Securities in the Electronic Age

—
D
D
S
—r
Vo)
"
=

March 2011 = Volume 15 = Issue 3

Analysis of the

SEC Staff's Study:

SEC Responds to Congress
on a Uniform Fiduciary Standard
for Investment Advisers &

Broker-Dealers

BY STEVEN W. STONE & LAURA E.

FLORES

Steven W. Stone is a partner and Laura E. Flores is an associate in the Washington, D.C., office of Morgan,
Lewis & Bockius LLP Mr. Stone also is @ member of the Editorial Advisory Board of Wall Street Lawyer.
Contact: sstone@morganlewis.com or [flores@morganlewis.com.

Late in the evening on Friday, January 21, the Securities and Exchange Commission
(SEC) Staff released its long-anticipated Study on Investment Advisers and Broker-Dealers
(the Study), which was required by § 913 of the Dodd-Frank Wall Street Reform and

Consumer Protection Act (the Dodd-Frank
Act).! The Study generally frames the issues
for the remapping of the regulation of in-
vestment advisers and broker-dealers, and
could have a dramatic affect on the busi-
ness models of and services offered by in-
vestment advisers and broker-dealers. The
heart of the Study is the SEC Staff’s expect-
ed recommendation to establish, through
rulemaking, a uniform fiduciary standard
for investment advisers and broker-dealers
that is consistent with the standard that
currently applies to investment advisers
under the Investment Advisers Act of 1940
(the Advisers Act). Specifically, the Staff
recommends the adoption of the following
uniform fiduciary standard based on the
statutory language in the Dodd-Frank Act:

[T]he standard of conduct for all
brokers, dealers, and investment ad-
visers, when providing personalized
investment advice about securities
to retail customers (and such other
customers as the Commission may
by rule provide), shall be to act in
the best interest of the customer
without regard to the financial or
other interest of the broker, dealer,
or investment adviser providing the
advice.?
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As discussed in the Study, the Staff recognizes
that retail investors may be generally confused
about the distinctions between investment advis-
ers and broker-dealers and often may view them
as interchangeable investment professionals.
Many on the SEC Staff, therefore, believe that a
uniform fiduciary standard not only will help to
protect retail investors, but “match legal obliga-
tions with the expectations and needs of inves-
tors, who are often confused about the roles of
investment advisers and broker-dealers.”’

Summary of Staff Recommendations

In addition to recommending the establishment
of a uniform fiduciary standard, the SEC Staff
recommends that the SEC undertake a number of
actions, certain of which are outlined below, to
facilitate the implementation of the recommended
uniform fiduciary standard and harmonize the
broker-dealer and investment adviser regulatory
regimes.

Duties of Loyalty and Care

The Staff recommends that the SEC engage in
rulemaking or issue interpretive guidance clarify-
ing the duty of loyalty and duty of care compo-
nents of the uniform fiduciary standard. The Staff
also recommends that the SEC consider specifying
uniform standards for the duty of care owed to
retail investors, through rulemaking and/or inter-
pretive guidance.

Disclosure and Advertising

The Staff recommends that the SEC develop
consistent and substantive customer communica-
tion rules to facilitate the provision of uniform,
simple, and clear disclosures to retail investors
about the terms of their relationships with broker-
dealers and investment advisers, and of conflicts
of interest. At a minimum, the Staff recommends
that the SEC articulate consistent rules on the
prereview and approval of customer communica-
tions. To further the improvement of disclosure
available to investors, the Staff also recommends
that the SEC consider whether the Form ADV
and Form BD disclosure requirements should be
harmonized.
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Principal Trading

The Staff recommends that the SEC address
through interpretive guidance or rulemaking how
broker-dealers should fulfill the uniform fiducia-
ry standard when engaging in principal trading
in light of the fact that they are not required to
comply with principal trade provisions similar to
those imposed on investment advisers and do not
have a continuing duty of care or loyalty to a re-
tail customer after providing investment advice.

Personalized Investment Advice

The Staff recommends that the SEC engage
in rulemaking and/or interpretive guidance to
explain what it means to provide “personalized
investment advice about securities.” Here, the
SEC Staff recommends that, at a minimum, the
definition should include “recommendations” as
understood under the broker-dealer regulatory
scheme and exclude “impersonal investment ad-
vice” as understood under the investment adviser
regulatory scheme.

Solicitation Arrangements

The Staff recommends that the SEC consider
whether to provide additional guidance or har-
monize regulatory requirements to address the
status of finders and solicitors and their respective
disclosure requirements concerning the conflicts
associated with the solicitor’s and finder’s receipt
of compensation.

Supervisory Requirements

The Staff recommends that the SEC review
supervisory requirements for investment advis-
ers and broker-dealers to determine whether
harmonization would facilitate the examination
and oversight of these entities, and to consider
whether to provide additional guidance or engage
in rulemaking.

Registration, Licensing, and
Continuing Education

The Staff recommends that the SEC consider
requiring investment adviser representatives to be
subject to federal licensing and continuing edu-
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cation requirements. The Staff also recommends
that the SEC consider whether to harmonize
broker-dealer and investment adviser registration
processes, including notably, subjecting invest-
ment advisers to a substantive review prior to
registration.

Books and Records

The Staff recommends that the SEC consider
whether to modify the Advisers Act books and
records requirements, specifically by requiring
investment advisers to retain all communications
and documentation relating to their business as
an investment adviser similar to the requirements
currently applicable to broker-dealers.

Thoughts on the Study and SEC
Staff Recommendations

The Study is well-considered and comprehen-
sive, and is interesting for what it includes and
for what it does not. For the most part, the Study
seems to include commentary and proposals on
which the Divisions of Trading & Markets and
Investment Management could reach consensus
or at least compromise. The result is that some
points have been tempered or qualified, with the
finer or possibly more contentious aspects left
for another day’s debate. In many instances, the
comparison of the existing investment adviser
and broker-dealer regulation sometimes reads
like one side’s critique of the other’s regulatory
scheme, albeit one that has been toned down to
mask internal divisions. For example, the contrast
between the specificity of the broker-dealer regu-
latory scheme and the broad and principle-based
nature of the Advisers Act regulation is an obvi-
ous area of tension reflected in the Study.

The Study notes that the Staff did consider al-
ternative solutions to the adoption of a uniform
fiduciary standard. In fact, the Study discuss-
es—but wisely dismisses—the idea of repealing
the broker-dealer exclusion entirely. The Staff
ultimately determined, however, that the recom-
mended uniform fiduciary standard provides the
most appropriate solution.
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It is not at all clear how the SEC might address
or implement certain of the Staff’s recommenda-
tions. The divisions within the SEC (as reflected
by the two dissents), and within the Staff itself,
on many aspects of the proposals (including, in
particular, those the Study only briefly discusses),
the fact that, in the near future, at least some of
the issues addressed in the Study may be picked
up in hearings before Congress, the extraordi-
nary demands facing the SEC and its Staff as they
attempt to carry out other of their Dodd-Frank
Act obligations, and the contentious SEC budget
negotiations currently being played out in the
House of Representatives all contribute to the
unpredictability of the SEC’s ultimate response to
the Study’s recommendations.

Justification of Uniform
Fiduciary Standard

In support of the need for a uniform fiduciary
standard, the Study cites retail customers’ lack of
understanding and confusion of the different roles
played by investment advisers and broker-dealers
and, in particular, the relevant standard of care
each owes to a retail customer when providing
personalized investment advice about securities.
The Staff notes that the lack of understanding is
compounded by retail customers’ need to rely on
their financial professionals in today’s sophisticat-
ed marketplace and the gravity of the decisions
about which they are seeking advice. The Study’s
discussion of the justification for a uniform fidu-
ciary standard, however, proved lacking to Com-
missioners Kathleen L. Casey and Troy A. Pare-
des. In a separate statement, the Commissioners
state that “the Study’s shortcoming is that it fails
to adequately justify its recommendation that the
Commission embark on fundamentally changing
the regulatory regime for broker-dealers and in-
vestment advisers providing personalized invest-
ment advice to retail investors.”* In subsequent
remarks, Commissioner Elisse B. Walter did not
criticize the Study’s lack of justification for a uni-
form fiduciary standard, but its inadequate expla-
nation of what the proposed uniform fiduciary
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standard would require of investment advisers
and broker-dealers.’

Interestingly, while the Study cites numerous
statistics on the metrics surrounding the invest-
ment adviser and broker-dealer businesses, it
largely fails to correlate the two or make the un-
mistakable point that, by far, the largest invest-
ment advisers in terms of number of clients and
financial professionals are broker-dealers, and
that broker-dealers represent, by far, the largest
segment of investment advisers serving retail cus-
tomers.

Personalized Investment Advice

The Study appropriately recognizes the impor-
tance of defining the phrase “personalized invest-
ment advice” and indicates that the Staff believes
it is possible to craft a definition that accommo-
dates the scope and history of both the investment
adviser and broker-dealer regulatory regimes.
The Study notes that the “Staff believes that such
a definition at a minimum should encompass the
making of a ‘recommendation,’” as developed
under broker-dealer regulation, and should not
include ‘impersonal investment advice’ as devel-
oped under the Advisers Act.”® In addition, in its
discussion of the definition of “retail customers,”
the Staff recommends that the SEC, among other
clarifications, “specify that personalized invest-
ment advice provided to retail customers includes
both advice to a specific retail customer on a one-
on-one basis and... to a group of retail custom-
ers under circumstances in which members of the
group reasonably would believe that the advice is
intended for them.””

The concept of “personalized investment ad-
vice” espoused by the Staff seems to pick up
customer-specific recommendations for broker-
dealer purposes, but there may be unforeseen
consequences of the Staff’s definitional approach
of including all recommendations (including non-
customer-specific recommendations that carry
only reasonable-basis suitability obligations) and
then excluding recommendations that involve
impersonal investment advice as understood un-
der the Advisers Act. Similarly, the somewhat
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unusual articulation of group-wide personalized
advice is troubling and could subsume “partici-
pant education” that may currently be regarded
as not involving investment advice under the Ad-
visers Act and Employee Retirement Income Se-
curity Act (ERISA). This articulation would, at
the very least, require refinement and interpreta-
tion to make sure that the SEC will recognize the
sufficiency of caveats and disclosures so that an
investment adviser or broker-dealer may reason-
ably negate any intimation that it has provided
personalized investment advice to persons partici-
pating in a group meeting.

Retail Customers

“Retail customer” is defined in new Advisers
Act § 211(g)(2) as “a natural person, or the legal
representative of such natural person, who (A) re-
ceives personalized investment advice about secu-
rities from a broker-dealer or investment adviser;
and (B) uses such advice primarily for personal,
family, or household purposes.”® The Study ac-
knowledges that the definition does not differenti-
ate among investors on the basis of their wealth
or investment experience.’ In the Study, the Staff
also notes that it is concerned about communi-
cations with prospective customers to the extent
they are not considered “retail customers,” but
then notes that the SEC’s “anti-fraud authority
under both Advisers Act Sections 206(1) and (2)
and Securities Exchange Act of 1934 (the Ex-
change Act) Section 10(b) extends to fraudulent
recommendations and other communications
made to both existing and prospective clients and
customers,” thereby providing ample protection
to prospective retail customers.!’ The Staff also
suggests that the SEC “could consider whether
the uniform fiduciary standard should also be ex-
tended to persons other than retail customers that
may also benefit from... the standard.”"!

The Study does not address comments from
various firms that the concept of “retail custom-
er” ought to be reconciled with institutional suit-
ability principles and the designation of wealthy
individuals (i.e., with assets of $50 million or
more) as institutional clients under the Financial
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Industry Regulatory Authority (FINRA) rules
approved by the SEC. Rather, the SEC Staff spe-
cifically highlights that the definition does not
distinguish among investors based on wealth. In
addition, the recommended extension of the pro-
posed uniform fiduciary standard to prospective
customers is problematic since firms may not have
gathered complete information about certain cus-
tomers, and there should not be an expectation
that a firm is providing personalized investment
advice to which the proposed standard attaches.
Notably, however, the SEC Staff seems to coun-
terbalance the suggestion that retail customers
might include prospective customers by pointing
out its antifraud authority under § 10(b) of the
Exchange Act.

Acknowledgement of Broker-Dealer
Defenses

The SEC Staff acknowledges with deference
the provisions of § 913 of the Dodd-Frank Act,
making it clear that the receipt of commission-
based compensation or other standard compensa-
tion does not per se violate the uniform fiduciary
standard and that the standard does not require
broker-dealers to have a continuing duty of care
or loyalty after providing personalized investment
advice.'? The Study also acknowledges (without
substantive discussion) that § 913 permits broker-
dealers to offer only proprietary products with-
out violating the uniform standard, but proposes
in passing that such activity “may be subject to
disclosure and consent requirements.”"> The
Study, however, does not address the interpretive
questions that may arise, including the meaning
of “standard compensation,” which is possibly
ambiguous. For example, should standard com-
pensation include all of the types of compensation
the Staff notes that broker-dealers may receive
(e.g., asset-based fees, commissions, markups and

markdowns, and revenue sharing)?'*

Need for Interpretive Guidance

While the Staff states it believes that the “ex-
isting guidance and precedent under the Advisers
Act regarding fiduciary duty... will continue to
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apply to investment advisers and be extended to
broker-dealers, as applicable, under the uniform
fiduciary standard,”® it acknowledges that there
still will be a need for additional rulemaking and
interpretive guidance to aid in the transition to
any new uniform fiduciary standard. To that end,
the Staff recommends that the SEC’s rulemak-
ing and guidance “should particularly focus on
assisting broker-dealers with complying with the
minimum requirements of the uniform fiduciary
standard and what it means to generally operate
under the uniform fiduciary standard.”'®

The Staff’s focus on assisting broker-dealers
with the application of the uniform fiduciary
standard is valid, but belies the fact that most of
the guidance and precedent on fiduciary duty un-
der the Advisers Act is principle-based and often
unnuanced, essentially treating the characteriza-
tion of one as a fiduciary as a conclusion unto
itself. This approach is largely based on archaic
concepts of fiduciary law—derived from common
law—that, among other things, do not factor in
the various roles played by contemporary fiducia-
ries and the intricate regulatory framework that
has evolved to regulate their activities. By con-
trast, the approach to regulating broker-dealers is
more granular and fact-based. (As the Study notes,
“|glenerally, under the antifraud provisions, a
broker-dealer’s duty to disclose material informa-
tion to its customer is based upon the scope of
the relationship with the customer, which is fact
intensive.”'”) Thus, any SEC guidance in this area
needs to focus not only on easing the transition
of broker-dealers, but also on improving the clar-
ity of both the existing guidance and precedent
under the Advisers Act and its application to both
investment advisers and broker-dealers alike. In
addition, the SEC and its Staff should consider
providing interpretive guidance on a purely pro-
spective basis so as to avoid any question or claim
that an investment adviser or broker-dealer has
not lived up to its prior obligations by virtue of

future SEC and Staff pronouncements.
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“Uniform Baseline Standards” for Duty
of Care

In an effort to address the discrepancy be-
tween the level of specificity of the duty of care
obligations under the Advisers Act versus broker-
dealers’ duty of care under FINRA’s professional
standards of conduct, the Staff recommends that
the SEC “specify the minimum professional obli-
gations of investment advisers and broker-dealers
under the duty of care” (i.e., “rules or guidance
on the minimum requirements that are funda-
mental to a duty of care under the uniform fidu-
ciary standard”).!® The Staff then discusses possi-
ble professional standards that could be imposed,
including standards concerning the appropriate
level of review and analysis when making recom-
mendations to retail customers. Due to the inher-
ent difficulty in establishing standards of conduct
with sufficient flexibility to accommodate vary-
ing business models, products and services, and
circumstances, the Staff “recommends that any
rulemaking or guidance explicitly provide that
it establishes only minimum expectations for the
appropriate standard of conduct and does not
establish a safe harbor or otherwise prevent the
[SEC] from applying a higher standard of con-
duct based on specific facts and circumstances.”"”

In addition, the SEC and its
Staff should consider providing
interpretive guidance on a purely
prospective basis so as to avoid
any question or claim that an
investment adviser or broker-
dealer has not lived up to its prior
obligations by virtue of future
SEC and Staff pronouncements.

The call for uniform baseline standards of care
is both interesting and problematic. It is interest-
ing in the sense that it might seek to address a
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concern that Advisers Act guidance is insufficient-
ly concrete and specific (certainly by comparison
to broker-dealer regulation and guidance). It is
problematic in that baseline standards of care are
hard to establish in concrete and specific terms
except perhaps by way of process (e.g., know-
your-customer/information gathering and due
diligence to support suitability obligations). This
is a proposal that, if acted on, might create far

greater burdens for investment advisers.
Relation to Other Laws

In its discussion of the application of the rec-
ommended uniform fiduciary standard, the Staff
states that the recommended uniform fiduciary
standard “would not have any direct bearing on
other persons who may be characterized as fidu-
ciaries in other areas of the law, including ERISA
fiduciaries or financial institutions such as banks
and trust companies.”?’ The Staff’s statement that
the uniform fiduciary standard would not affect
whether someone is a fiduciary under other bod-
ies of law, including ERISA, dodges the important
issue of whether the uniform fiduciary standard
might be bootstrapped in other circumstances
to create greater liability on the part of invest-
ment advisers and broker-dealers under other
laws. Moreover, the Staff notes without com-
ment the Department of Labor’s (DOLs) recent
proposal to amend its definition of “investment

”2l_and therefore the definition of who is

advice
a fiduciary under ERISA—in a way that is widely
recognized as problematic for broker-dealers and
investment advisers alike. This is an important
area in which the SEC will hopefully be engaged,
through both SEC comment and participation in
public hearings, similar to its involvement when
the DOL first adopted the definition of “invest-

ment advice” in 1975.
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The Staff's statement that the
uniform fiduciary standard would
not affect whether someone is
a fiduciary under other bodies
of law, including ERISA, dodges
the important issue of whether
the uniform fiduciary standard
might be bootstrapped in other
circumstances to create greater
liability on the part of investment
advisers and  broker-dealers
under other laws.

Importantly, the Staff also declared that it
“contemplates that the uniform fiduciary stan-
dard would be an ‘overlay’ on top of the exist-
ing investment adviser and broker-dealer regimes
and would supplement them, and not supplant
them.”?? Taken literally, this could mean that bro-
ker-dealers that are dual registrants would pos-
sibly have to struggle to manage their businesses
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different standards—possibly as many as eight to
be exact—depending on the firm’s role, the type
of advice provided, and the nature of the client.
(See chart.)

Relationship Disclosure Document/
Broker-Dealer “Form BD Part 2"

In the Study, the Staff recommends that the SEC
facilitate the use of more clear and concise disclo-
sures to retail customers that explain the client’s
relationship with the investment adviser or bro-
ker-dealer and any material conflicts of interest
that may be present in such relationship. Specifi-
cally, the Staff recommends that the SEC “consid-
er the disclosures that should be provided (a) in a
general relationship guide akin to the new Form
ADV Part 2A that advisers deliver at the time of
entry into the client relationship, and (b) in more
specific disclosures at the time of providing in-
vestment advice (e.g., about certain transactions
that the SEC believes raise particular customer
protection concerns).”? It is unclear whether the
discussion of broker-dealer disclosure about the
terms of their relationships with retail investors
should be read as an intention to supplant the re-
cent efforts by FINRA to create a customer rela-

and the conduct of their personnel under multiple tionship document.?*

Potential Standards

Investment Advisers Broker-Dealers

standard for advisers (outside the uniform the standard for broker-dealers (outside the
fiduciary standard (UFS)) UFS)

Adyviser - UFS Broker-Dealer - UFS
Adyviser - ERISA Broker-Dealer - ERISA
Adyviser — UFS & ERISA Broker-Dealer — UFS & ERISA
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Taken literally, this could mean
that broker-dealers that are
dual registrants would possibly
have to struggle to manage their
businesses and the conduct of their
personnel under multiple different
standards—possibly as many as
eight to be exact—depending on
the firm’s role, the type of advice
provided, and the nature of the
client,

Despite the fact that the Staff’s recommenda-
tions would likely result in the production and
delivery of additional disclosure, the Staff recog-
nizes that “too much information can overwhelm
retail customers, and may lead them to miss im-
portant information or ignore disclosure alto-
gether.”? Therefore, the Staff recommends that
the SEC “consider the utility and feasibility of
a summary disclosure document containing key
information on a firm’s services, fees, and con-
flicts and the scope of its services (e.g., whether
its advice and related duties are limited in time
or are ongoing).”? It is conceivable that any ef-
fort to reconcile these competing efforts could
feed possible liability for investment advisers and
broker-dealers that either have sought to provide
exhaustive disclosure of conflicts and how they
are addressed or attempted to provide concise
summary documentation. The SEC and the Staff
need only to recall the liability concerns that were
raised with the use of a summary prospectus for
registered investment companies to anticipate the
issues and concerns that investment advisers and
broker-dealers may legitimately raise in response
to a requirement to use a summary disclosure
document to relate key information.

In a rather limited discussion, the Staff also ex-
presses its concern that investment advisers and
broker-dealers not be allowed to “disclose away”
conflicts of interest under the uniform fiduciary
standard. While the Staff acknowledges that the
“basic protections regarding conflicts of interest
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currently available under the Advisers Act would
be preserved and would not be watered down,”?’
it nonetheless recommends that the SEC consid-
er rulemaking “to prohibit certain conflicts, or
where it might be appropriate to impose specific
disclosure and consent requirements (e.g., in writ-
ing and in a specific format, and at a specific time)
in order to better assure that retail customers
were fully informed and can understand any ma-
terial conflicts.”*® The Staff’s reference to possibly
prohibiting certain conflicts is notable and could
potentially affect advisers’ current approach to
conflicts of interest disclosures.

Comparable Enforcement and Non-
Scienter Based Enforcement

Of possible concern is the Staff’s intimation that
the SEC may seek to enforce the new uniform fi-
duciary standard under a theory that it does not
require scienter or intent to prove a violation of
the standard. This position is based on case law
establishing that scienter is not required for ac-
tions brought under § 206(2) of the Advisers Act.
The Study notes that Exchange Act § 15(m) pro-
vides that the SEC’s enforcement authority for
violations of the “standard of conduct applicable
to broker-dealers providing personalized invest-
ment advice about securities to retail customers
shall include enforcement authority of the SEC
with respect to violations of the standard of con-
duct applicable to an investment adviser under
the Advisers Act, including the authority to im-
pose sanctions for such violations.”” Exchange
Act § 15(m) also provides that the SEC shall seek
to prosecute and sanction broker-dealers for such
violations “to the same extent as it prosecutes and
sanctions violators” under the Advisers Act.* The
Study notes that § 913(h) of the Dodd-Frank Act
provides for equivalent authority under § 211(i)
of the Advisers Act. The Staff explains that, as
a result, it contemplates “that any rules imple-
menting the uniform fiduciary standard would
provide, at a minimum, for violations of the stan-
dard not involving scienter to the same extent as
the [SEC] currently enforces antifraud violations
involving a breach of fiduciary duty under Advis-
ers Act § 206(2).”%" In a footnote, the Staff notes
that “[s]uch rules could enable the [SEC] to en-
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force the uniform fiduciary duty of broker-dealers
and investment advisers providing personalized
investment advice about securities in contexts not

involving fraud.”32

Principal Trading

The Study rightly observes that the Dodd-
Frank Act does not contemplate application of
the Advisers Act’s principal trading restrictions
to broker-dealers subject to the uniform fiduciary
standard.’> However, the Staff makes assorted
statements that suggest the Staff’s intent to re-
quire that a broker-dealer augment its existing
disclosure requirements and “at a minimum...
disclose its conflicts of interest related to princi-
pal transactions”; such disclosure should “pro-
vide sufficiently specific facts so that investors are
able to understand the conflicts of interest.”**The
Staff then states that a broker-dealer “would not
necessarily be required to follow the specific no-
tice and consent procedures of the Advisers Act
§ 206(3).”35 With respect to investment advisers,
who are subject to a consent requirement, the
Staff makes clear that it “believes that requests
for consent embedded in voluminous advisory
agreements or other account opening agreements
would impede the provision of such consent.”*

The Staff's reference to possibly
prohibiting certain conflicts is
notable and could potentially
affect advisers’ current approach
to conflicts of interest disclosures.

While the Study raises the possibility of changes
in how the principal trading requirements of the
Advisers Act apply to investment advisers (pre-
sumably including broker-dealers acting as in-
vestment advisers), it makes no concrete propos-
als and even cites examples of enforcement cases
against dual registrants for engaging in riskless
principal transactions when there is substantial
justification for excluding them from § 206(3)’s
restrictions subject to appropriate safeguards.
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Possible Focus on Internalization

In conjunction with addressing how broker-
dealers would satisfy the uniform fiduciary stan-
dard and considering “whether any changes
should be made to the principal trading require-
ments that apply to investment advisers,”” the
Staff suggests that the SEC “should also consider
addressing potential conflicts of internalization
and other practices that may be analogous to
‘agency cross’ trades.”®

Harmonizing Books and Records
Requirements

The Study’s recommendation for harmonizing
the recordkeeping requirements of investment ad-
visers with those of broker-dealers has long been
expected.

In the Study, the Staff notes that while certain
differences in existing recordkeeping require-
ments of investment advisers and broker-dealers
are attributable to differences in the business ac-
tivities of the two and thus are justified, others
are not. The Staff emphasizes that the record-
keeping requirements under the Advisers Act are
not as all-encompassing as those prescribed for
broker-dealers and thus “limit the effectiveness
of internal supervision and compliance structures
and the ability of regulators to access information
and verify the entity’s compliance with applicable
requirements.”* If carried out, this recommenda-
tion will affect all investment advisers, but might
be especially burdensome for smaller ones.

Harmonizing Registration, Licensing
and Continuing Education
Requirements

Addressing the possibility of using a single form
to register both investment advisers and broker-
dealers, the Staff explains that such a requirement
would likely be more burdensome than benefi-
cial,* and therefore recommends only that the
SEC consider making overlapping portions of
Form ADV and Form BD as uniform as possible.
The Staff, however, does imply that investment
advisers and their retail customers might benefit
from a review process prior to an investment ad-
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viser’s registration, which is similar to the FIN-
RA application review process to which broker-
dealers are subject. Although the Study focuses
on conducting a preregistration review like that
conducted by FINRA for its broker-dealer mem-
bers, it does not propose similar reviews of mate-
rial changes in investment advisory businesses as
the Study notes FINRA undertakes under FINRA
Rule 1017.

The Study next focuses on the lack of a federal
or Self-Regulatory Organization (SRO) licensing
requirements for investment adviser personnel,
and acknowledges that the “lack of a continuing
education requirement and uniform federal li-
censing requirement for investment adviser repre-
sentatives may be a gap, but establishing such re-
quirements for investment adviser representatives
may raise certain challenges for the [SEC], given
the current lack of infrastructure and resources to
administer an education and testing program.”!
Notably, the Staff leaves open the possibility that
a private organization could develop and oversee
such a program. Generally, harmonizing invest-
ment adviser registration, supervised-person li-
censing, and continuing education to the broker-
dealer paradigm would be a burdensome change
for large and small investment advisory firms

alike.

Harmonizing Regulation of Advertising
and Other Communications

In the Study, the Staff briefly discusses the dif-
ferences in the regulation of advertising between
broker-dealers and investment advisers and notes
that some commenters believe that the differ-
ences produce gaps in regulation. The Staff ex-
plains that while “the general prohibitions are
broadly similar, the specific content restrictions
differ. For example, investment advisers are pro-
hibited in advertisements from using testimonials
and restricted in using past specific recommen-
dations.”** The Staff then rationalizes these par-
ticular differences, specifically noting that while
broker-dealers are not subject to restrictions on
testimonials, they are subject to restrictions on
testimonials containing past specific recommen-
dations. Unfortunately, the Staff passes up the
opportunity to recommend that Rule 206(4)-
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1 of the Advisers Act be revised or made more
transparent to reflect current no-action positions.
The Staff also acknowledges that the guidance on
whether performance presentations are mislead-
ing is far more developed under the Advisers Act
largely due to the fact that broker-dealers adver-
tise performance less often, but the Staff does not
address whether arguably overly strict FINRA
standards on use of performance information
(including related performance and projections)
should be better reconciled with SEC guidance.
The Study and the Staff seem most focused on
requiring that investment advisers designate su-
pervised persons to review and approve advertise-
ments, as is required for broker-dealers.* Specifi-
cally, the Staff proposes that, “at a minimum, it
could be beneficial for investment advisers to des-
ignate employees (such as members of the firm’s
compliance department) to review and approve
communications before they are distributed to
the public.”* The Study also notes FINRA fil-
ing requirements for broker-dealers, but does not
propose to require that for investment advisers.

Harmonizing Regulation of Solicitation
Arrangements

In its discussion of the treatment of solicita-
tion arrangements, the Study contrasts the bro-
ker-dealer regulatory regime, which generally
requires persons to register as broker-dealers if
they receive “transaction-based compensation in
exchange for effecting transactions in securities
(including soliciting investors),” with the Advis-
ers Act regulatory regime under which solicitors
are not required to register as investment advis-
ers, but are instead required to disclose to clients
the material conflicts of interest that are present
in a solicitation arrangement and act under the
supervision of an investment adviser.* As rec-
ommended by the Staff, harmonization of so-
licitation arrangements could be very useful, but
would have to factor in, among other things, the
divergent approach to registration, cross-over is-
sues with pay-to-play restrictions, international
finders, applicability of solicitation rules to asso-
ciated and supervised persons, and the bar under
Rule 206(4)-3 of using disqualified solicitors (for
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At-a-Glance Impact of Recommendations

Investment Advisers

Broker-Dealers

UFS would apply to both investment advisers and broker-dealers with some

qualifications.
&
2 Investment advisers and broker-dealers may be required to create and distribute a
g‘ summary disclosure document highlighting fees, services, and conflict-of-interest
: information.
S
E Investment advisers and broker-dealers may become subject to a uniform baseline
8 standard for duty of care.
Investment advisers and broker-dealers may be affected by interpretive guidance
under the UFS relating to the disclosure or prohibition of certain conflicts.
Investment advisers may be subject to | ¢ Broker-dealers may be required to
a substantive pre-registration review. provide customers with disclosure and
obtain consent related to the use of
proprietary products.
Federal or SRO licensing ¢ Broker-dealers may be required to
requirements may be imposed for revise the presentation of their
investment adviser supervised disclosure and obtain consent relating
% persons. to principal trades.
g,
E Investment adviser supervised persons | ® Broker-dealers may be required to
3 may become subject to continuing create and distribute Form ADV, Part
g education requirements. 2-type disclosure to customers.
2,
172}
a Investment advisers may be required | e UFS’s definition of “retail customer”

to designate a supervised person to
review and pre-approve advertising.

would likely override institutional
suitability doctrine for natural persons
who qualify as institutional clients.

Investment advisers may be required

to expand the recordkeeping practices
to include e-mail communications and
information relating to their business.

¢ Broker-dealers may be required to
enhance supervisory controls for
personal securities trading activity.

which the SEC Staff has provided relief subject to
additional disclosure requirements).

Harmonizing Supervisory Frameworks

The Study notes that, while both investment
advisers and broker-dealers have an obligation

“to supervise persons that act on their behalf,

broker-dealers generally are subject to more spe-

cific supervisory requirements.”*® The Study also
highlights that “the personal securities trading
provisions of the Advisers Act code of ethics rule
(Advisers Act Rule 204A-1) are more extensive
in certain respects than the requirement that bro-
ker-dealers supervise private securities transac-

tions.”* Ultimately, however, the Staff notes that
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it received little in the way of comments concern-
ing how best to harmonize the two regulatory re-
gimes and thus recommends only that the SEC
consider reviewing supervisory requirements.
Despite just recommending review, implicit in the
Staff’s observations are possible future propos-
als that supervisory requirements for advisers be
made more explicit and specific, and that broker-
dealer supervision of personal securities trading
be made more extensive.

Conclusion

In conclusion, the Staff’s efforts to address the
potential harmonization of the investment ad-
viser and broker-dealer regulatory schemes in the
Study are commendable, but a great deal more is
needed if the SEC is to truly harmonize the regu-
lation of investment advisers and broker-dealers
without adding further ill-fitting patches to the
patchwork quilt that is the federal securities regu-
latory scheme; while at the same time, respecting
the legitimate differences in the business models
of investment advisers and broker-dealers.
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regulatory burdens, and the requirement to
complete a new, unified form could increase
firms' regulatory burdens, at least on a one-
time basis. Finally, a uniform registration form,
while potentially simplifying the process for
dual registrants (although firms would likely
incur costs as they transition to a new form),
likely would not enhance investor protection or
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