations to rollover or transfer
assets in an ERISA account to an IRA, when the
recommendation involves a securities transac-
tion) or from one product class to another”;

e ‘“adjusting compensation for registered represen-
tatives who fail to adequately manage conflicts
of interest”; and

e “limiting the types of retail customers to whom
a product, transaction or strategy may be recom-
mended (e.g., certain products with conflicts of
interest associated with complex compensation
structures).”

We understand that broker-dealers may have con-
sidered, and in some cases implemented, many of
these conflict mitigation techniques in designing
compliance programs for the DOL’s Best Interest
Contract Exemption.

Initial Observations

If adopted in its current form, proposed Regulation
Best Interest can be expected to raise difficult interpre-
tive and other issues for broker-dealers seeking to
comply with the Disclosure, Care, and Conflict of
Interest Obligations. Much of this can be expected to
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result from uncertainty as to how the term “best inter-
est” will be interpreted by the SEC and in FINRA
arbitration.

As discussed above, the SEC has not proposed to
define “best interest,” and, instead, has stated it would
look to “the facts and circumstances of the particular
recommendation” and how the broker-dealer complies
with the requirements of the Best Interest Obligation.
The SEC’s references to “best interest” seem to
conflate the common law duties of loyalty and care,
resulting in a less precise analytical framework
through which to evaluate issues that might arise in
making recommendations about securities or invest-
ment strategies. For example, it is unclear whether the
requirement that a broker-dealer “act in the best inter-
est of the retail customer” requires only that the
broker-dealer or Registered Representative refrain
from placing their financial interest “ahead of the
interest of the retail customer” or whether it requires
something more. Similarly, broker-dealers would ben-
efit from clarity as to the importance of cost in recom-
mending a security. In this regard, it is unclear whether
cost is the determinative factor in meeting the Care
Obligation only when choosing between two securi-
ties where “the characteristics of the securities are
otherwise identical.” It is also unclear whether a
broker-dealer’s receipt of third-party payments may
be taken into consideration when making a recom-
mendation where the cost to the investor is the same
between different products, and whether different
costs need to be considered across product types (e.g.,
stocks, ETFs, mutual funds, variable annuities), or
only within the same product types.

With respect to the Disclosure Obligation, broker-
dealers would need to navigate significant compliance
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and operational issues in ensuring that all material
facts about a particular recommendation are reason-
ably disclosed. While a broker-dealer might be able to
disclose some material facts at the outset of a customer
relationship, such as through a customer agreement or
brochure similar to an investment adviser’s Form
ADYV, Part 2A, other material facts might need to be
disclosed on a recommendation-by-recommendation
basis (e.g., specific fees and charges). Broker-dealers
would also need to think about how to satisfy the
Disclosure Obligation in different mediums, including
in-person communications, telephonic communica-
tions, and online advice platforms. Each medium pre-
sents its own challenges and considerations in deter-
mining how to meet the requirements of the Disclosure
Obligation while taking into account the associated
costs and impact on customer experience. As a gen-
eral matter, firms may want to consider whether, and
to what extent, elements of the disclosures prepared to
comply with the DOL’s Best Interest Contract Exemp-
tion, and systems for delivering them to customers,
could be repurposed for complying with Regulation
Best Interest.

the SEC has not proposed to de-
fine “best interest,” and, instead,
has stated it would look to “the
facts and circumstances of the
particular recommendation” and
how the broker-dealer complies
with the requirements of the Best
Interest Obligation.
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...firms may want to consider
whether, and to what extent, ele-
ments of the disclosures prepared
to comply with the DOL’s Best
Interest Contract Exemption

The Care Obligation appears to incorporate exist-
ing reasonable-basis, customer-specific, and quantita-
tive suitability obligations, but there are some poten-
tially significant changes. First, it would require a
broker-dealer to exercise “reasonable diligence, care,
skill, and prudence” in satisfying its obligations. It ap-
pears that the SEC included this requirement to reflect
prudence obligations under ERISA and the DOL’s
Best Interest Contract Exemption. This approach,
however, would introduce a new concept of prudence
that has not been developed in the context of broker-
dealer regulation under the federal securities laws.
Establishing a prudence obligation raises various
interpretive questions, such as:

e s it consistent with current interpretations of a
broker-dealer’s suitability obligations, or does it
require something more? If something more,
what does it require?

o Does it create liability for failures of diligence,
care, skill, or prudence, including by a Regis-
tered Representative?

e How does it impact broker-dealers providing
one-time advice or advice about proprietary
products?

o Does it have a separate impact on the importance
of cost or risk in making a recommendation,

Wall Street Lawyer

such as tilting the scale toward lower cost or
lower risk products?

The Care Obligation also replaces the concept of
suitability with the term “best interest.” As discussed,
it is not clear what best interest means and how it dif-
fers from existing suitability obligations. Questions
with which broker-dealers will need to grapple
include:

e How does the new “best interest”” concept impact
the sale of proprietary products or a limited
range of products?

e What is the importance of cost when comparing
products that are not “identical?”

e What is the impact on the sale of high-
commission products (e.g., structured products,
non-traded real estate investment trusts (REITS),
non-traded business development companies
(BDC:s), or variable insurance products)?

In addition, the SEC’s decision to apply quantita-
tive suitability obligations to all recommendations to
retail customers, and not just to those where the
broker-dealer has actual or de facto control over an
account, might raise additional compliance monitor-
ing issues to look for churning across all retail cus-
tomer brokerage accounts.

Moreover, the Conflicts of Interest Obligation
raises difficult questions as to what types of conflicts
that arise from financial incentives can be disclosed
and mitigated, or which the SEC might with hindsight
view as ones that should have been eliminated. As
shown in the diagram below, the examples included in
the proposing release do not necessarily line up or
provide a clear framework for analyzing how to satisfy
the Conflicts of Interest Obligation.
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SEC Proposed Approach to Different Conflicts
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— opportunities (e g 1P sllocations
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Material conflicts arising from finaacial Atterental propeietary reseaech or advice)
Incentives to be eliminated or mitigated compeniation based on among different types of customers
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sub-accounting of administrative services provided to 2 mutual fund)

» Receipt of commissions or sales charges, or other fees or financial
incertives, or differential or variable compensation, whether paid by the
retail customer or a third party

» Non-cash compensation

The direct applicability of Regulation Best Interest
to Registered Representatives is also unusual under
the federal securities laws.'® No other SEC rule
governing broker-dealers applies explicitly and di-
rectly to Registered Representatives. Rather, SEC
rules apply to broker-dealers that are registered with
the SEC that are responsible for ensuring compliance
by persons associated with them under the provisions
of the Exchange Act (including provisions pertaining
to supervision) and concepts like respondeat superior.
After all, Registered Representatives and other em-
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ployees of a broker-dealer act only as agents of the
broker-dealer with which they are affiliated, and their
responsibilities when conducting business on behalf
of the broker-dealer are derivative—not indepen-
dent—of the broker-dealer’s obligations. From an
enforcement standpoint, it is not clear what is ac-
complished by having Regulation Best Interest apply
directly to Registered Representatives.

Finally, although the SEC stated in the proposing
release its belief and intention that Regulation Best
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Interest would not create any new private right of ac-
tion or right of rescission—on the basis that it is being
proposed, “in part,” under the authority provided by
Section 913(f) of Dodd-Frank and Section 15(1) of the
Exchange Act (neither of which create a new private
right)—aggrieved customers or the plaintiffs’ bar may
disagree and argue that Regulation Best Interest is also
based on other sections of the securities laws that do
provide private rights of action (e.g., Section 10(b) of
the Exchange Act). Indeed, the SEC appears to con-
cede its assertion is uncertain, given it requested com-
ment specifically on this point: “Do commenters agree
with the Commission’s assessment that no new private
right of action or right of rescission is created by
Regulation Best Interest?”

Whether the Exercise of Investment
Discretion Should Be Viewed as Solely
Incidental to the Business of a Broker or
Dealer

Finally, the SEC has requested comment on whether
it should adopt an interpretation of the broker-dealer
exclusion from the definition of investment adviser in
Section 202(a)(11)(C) of the Advisers Act that a
broker-dealer that exercises investment discretion,
other than on a temporary or limited basis, would be
viewed as providing advice that is not “solely inciden-
tal” to brokerage. Section 202(a)(11)(C) excludes a
broker-dealer whose advice is provided “solely inci-
dental” to its brokerage business and who does not
receive “special compensation” for that advice. The
SEC has considered whether a broker-dealer exercis-
ing investment discretion should be subject to the
Advisers Act since at least 1978, including in adopted,
and since-vacated, Rule 202(a)(11)-1 and a 2007
proposed (but never adopted) interpretive statement
about the broker-dealer exclusion. Currently, however,
there is no rule or interpretation prohibiting a broker-
dealer from exercising discretion over a client’s
account.

Initial Observations

Broker-dealers have provided discretionary advice
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to their customers in exchange for commissions since
before the Advisers Act was enacted.'® Both the SEC
and self-regulatory organizations have adopted rules
regulating the activities of broker-dealers when exer-
cising discretion over customer accounts.?’ It seems
that the same considerations of “preserving investor
choice across products and advice models” that under-
lie proposed Regulation Best Interest apply equally to
whether broker-dealers can provide discretionary or
non-discretionary services. In addition, considerations
of limiting the ability of broker-dealers to provide
discretionary services would appear to raise different
issues related to “confusion” when dealing with retail
customers and institutional accounts.
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