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ENSURING APPROPRIATE REGULATORY
OVERSIGHT OF BROKER-DEALERS
AND LEGISLATIVE PROPOSALS TO IMPROVE
INVESTMENT ADVISER OVERSIGHT

Tuesday, September 13, 2011

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS AND
GOVERNMENT SPONSORED ENTERPRISES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:03 a.m., in room
2128, Rayburn House Office Building, Hon. Scott Garrett [chair-
man of the subcommittee] presiding.

Members present: Representatives Garrett, Schweikert, Royce,
Biggert, Neugebauer, Campbell, Pearce, Posey, Fitzpatrick,
Hayworth, Hurt, Grimm, Stivers, Dold; Waters, Sherman, Hino-
josa, Lynch, Miller of North Carolina, Maloney, Perlmutter, Don-
nelly, Carson, Himes, Peters, Green, and Ellison.

Ex officio present: Representative Bachus.

Also present: Representative McCarthy of New York.

Chairman GARRETT. Good morning. The Subcommittee on Cap-
ita:il Markets and Government Sponsored Enterprises is called to
order.

I would like to seek unanimous consent for the gentlelady from
New York, who is not on this subcommittee, to be able to partici-
pate in today’s hearing. Seeing no objections, we welcome the
gentlelady with us to the subcommittee.

We have a fairly large panel. We managed to do it somehow
without the extra kiddie table at the end, so you are all squeezed
in there. Sorry about that. But welcome to all of you.

We are going to begin the process. I understand the ranking
member is on her way, but we will begin with opening statements
and then proceed from there to the panel. With that, I yield myself
3 minutes for an opening statement.

The SEC, I think most people here will agree, has a lot on its
plate to deal with. Some would argue that it has too much on its
plate. This is one of the reasons we see a legislative proposal such
as the one from Chairman Bachus, who is with us here today,
which would shift oversight of retail investment advisers from the
SEC to an SRO.

With too much on the plate over at the SEC, some of the basics
arguably are not getting done. For instance, the SEC in recent his-
tory has been examining investment advisers approximately once
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every decade. Because of this, we know that there have been crooks
out there such as Bernie Madoff and others who have had a greater
chance to defraud the innocent investors. The frequency of exami-
nations, of course, is not the only consideration. There are other
things we can go into here. FINRA, for instance, also examined
Madoff’s broker-dealer unit more frequently than the SEC did, but
unfortunately still missed the fraud that was there.

Nevertheless, I look forward to a robust discussion this morning
on Chairman Bachus’ bill and what are the—it is in draft form,
which means that today is a good opportunity to discuss the merits
of it and any changes that might be necessary.

Another concept the Commission should be mindful of, especially
with its crowded agenda, is the appropriate use of their resources,
which you often hear that they need more of. The Dodd-Frank Act
requires an unprecedented avalanche of new rulemakings by the
SEC. People can agree, or people can disagree with how many of
them are needed or addressing actual problems, you have heard
that discussion in the past, but they are required in Dodd-Frank
and will require a large amount of the Commission’s resources to
get them all done and to get them all done right.

Furthermore, the SEC has a history of having rulemakings, un-
fortunately, overturned in the courts. Just recently, for instance,
the SEC had its proxy access rule basically vacated. Unfortunately,
the rule was vacated after the SEC spent a lot of its resources, over
23,000 staff hours, on the rulemaking and subsequent litigation at
a cost of around $2 million or $2.5 million. When a potential rule-
making on a uniform fiduciary standard is considered, the Commis-
sion, we believe, needs to thoughtfully and thoroughly consider the
most prudent course of action that it should be taking.

First, this would be undertaking a discretionary rulemaking at
a time when the SEC is required to do so many other tasks. And
remember, this is at the same time that they are only examining
investment advisers, as I said, once about every 10 years, every
decade. Many would argue that more attention needs to be paid to
get this done and other core tasks than additional discretionary
tasks that they have been doing.

Second, no one needs to be reminded here about the Federal Gov-
ernment’s serious spending problems that fortunately, the Congress
is now finally beginning to address. Additional resources for an
agency that has tripled its budget in recent years basically is not
an option.

Finally, the SEC has already wasted, we would say, millions of
dollars pursuing rules without doing the proper economic and cost-
benefit analysis before the rules go out.

So, until the SEC comes forward with a reason backed by cred-
ible and real data that a uniform fiduciary standard is necessary
to address an actual problem, which is not produced in the study
required by Dodd-Frank Section 913, I am not sure why such a
rulemaking would be under consideration now or at any point.

I thank the panel for coming today before this committee, and I
look forward to what should be an interesting discussion and di-
verse opinion from this panel.

With that, I yield to Mrs. Maloney for 3 minutes.
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Mrs. MALONEY. Thank you, Mr. Chairman, and welcome to all
eight witnesses today. I don’t think we have ever had such a large
panel, and it speaks to the importance of the oversight of invest-
ment advisers and broker-dealers. It is a very important part of
this committee’s work, and I am pleased that we are exploring this
today.

The committee has looked at scams or schemes in the past, espe-
cially in the wake of Madoff, and today we are looking at two spe-
cific issues that have emerged. The first issue is whether broker-
dealers should be held to a higher standard of care than they cur-
rently are held to, and whether that standard should be har-
monized with what investment advisers are held to.

As it stands now, broker-dealers are required to suggest products
that are suitable to their clients. Investment advisers, on the other
hand, are required to suggest products that are in the best inter-
ests of their clients. The question is whether consumers will be bet-
ter served if the standard for broker-dealers is elevated.

The second issue is whether broker-dealers and investment ad-
visers are adequately examined and supervised. We are all won-
dering on this committee how it is that Bernie Madoff was able to
operate fraudulently for so long without anyone realizing it, with
so many whistleblowers reporting it. Will more rigorous oversight
and examination either on the part of the SEC, a new SRO or an-
other entity prevent another Bernie Madoff? Who should be con-
ducting these examinations, and how often should they be done?
These are some of the questions that we are hoping to obtain an-
swers to today.

Last year’s Dodd-Frank bill authorized studies on these impor-
tant issues to be conducted by the SEC, both of which were com-
pleted in January, and the study recommended that the standard
for broker-dealers be elevated to something akin to the standard
for investment advisers, and the SEC has indicated that it will go
forward with such a rule. While I do not oppose the SEC moving
forward, I do want to make sure that sufficient economic impact
analysis is done to ensure that consumers will benefit in the end,
and I hope we will explore that today.

The study also suggested three ways that Congress may move
forward to address the issue of examinations: first, imposing user
fees on SEC-registered investment advisers; second, authorizing
one or more self-regulatory organizations, or SROs, to examine;
and third, authorizing FINRA to examine dual registrants for com-
pliance with the Advisers Act.

Chairman Bachus, I understand, has put forward legislation that
would codify the second of these three suggestions and would au-
thorize an SRO to supplement the SEC’s oversight of investment
advisers.

I think we can all agree that something needs to change, and
that the status quo is not acceptable. So I hope the witnesses today
will be able to comment on the various proposals and shed light on
whether they think it is preferable to the other suggestions and the
suggestions that the SEC made in their study.

We have a lot of ground to cover today, Mr. Chairman, and
thank you for calling this hearing. I yield back.

Chairman GARRETT. I thank the gentlelady.
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The chairman of the full Financial Services Committee, the gen-
tleman from Alabama, is recognized for 4 minutes.

Chairman BACHUS. Thank you, Chairman Garrett, for convening
this important hearing to examine Sections 913 and 914 of the
Dodd-Frank Act. Section 913 of the Act gave authority to, but did
not require, the SEC to create a new standard of care for broker-
dealers. Even though the SEC has yet to provide Congress with
any empirical data or economic analysis to justify a rulemaking on
the standard of care for broker-dealers, the SEC’s apparent plan is
to push forward with rulemaking by recalling examiners and reas-
signing them to write these optional rules.

It is questionable whether the SEC should undertake rulemaking
for a new standard of care for broker-dealers at the expense of
other statutory mandated rulemaking. If the SEC decides, however,
to issue a proposal to implement Section 913, it must carefully act
and comprehensively act to avoid disrupting an investor’s relation-
ship with his or her chosen investment professional. Furthermore,
the Administration must coordinate disparate and potentially con-
flicting rulemaking efforts regarding the standard of care for in-
vestment professionals.

The Labor Department’s proposed rule to modify the existing def-
inition of fiduciary status under ERISA appears to be moving for-
ward even though it creates conflicting standards between advisers
for investment accounts and advisers for retirement accounts and
would make it illegal for swap dealers to enter into swaps with re-
tirement plans. The SEC, the CFTC, and the Department of Labor
must coordinate their efforts to minimize harm to investors. The
last thing our economy needs is additional disruption or elimi-
nation of financial products and services currently available to
American investors.

Investment advisers and broker-dealers often provide indistin-
guishable services to retail customers, yet only 9 percent of invest-
ment advisers are examined by the SEC or were examined by the
SEC in 2010, compared to 44 percent of broker-dealers. The Dodd-
Frank Act did not fix this serious examination disparity. Rather,
Section 914 merely requires the SEC to study how to improve in-
vestment adviser oversight.

The SEC staff proposed three options to address oversight. One
option, imposing user fees, is unworkable and essentially amounts
to an expansion of the SEC, which is in desperate need of funda-
mental reform, not increased responsibility.

A second alternative, allowing FINRA to examine duly registered
entities, would be a partial solution, however, stand-alone retail in-
vestment advisers’ examination rates would not improve.

In my view, the SEC staff’s third option, authorizing one or more
self-regulatory organizations or SROs to examine SEC-registered
investment advisers would provide the most comprehensive and
streamlined approach to increase investment adviser examination
rates. Therefore, I have prepared draft legislation that would au-
thorize the creation of national investment adviser associations to
register, examine, and discipline investment advisers to retail cus-
tomers. The chairman of the subcommittee provided industry
groups and other special interest groups and consumer groups with
a draft last week.
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Regardless of the standard of care, bad actors will naturally flow
to a regime where they are least likely to be examined, therefore,
it is essential that we augment and supplement the SEC’s over-
sight to dramatically increase the examination rate for investment
advisers with retail customers.

In conclusion, customers may not understand the different titles
that investment professionals use, but they do believe that someone
is looking out for them and their investments. For broker-dealers,
that is true. For investment advisers, it all too often is not true,
as was the case with the Bernie Madoff Ponzi scheme. That must
change. I hope my colleagues will support this legislation and that
all interested parties will join the committee’s efforts to improve in-
vestor adviser oversight and enhance investor protection to avoid
another Bernie Madoff experience.

Thank you, Chairman Garrett. I yield back.

Chairman GARRETT. I thank the gentleman for yielding back.

And T also thank the gentleman for the work he has done on the
draft legislation that we are considering today.

The gentleman from Massachusetts is recognized for 3 minutes.
Mr. Lynch?

Mr. LyncH. Thank you, Mr. Chairman.

I would like to welcome all the witnesses gathered here today
and thank them for their time and effort in helping this committee
with its work, especially Bill Dwyer, who is here today as the
chairman of the Financial Services Institute, but he is also a resi-
dent of Massachusetts. He runs a company called LPL Financial in
Massachusetts. He is a graduate of Boston College, which at least
puts him in good stead with this Congressman.

Investment advisers and broker-dealers are important stewards
of the wealth of American families, whether by helping middle-
class families with their retirement savings or advising small busi-
nesses on raising capital. Businesses that give financial advice pro-
vide much needed growth in job creation, and they are a vital part
of the economy not only in my district, but across the country.

It is important that we foster an environment in which invest-
ment advisers and broker-dealers can continue to help investors
grow their money wisely. It is also incumbent upon this Congress
and this committee to ensure that American families and small
businesses that entrust their savings to financial advisers can be
confident that trust is not misplaced. That is why we must also re-
main vigilant to ensure that regulators, whomever they may be,
have the resources they need to keep investors well-informed and
their money safe.

I am very interested in hearing the witnesses’ testimony today
about the proposals contained in the SEC studies required under
Dodd-Frank as well as any constructive ideas to improve investor
confidence in financial advisers. I hope that we can have a produc-
tive discussion here today about improving this important industry,
and I yield back.

Chairman GARRETT. Thank you.

The gentleman yields back.

The gentleman from Arizona is recognized for 1 minute.

Mr. SCHWEIKERT. Thank you, Mr. Chairman.
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Mr. Chairman, looking up and seeing the new cracks on the
walls, I hope those aren’t a message from above.

Mr. Chairman, with so many panelists here today, for someone
like myself, what I am looking for is your insight into the law of
unintended consequences. With the way the regulatory environ-
ment is moving, the promulgation of future rules that are maybe
being drafted, are we heading towards that unintended con-
sequence of making it harder, making it more difficult, taking away
choices both on advice and in product; and by doing so, do we ulti-
mately damage through that unintended consequence the financial
futures of our citizens?

Thank you, Mr. Chairman.

Chairman GARRETT. The ranking member is recognized for 2
minutes.

Ms. WATERS. Thank you very much, Mr. Chairman. Thank you
for holding this hearing today.

Improving the regulation of brokers, investment advisers, and
other financial professionals was a central goal of Dodd-Frank and
is crucial to ensuring that families are protected as they save for
retirement and their children’s education or to buy a home. Re-
search indicates that the average unsophisticated retail investor
often does not understand the differences between investment ad-
visers and broker-dealers. In fact, investors, unsurprisingly, expect
their financial advisers to act in their best interests, regardless of
the technical legal standard they may be held to. As the lines be-
tween broker-dealers and investment advisers have blurred in re-
cent decades, improving consumer protection has become increas-
ingly important.

For this reason, I applaud the SEC for recommending in their
Section 913 study that broker-dealers and investment advisers
should both be subject to a fiduciary duty standard when they
render investment advice to retail customers, and I am pleased
that many of the industry witnesses here today agree with me, the
SEC, and the investor advocates that this is the appropriate ap-
proach.

Given the widespread agreement on this point, I think that dif-
ferences in approaches can be worked out during the rulemaking
process, and there is no need to stop rulemaking in its tracks, as
some of my colleagues have suggested.

Finally, I would caution against delegating more responsibilities
to a self-regulatory organization when it comes to investment ad-
visers. I would agree with today’s witness from the Consumer Fed-
eration of America saying that, as a general principle, I believe in
funding government agencies to do their jobs rather than farming
out those responsibilities to private entities. It is essential that we
provide the SEC, our cop on the beat for Wall Street, with the
funding it needs to do its job, but with that said, I am interested
to hear the witnesses’ comments on Chairman Bachus’ bill and how
an investment adviser SRO might work.

I yield back the balance of my time.

Chairman GARRETT. The gentlelady yields back.

Mr. Royce is recognized for 1%2 minutes.

Mr. RoycE. Thank you, Mr. Chairman.
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I would urge the Members to take a look at the arguments made
by two of the SEC Commissioners, Kathleen Casey and Troy
Paredes, as they go forward here. I think that when you look at
their arguments about the study, they say that at the end of the
day, investors may have fewer broker-dealers and investment ad-
visers to choose from, they may have access to fewer products and
services, they may have to pay more for the services and advice
they do receive. Any such results are not in the best interests of
investors, nor do they serve to protect them.

The argument they are making is that this is a flawed study, and
they are suggesting that this aspect be studied. They say regula-
tion based on poorly supported recommendations runs the risk of
restricting retail investors’ access to affordable, personalized invest-
ment advice and the range of products and services that they cur-
rently enjoy. They are arguing that without consideration of that,
this is a step back. They say that there is a need for that particular
research and analysis going into this report, and frankly, grasping
potential costs and implications has escaped the SEC in the past.

That is one of our concerns here, with the corporate culture at
the SEC and other regulatory agencies, and that is a concerning
trend. I think it should be. I think it should be, for us, a reason
to ask that the advice of these two Commissioners be deployed here
in this study. Given the sorry state of our economy and the contin-
ued slide in the competitiveness of this country and of the competi-
tiveness of our capital markets, I don’t think now is the time to
issue rules without fully understanding the ramifications, and
when two Commissioners say, let us put that into the analysis, I
think it is time to do it. That is the recommendation that I would
certainly have, Mr. Chairman. Thank you.

Chairman GARRETT. I thank the gentleman.

Mr. Carson is recognized for 172 minutes.

Mr. CARSON. Thank you, Mr. Chairman.

Mr. Chairman, as we discuss another study the SEC was man-
dated to do through Dodd-Frank, I would like to use this oppor-
tunity to again voice my support to increase funding at the SEC.
My friends, my good friends on the other side of the aisle have not
hidden their desire to slow down or undo parts of the Dodd-Frank
Act by suffocating funds to agencies charged with enforcing the
new law. The Dodd-Frank Act requires the SEC to implement over
100 new regulations, create 5 new offices, and undertake about 20
studies. This is a significant undertaking that needs our support.
The SEC needs funds to carry out new powers to police large hedge
funds, derivatives dealers, and credit raters that it was tasked with
by the Dodd-Frank law. Government watchdogs on Wall Street
have long been outnumbered and outspent by the companies that
are opposed to policing. With the current funding recommendation,
Republican leaders look to continue this imbalance and limit pro-
tections.

Thank you, Mr. Chairman. I yield back the balance of my time.

Chairman GARRETT. The gentleman yields back.

Mrs. Biggert is recognized for 2 minutes.

Mrs. BIGGERT. I thank the chairman, and good morning to all of
you and thank you for being here.
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As you are all well aware, Section 13 of the Dodd-Frank Act re-
quired the SEC to report to the House Financial Services Com-
mittee and the Senate Banking Committee on the standard of care
applicable to broker-dealers and investment advisers. This section
permits, but does not require, the SEC to issue rules to address in-
adequacies in the standard of care. Also, under Dodd-Frank, Sec-
tion 914 has a mandate which specifically requires the SEC to
study the authorization of one or more self-regulatory organizations
to supplement the oversight and investigation of investment advis-
ers.

Despite the congressional mandate for the SEC to extensively
study the fiduciary standard, the Department of Labor unilaterally
decided to preempt the SEC and propose a rule to overhaul the
standard without allowing the SEC to finish its study. Unfortu-
nately, this is another example of the Administration imposing du-
plicative, overreaching, and burdensome regulations on the wrong
folks at the wrong time.

I am deeply concerned that just as Americans are worried about
how much i1s left in their 401(k)s, the DOL proposal could reduce
the number of options that the middle class rely on for retirement.
Now that the SEC has concluded its study and the DOL has re-
leased its proposal, I am interested to hear from all of you particu-
larly your opinions on whether the SEC has the resources to exam-
ine all investment advisers and how self-regulatory organizations
could help. Most importantly, I would like to hear how we can en-
sure the industry is efficiently regulated without disseminating the
investment options so vital to millions of Americans.

Thank you all for being here today, and I look forward to your
testimony. I yield back.

Chairman GARRETT. The gentlelady yields back.

Mr. Peters is recognized for 1 minute.

Mr. PETERS. Thank you, Mr. Chairman, and thanks to the wit-
nesses for being here today in support of the hearing.

As a former investment adviser who is also a registered broker-
dealer, I understand how important the issues we are discussing
today are to industry professionals and consumers. I think we can
all agree that what is most important is making sure that con-
sumers are getting good advice. Consumers don’t understand the
difference between a broker-dealer and an investment adviser, and
quite frankly, they shouldn’t have to, but when they are given per-
sonalized investment advice, they have the right to expect that ad-
vice is in their best interests.

That said, consumers are not being served if they have dimin-
ished access to quality advice or the full range of products and
services. I will be interested in hearing from the witnesses how
these two very important goals can be accommodated.

I would also be interested in hearing more about the Department
of Labor’s proposed business conduct standards, which I believe
run the risk of severely limiting small individual investors’ access
to quality advice.

Consumers also have the right to expect that investment advis-
ers they rely on are being properly policed. As a former investment
adviser, I know firsthand that the best regulator is an informed
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and educated consumer, but unfortunately we have seen instances
where even savvy investors have been taken advantage of.

Whatever entity is going to regulate investment advisers in the
future, it is critical they are given the resources they need to do
their job. I firmly believe that consumers and industry both benefit
from the investor confidence that comes from a strong regulator
that has the capacity to keep bad actors out of the system, but that
kind of regulator requires resources which the Republican leader-
ship seems unwilling to provide.

I look forward to your testimony.

Chairman GARRETT. And the gentleman yields back.

We were looking for Mr. Grimm. Unless he is not right there,
then Mr. Stivers is recognized for 1 minute.

Mr. STIVERS. Thank you, Mr. Chairman.

I appreciate the witnesses being here today, and with regard to
the three issues we are going to talk about today, I wanted to sort
of have you focus your comments to help us on a few things.

With regard to the uniform fiduciary standard for broker-dealers
and investment advisers, I have really four questions: one, what
are the substantial problems that this regulation attempts to ad-
dress; two, what kind of cost-benefit analysis has occurred; three,
what does the cost-benefit analysis tell us; and four, what is the
impact on consumers?

With regard to the Department of Labor regulation, their fidu-
ciary rule through ERISA, I am curious what the impact will be on
IRA holders, what the costs will be, and what it will mean to their
options of investments.

And, finally, with regard to examinations, I am a fan of Chair-
man Bachus’ approach, but I am curious to hear from the witnesses
what they think of Chairman Bachus’ approach with SROs.

I am looking forward to hearing the witnesses’ testimony today.
I want to thank you for being with us today.

b 1\/{{1‘. Chairman, thank you for allowing me some time. I yield
ack.

Chairman GARRETT. I thank you for your comments.

Mr. Perlmutter is recognized for 2 minutes.

Mr. PERLMUTTER. Thank you, Mr. Chairman, and I look forward
to the testimony this morning. I think this is an important subject,
whether regulation should be extended to various individuals for
various products or not. All of this came from—in my opinion—the
frauds that we saw conducted by Bernie Madoff as well as Stanford
and some others. Whether these regulations really resolve those
kinds of frauds or not is something I would like to hear about.

But as to my friends in the Republican Majority, when the chair-
man says maybe the SEC has too much on its plate, when you take
the plate and you shrink it from what you have for the main course
and you make it a dessert plate, yes, there probably is too much
on that plate. But whether or not we need that regulation, I think
is what is important.

Between Madoff and Stanford, about $50 billion to $60 billion
was stolen, and the question is, do you want to take the cops off
the beat? Whether these regulations that are being discussed today
are appropriate or warranted, that is one question, but to take the
cops off the beat to allow investor confidence to erode as it did in
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the fall of 2008, I think is just the wrong way to go. We need to
be focusing on more investor confidence, not less, and we need to
be focusing on jobs, and I would ask the Republican Majority to
turn their attention to those things.

I yield back.

Mr. SCHWEIKERT. [presiding]. Thank you.

Mr. SCHWEIKERT. Mr. Dold, for 1 minute.

Mr. DoLbp. Thank you, Mr. Chairman.

I certainly want to thank the witnesses for being here today.

As you all know, approximately 11,000 SEC-registered invest-
ment advisers manage over $38 trillion for more than 14 million
customers, and over 5,000 broker-dealers manage over 100 million
accounts. With so many millions of Americans trusting so much
wealth to investment advisers and broker-dealers, it is critical that
we create a strong, modern, rational, and balanced regulatory
framework that provides meaningful investor protections, while
avoiding unnecessarily high costs that investors will ultimately
pay.
For this hearing, I am particularly interested in four specific
areas: first, have bifurcated duty standards created undue investor
risk, and would a uniform fiduciary duty standard effectively en-
hance investor protection; second, what are the likely costs, bene-
fits, and risks of a uniform fiduciary duty standard for broker-deal-
ers and investment advisers, and how likely and quantifiable are
those costs, benefits, and risks; third, what is the best way to fi-
nance necessary investment adviser examinations, and who can
most cost-effectively conduct those necessary examinations; and
fourth, will the Labor Department’s ERISA fiduciary rulemaking
proposal lead to inconsistency and affirmative conflicts with other
statutes and regulations?

And again, I thank the witnesses for being here. I look forward
to your testimony.

Thank you, Mr. Chairman.

Mr. SCHWEIKERT. Thank you, Mr. Dold.

Mr. Dwyer, you are our first witness. Thank you for joining us.

Mr. DWYER. Thank you, Mr. Chairman.

STATEMENT OF WILLIAM E. DWYER III, CHAIRMAN,
FINANCIAL SERVICES INSTITUTE (FSI)

Mr. DWYER. My name is Bill Dwyer, and I am president of na-
tional sales and marketing for LPL Financial. By way of back-
ground, LPL is the Nation’s 4th largest broker-dealer, with 12,600
FINRA-registered advisers, approximately 95 percent of whom are
also registered under our RIA, making LPL one of the largest reg-
istered investment advisers in the Nation. I am pleased to testify
today on behalf of the Financial Services Institute, which rep-
resents firms supporting over 200,000 independent financial advis-
ers.

As dual registrants that work almost exclusively with retail in-
vestors, FSI members live under both broker-dealer and invest-
ment adviser oversight. This gives us the flexibility to support cli-
ents across the spectrum of wealth, whether they are small-town
investors opening their first IRA or affluent clients with more com-
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plex wealth management needs. We bring a unique perspective on
the issues being considered here today.

Congress should take two critical steps to improve regulation for
hard-working Americans who rely on investment advice. First,
Congress should vigorously oversee the SEC’s work on a new uni-
form fiduciary standard of care for broker-dealers. Second, Con-
gress should quickly pass legislation proposed by Chairman Bachus
authorizing the SEC to approve an SRO for retail investment ad-
visers.

The SEC study found that a uniform fiduciary standard of care
would be in the best interests of the client. We agree. This new
standard should preserve investor access to personalized invest-
ment advice from a broad range of service providers. The SEC
should create core principles of fiduciary conduct. These will serve
as the basis for regulatory requirements specific to RIAs and
broker-dealers. This will enhance investor protection while pre-
serving investor choice.

Congress should aggressively oversee the SEC’s efforts to develop
and implement this new uniform fiduciary standard. In addition,
Congress should insist that the Department of Labor withdraw and
repropose its flawed fiduciary duty rule, which is in blatant conflict
with Congress’ stated intent under 913. As drafted, the DOL rule
would limit access to affordable advice for those who need it most.
Also, adoption of the DOL rule is likely to result in confusing and
conflicting fiduciary standards.

These measures must be paired with effective regulatory super-
vision to truly improve investor protection. That is why we strongly
support closing a significant regulatory gap by increasing examina-
tions of investment advisers. The simple fact is the SEC does not
have sufficient resources to examine investment advisers. State ex-
amination programs are also inadequate.

To close this gap, Congress should authorize the SEC to approve
an SRO for investment advisers. We believe that FINRA is in the
best position to serve as this SRO. FSI's endorsement of FINRA is
based upon practicality. FINRA has the flexibility to set user fees
and hire staff as needed. FINRA already has more than 1,000 ex-
aminers on its staff. Its private funding structure is a model for in-
creasing RIA examinations at no additional cost to the taxpayer.
FSI’s support of FINRA as the SRO is also based on precedent. The
SEC has more than 70 years of experience with the SRO model
that can be adapted to ensure a transparent and publicly account-
able regulatory structure over both RIAs and broker-dealers.

In conclusion, this approach to the fiduciary standard and advi-
sory examination will provide a consistent level of protections to all
investors, level the playing field for industry participants and boost
investor confidence.

Mr. Chairman, Main Street Americans deserve a smarter system
that ensures true investor protection coupled with access to the
best independent financial advice possible. We deeply appreciate
the leadership Chairman Bachus has provided on these critical
issues.

Thank you for your time this morning, and I would be happy to
answer any questions.
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[The prepared statement of Mr. Dwyer can be found on page 51
of the appendix.]

Mr. SCHWEIKERT. Thank you.

Next, Mr. Ken Ehinger, president and chief executive officer of
M Holdings Securities.

STATEMENT OF KEN EHINGER, PRESIDENT AND CHIEF EXEC-
UTIVE OFFICER, M HOLDINGS SECURITIES, INC., ON BEHALF
OF THE ASSOCIATION FOR ADVANCED LIFE UNDERWRITING
(AALU)

Mr. EHINGER. Thank you, Mr. Chairman. Mr. Chairman, Rank-
ing Member Waters, and members of the subcommittee, I am Ken
Ehinger, president and chief executive officer of M Holdings Securi-
ties. I am testifying today on behalf of the Association for Advanced
Life Underwriting. AALU appreciates the opportunity you have
given us to testify on the important issues raised by the Dodd-
Frank 913 and 914 studies.

Based upon my experience and more than 3 decades in the secu-
rities and insurance business, I can tell you that a standard of care
for financial professionals that sounds good in theory may fail in
practice if it is vague and amorphous and provides no guideposts
for compliance. And a fiduciary duty offers little protection if regu-
lators do not have the tools and resources to effectively oversee the
financial professionals who are subject to it.

AALU does not support the SEC staff recommendation in the 913
study that broker-dealers be subject to the legal standard of care
under the Investment Advisers Act. We believe SEC Commis-
sioners Casey and Paredes got it right when they said that the
study provided no empirical evidence or data that such a change
would improve investor protection. We also agree with their conclu-
sion that the study failed to assess the costs and impact of a
change as required by Dodd-Frank, including the risk that such a
change would reduce investor access to products and services and
increase costs.

The need for empirical basis and rigorous cost-benefit analysis in
SEC rulemaking is critical, particularly in view of the SEC’s recent
experiences with rulemaking challenges in the D.C. Court of Ap-
peals. It is in the interests of all of us who are regulated by the
Commission to have a strong and respected regulator to police our
markets and to instill and enhance investor confidence. The full
committee will be holding a hearing on these broader issues 2 days
from now. We want to add our voice to those who are saying that
the Commission, with its limited resources, simply has to focus on
the most critical issues at hand.

With respect to the SEC’s priorities, let me say that Chairman
Bachus, Chairman Garrett, and members of this committee are
performing an important service for investors in focusing on the
need to substantially increase SEC inspections of investment advis-
ers potentially through a self-regulatory organization such as
FINRA.

AALU members are licensed life insurance professionals. Many
are licensed in multiple States. Most AALU members are reg-
istered representatives of SEC- and FINRA-registered broker-deal-
ers and/or investment adviser representatives of SEC-registered
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advisers. Our members are subject to multiple layers of Federal
and State regulation.

The variable insurance products our members sell give customers
investment choices and an insurance guarantee, which has been
recognized as even more important in recent years of volatility. It
is the sale of these products that triggers broker-dealer registration
and SEC, FINRA, and State securities regulation and oversight for
insurance producers. In fact, the regulatory requirements for vari-
able insurance products are far more detailed and rigorous than
anything that exists in the regulation of investment advisers.

Although AALU’s submission to the SEC on the 913 study ex-
plained the regulation of variable insurance products in great de-
tail, the SEC staff did not acknowledge this anywhere in its study.
This concerns us because the range and features of products such
as variable life and variable annuities make it difficult to deter-
mine which product is best, and a best interest standard almost
certainly would lead to increased litigation. Determining what is
best would be highly subjective, opening up producers to second-
guessing, often years after the sale of a product.

The SEC staff's recommendation for a uniform fiduciary duty
rests almost entirely on a 2008 RAND Report finding investor con-
fusion over the legal duties that apply to financial professionals.
That same report also found that investors were satisfied with
their own financial service providers. This points to the need for
more effective disclosures and investor education, not the need for
wholesale changes in the legal standards.

The regulatory and oversight regime for broker-dealers is supe-
rior to the regulation of investment advisers. If any changes are to
be made to enhance investor protection, priority should be given to
bringing adviser regulation up to the level for broker-dealers.

Let me close by saying that life insurance enables individuals
and families from all economic brackets to maintain independence
in the face of financial catastrophe. The life insurance industry,
through permanent life insurance and annuities, provides 20 per-
cent of America’s long-term savings. Two out of three families, that
is 75 million families, count on the important financial security
that life insurance products provide. Therefore, any proposed
change in regulation that could limit consumer choices and access
to these critical protection and savings vehicles should meet a high
burden with respect to the need for the changes.

Thank you for the opportunity to testify in this important hear-
ing. AALU looks forward to continuing to work with you on these
critical issues.

[The prepared statement of Mr. Ehinger can be found on page 67
of the appendix.]

Mr. SCHWEIKERT. Thank you.

Terry Headley, president of National Association of Financial
and Insurance Advisors.

STATEMENT OF TERRY HEADLEY, PRESIDENT, NATIONAL AS-
SOCIATION OF INSURANCE AND FINANCIAL ADVISORS
(NAIFA)

Mr. HEADLEY. Thank you, and good morning, Mr. Chairman,
Ranking Member Waters, and members of the subcommittee. My
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name is Terry Headley, and I am the president of the National As-
sociation of Insurance and Financial Advisors. For 38 years, I have
been an insurance licensed agent, financial adviser, registered rep-
resentative, and an investment adviser representative. I greatly ap-
preciate the opportunity to share with you NAIFA’s views on the
regulation and oversight of broker-dealers and investment advisers.

I will focus on two issues. First, the imposition of a fiduciary
standard of care on broker-dealers, and secondly, the creation of an
SRO for investment advisers.

Like most of my NAIFA colleagues, I have spent my career help-
ing Main Street investors achieve their financial goals by providing
affordable financial services for middle-class investors. Virtually all
NAIFA members sell life insurance. Two-thirds of us are also
broker-dealer registered representatives, selling primarily mutual
funds and annuities, and, like me, about 40 percent of the reg-
istered representatives are also investment adviser representatives.
Many of us provide retirement planning services as well. NAIFA
members are largely small business owners serving the middle
class. The majority of our clients have household incomes under
$100,000, and a sizable percentage have less than $50,000 invested
in the financial markets.

The SEC has said they will oppose a single uniform fiduciary
standard of care on broker-dealers and investment advisers. At the
same time, the Department of Labor is promulgating its own rule,
expanding the fiduciary standard. The DOL’s rule, however, is dif-
ferent from the approach required under Dodd-Frank. As a result,
we can see two different agencies with two different fiduciary
standards serving two different purposes.

We are deeply concerned about the impact these rules could have
on our ability to serve middle-market clients. If, as the SEC study
concludes, consumers are indeed confused, I can guarantee you
that the confusion will only multiply if the rules are not properly
constructed. NAIFA supports clarification to address client confu-
sion, to ensure that clients understand the different rules and busi-
ness models of investment advisers and broker-dealers, but simply
applying the 1940 Investment Advisers Act standard to broker-
dealers in a one-size-fits-all manner would negatively impact prod-
uct access, product choice, and affordability of services for con-
sumers who need them the most.

NAIFA has collected industry data over the past year showing
that if compliance costs and liabilities increase, many NAIFA mem-
bers would be forced to discontinue providing services to middle-
class clients. Middle-class investors must be able to obtain person-
alized financial advice so they can plan adequately for their fu-
tures.

The SEC study unduly discounts the risk that additional regu-
latory burdens could result in middle-class investors having fewer
financial advisers from which to choose.

If the Commission imposes a uniform fiduciary duty, it must:
one, incorporate the Dodd-Frank exceptions providing that broker-
dealer commission compensation and the sale of proprietary prod-
ucts would not inherently violate a possible uniform standard; two,
account for the unique attributes of the broker-dealer business
model; three, provide new guidance documents for the industry;
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and four, be sufficiently clear and comprehensible so broker-dealers
can adjust their business practices with minimal disruption.

Finally, I would like to mention our belief and official policy deci-
sion that FINRA should serve as the self-regulatory organization to
conduct periodic examinations of SEC-registered investment advis-
ers. It is clear to us that would be the most efficient and cost-effec-
tive approach to regulating the examination of investment advisers.

Although we have not had time to fully analyze the bill, we be-
lieve that the draft legislation that would establish an application
and registration process for national investment adviser associa-
tions moves in the right direction and provides a useful basis for
further discussion and consideration. We look forward to working
with the subcommittee on this important matter.

In conclusion, thank you for the opportunity to share our views
with you today that we deem critical to ensuring all investors are
both protected and have access to competent financial advice and
services. We welcome the opportunity to assist you in any way that
we can. Thank you.

[The prepared statement of Mr. Headley can be found on page 80
of the appendix.]

Mr. SCHWEIKERT. Thank you.

Steven D. Irwin, commissioner, Pennsylvania Securities Commis-
sion, on behalf of the North American Securities Administrators
Association.

STATEMENT OF STEVEN D. IRWIN, PENNSYLVANIA SECURI-
TIES COMMISSIONER, ON BEHALF OF THE NORTH AMER-
ICAN SECURITIES ADMINISTRATORS ASSOCIATION, INC.
(NASAA)

Mr. IRWIN. Congressman Schweikert, Ranking Member Waters,
and members of the subcommittee, I am Steve Irwin, chairman of
the Federal Legislative Committee of the North American Securi-
ties Administrators Association, or NASAA.

At this moment, securities regulators from nearly all 50 States
are in Kansas celebrating the 100th anniversary of our Nation’s
first Blue Sky Law. For a century, State securities regulators have
combated fraud against mainstream investors, especially those less
able to protect their own interests. In 2010 alone, State securities
regulators conducted more than 7,000 investigations, leading to
nearly 3,500 enforcement actions, including 1,100 criminal actions.
Last year, 3,200 licenses of brokers and investment advisers were
withdrawn, denied, revoked, suspended or conditioned by the
States. Since 2004, State regulators have secured convictions with
prison sentences of nearly 6,000 years.

Traditionally, State securities regulators have pursued perpetra-
tors trying to defraud mom-and-pop investors locally, but this does
not mean that States do not also play a vital role in shutting down
many more complex schemes involving national markets. State in-
vestigation of violations on a national level have forced, for exam-
ple, Wall Street to correct rampant conflicts of interest among stock
analysts, illegal late trading, and market timing in mutual funds.
Most recently, State regulators returned to investors $61 billion
stuck in illiquid auction rate securities.
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Today’s hearing is intended to review the Dodd-Frank Section
914 study and consider steps to improve the oversight of SEC-reg-
istered investment advisers. Mr. Chairman, it is important to note
that the Section 914 study considered only the question of federally
regulated investment advisers. The study did not consider or make
any recommendations regarding State-regulated IAs. Currently,
the States are the sole regulators of investment advisers with less
than $25 million in assets under management. In mid-2012, this
will increase to $200 million. NASAA would vigorously oppose the
creation of any self-regulatory organization for these State-regu-
lated investment advisers and their associated persons.

Oversight of investment advisers should remain a government
responsibility. Investment adviser regulations should continue to
reside with State and Federal Governments, which must zealously
carry out their mandates. Government regulators bring to the table
decades of unmatched experience. We see little benefit in con-
structing a new layer of bureaucracy with its incumbent expense.
If the goal is strengthening investor protection through improved
oversight of SEC regulated investment advisers, then the fastest
route is to ensure that Federal regulators have the resources that
they need.

Numerous issues must be resolved before establishing an SRO
for SEC-registered investment advisers. The discussion draft would
require small and midsized firms to register with a new investment
adviser SRO. Such advisers usually operate in a single State. Shift-
ing such regulation to a central office would subject these small
businesses to redundant regulation and add unnecessary costs to
support the new organization. As the local cops on the beat, the
States are best positioned to be the primary regulator for small and
midsized firms. When it restored State authority over these firms
last year, Congress recognized we are more likely to visit their of-
fices across America than the SEC or an organization
headquartered in New York or Washington.

The current securities industry SRO model is replete with con-
flicts of interest. Industry representatives serve on the SRO’s board
and occupy other positions of prominence within the organization.
Premised on self-rule, they are primarily accountable to their mem-
bers, not the investing public. As the 914 study observed, any SRO
that depends on its members for funding is highly susceptible to in-
dustry capture.

Sharing information among State and Federal regulators is es-
sential to protecting investors, but the State or government actor
doctrine has become a barrier to collaboration and cooperation
under the SRO model. Any increased—FINRA has pointed to the
doctrine as a reason to refuse State regulators’ requests for inves-
tigatory cooperation. The present SRO model is flawed, and Con-
gress should not consider expanding it until it is fixed. This may
require addressing the State actor issue by statute to ensure it no
longer is an impediment to swift, aggressive, and efficient enforce-
ment.

An SRO further hobbles investor protection by its lack of trans-
parency. Unlike the States and the SEC, subject to FOIA, FINRA
can and does filter regulatory records, which may deprive the pub-
lic of information pertinent to their investment decisions. SROs
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cannot claim the accountability of State regulators answerable to
the elected officials who appoint them, nor can SROs duplicate
State regulators’ proximity to their constituents and familiarity
with the investment advisers they routinely license and examine.
To the extent an SRO may be federally designated, government
must check it.

In view of the SRO’s role in the government and securities mar-
kets today, it is critical that the SEC exercise robust oversight. Any
increased SRO role with respect to federally covered advisers can-
not displace State laws. The notion that State law might one day
be preempted by administrative rules issued by a private corpora-
tion is unconscionable. Preemption occurring because of industry
self-made rules would undermine basic tenets of Federalism and
the democratic values from which regulation derives legitimacy.

Thank you, Mr. Chairman.

Wait, one more thing. The subcommittee also considers today
whether the SEC should apply the same duty of care to broker-
dealers and investment advisers. Financial professionals who pro-
vide personalized investment advice to retail investors should be
held to the fiduciary duty under the Investment Advisers Act of
1940. Ninety-seven percent of those surveyed believe financial pro-
fessionals should put the investors’ interests before their own and
disclose up front any fees, commissions or conflicts of interest. Any
minimal increase in compliance costs will be outweighed by the di-
rect benefit to investors, who expect and deserve to have their in-
terests come first.

It is an honor to work beside State securities regulators from
throughout North America. On a mission to protect investors, they
stepped up to fill the gap in the regulation of investment advisers.

Thank you, Mr. Chairman, Ranking Member Waters, and mem-
bers of the committee for the opportunity to work with you toward
restoring trust on Main Street in our capital markets. Rest assured
that we are all innovating, being strategic, and maximizing all
available resources to get the job done.

[The prepared statement of Mr. Irwin can be found on page 89
of the appendix.]

Mr. SCHWEIKERT. Thank you.

Richard Ketchum, chairman, chief executive officer, Financial In-
dustry Regulatory Authority. Mr. Ketchum.

STATEMENT OF RICHARD G. KETCHUM, CHAIRMAN AND
CHIEF EXECUTIVE OFFICER, FINANCIAL INDUSTRY REGU-
LATORY AUTHORITY (FINRA)

Mr. KeErcHUM. Thank you, Mr. Chairman, Ranking Member
Waters, Chairman Bachus, and members of the subcommittee. As
you note, I am Richard Ketchum, chairman and CEO of the Finan-
cial Industry Regulatory Authority, or FINRA. On behalf of FINRA,
I would like to thank you for the opportunity to testify today. I will
just note from the earlier statement, I feel very much today and
every day as accountable to this subcommittee.

The issue being discussed today, the oversight of investment ad-
visers and broker-dealers, is a critical one for investors, and I
strongly believe that significant improvements are needed if inves-
tors are to receive the protections that they deserve. Increasing
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numbers of retail investors are seeking the advice of financial pro-
fessionals, both brokers and investment advisers. At one time,
these two businesses were distinct and separate, but today in many
ways they have converged. Nevertheless, the regulation of invest-
ment advisers and broker-dealers remains quite different. The two
industries are subject to different standards of conduct and very
different levels of oversight and enforcement.

FINRA believes that the standard of care on both channels
should be a fiduciary standard for the provision of personalized in-
vestment advice to retail customers. We have found under the
present broker-dealer regime that too often regulators have been
forced to respond issue by issue or violation by violation rather
than addressing problems more broadly and prospectively. Extend-
ing a fiduciary duty to all professionals providing individualized ad-
vice to retail customers should, of course, be done carefully in a
way that provides interpretive guidance as to the application of
such a duty to the variety of broker-dealer business models that
currently exist.

Harmonization of the standard of care is an important first step;
however, just as critical is a consistent oversight regime to ensure
investors of being properly protected. Compliance with the fidu-
ciary standard must be regularly and vigorously examined and en-
forced to ensure the protection of investors. The SEC study on in-
vestment adviser exams concludes that the agency will not have
sufficient capacity in the near or long term to conduct effective ex-
aminations of registered investment advisers with adequate fre-
quency.

The SEC oversees more than 11,000 investment advisers, but in
2010 conducted only 1,083 exams of those firms due to the lack of
resources. As such, the average registered adviser could expect to
be examined less than once every 11 years.

While the Commission examines only about 9 percent of invest-
ment advisers each year, 55 percent of broker-dealers are examined
each year by the SEC and FINRA. The SEC has estimated that it
would need to double the number of examiners to increase the fre-
quency of adviser exams to even 20 percent.

The gap in investment adviser oversight is a significant void and
should be addressed as quickly as possible. Providing the SEC au-
thority to designate one or more SROs for investment advisers sub-
ject to Commission oversight is the most practical and efficient way
to address this problem. Chairman Bachus’ draft legislation cir-
culated for this hearing would establish that authority and set a
framework of requirements for any entities that would be des-
ignated as adviser SROs.

The draft is a thoughtful approach to addressing the critical need
for increased adviser oversight. The draft ensures that an adviser
SRO would do regular examinations of members and their associ-
ated persons, while not imposing burdens on advisers that are not
necessary or appropriate. The draft sets out criteria for governance
that would require a majority of public representatives on any
SRO’s board, and that members of the investment industry would
be allocated a number of the remaining seats.

Another significant issue is the scope of authority of any invest-
ment adviser SRO. Any adviser SRO should have authority to ex-
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amine for and enforce compliance with the Investment Advisers
Act, the rules under that Act, and its own rules. We believe that
the primary regulatory structure for advisers should remain the fi-
duciary standard incorporated in the Advisers Act and related SEC
rulemaking and interpretations. Adviser SROs should have limited
rulemaking authority, but the extent of that authority should be a
matter for Congress and the SEC to determine.

The discussion draft addresses these issues, establishes a high
standard for SEC approval of SROs in the adviser area, and a re-
quirement for consultation with the SEC in developing an examina-
tion program for investment advisers. We support this approach.

The SEC and State regulators play vital roles in overseeing both
broker-dealers and investment advisers, and they should continue
always to do so. FINRA has worked alongside both in overseeing
broker-dealers, making hundreds of referrals at both the Federal
and State level, and providing information in response to numerous
requests each year. The problem at issue today is not about coordi-
nation among regulators, but about ensuring oversight where oth-
erwise there is not acceptable coverage.

Investor protection demands that more resources be dedicated to
regular and rigorous examination and day-to-day oversight of in-
vestment advisers. SROs can help fill an untenable gap in the pro-
tection of investment advisory clients. FINRA is committed to
working closely with other regulators and this subcommittee as you
consider how best to address the lack of examination resources for
investment advisers.

I appreciate the opportunity to testify today and I will be happy
to answer any questions you may have.

[The prepared statement of Mr. Ketchum can be found on page
101 of the appendix.]

Chairman GARRETT. Ms. Roper, you are recognized.

STATEMENT OF BARBARA ROPER, DIRECTOR OF INVESTOR
PROTECTION, CONSUMER FEDERATION OF AMERICA (CFA)

Ms. ROPER. Thank you, Chairman Garrett, Ranking Member
Waters, Chairman Bachus, and members of the subcommittee.

I am Barbara Roper, director of investor protection for the Con-
sumer Federation of America. I appreciate the opportunity to ap-
pear before you today to talk about a topic that has been a priority
for CFA for a quarter century, improving protections for investors
in their dealings with brokers and investment advisers.

The policies advocated in the two SEC studies that are the sub-
ject of this hearing have the potential to plug two significant gaps
that put retail investors at risk: the fact that brokers are allowed
to market themselves as advisers and offer extensive advisory serv-
ices without having to act in their customers’ best interest; and the
fact that investment advisers are subject to inadequate regulatory
oversight. My written testimony deals with both topics.

While both are priorities, I am going to focus on the standard of
care issue in my oral statement since, of the two, we believe it has
the greater potential to increase investor protection.

In the Section 913 study, the Securities and Exchange Commis-
sion has proposed an approach for imposing a fiduciary duty on
brokers when they give personalized investment advice to retail in-
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vestors that has won praise, on the one hand, from investor advo-
cates, State securities regulators, and others who have long advo-
cated for a broker-dealer fiduciary duty and, on the other hand, has
won praise from the likes of SIFMA and FSI who long resisted
such an approach.

It has earned the support of the first group by pledging that the
existing standard of protection under the Investment Advisers Act
would not be weakened. It has earned the praise of the second
group by proposing an approach that would preserve the broker-
dealer business model by ensuring that brokers would remain free
to charge commissions, to sell proprietary products, to sell from a
limited menu of products, to engage in principal trading, and to
offer transaction-based recommendations.

If the Commission moves forward with a rulemaking along these
lines, the result for investors would be the best of both worlds.
They would retain their ability to choose whether they want ongo-
ing account management or transaction-based recommendations,
whether they want to pay through fees or through commissions.
But they would be able to make that choice without giving up their
right to recommendations that are in their best interest; and they
could expect to see their costs drop, not rise, if brokers had to take
costs into account in making their recommendations.

Some, including some members of this subcommittee, have sug-
gested that the Commission hasn’t adequately demonstrated the
need to raise the standard. But here is what we know: We know
that investors can’t tell brokers from investment advisers. Indeed,
they cannot tell whether their own financial professional is a
broker or adviser, even after the differences have been explained
to them. And we know this confusion cannot be disclosed away.

We know that investors do not understand that brokers and in-
vestment advisers are subject to different legal standards when
they perform the same functions, and we know that investors ex-
pect that anyone who is providing them with investment advice
will be acting in their best interest. As a result, we know that in-
vestors are simply not able to make an informed choice among pro-
viders on whom they rely for recommendations; and they are not
sufficiently on their guard when dealing with so-called financial ad-
visers who are really just selling products.

Some continue to maintain, however, that the SEC has not done
enough to demonstrate that investors are being harmed. And it is
true that the Section 913 study does not provide extensive evidence
of that harm, something that we had advocated that the SEC do.
But the simple truth is that investors pay significant excess costs
and lose out on important long-term benefits as a result of conduct
that is permissible under the suitability standard but not under a
fiduciary duty.

Take, for example, the investor who is purchasing a variable an-
nuity with a guaranteed living benefit. As long as that is a suitable
investment in light of the investor’s circumstance, the broker sell-
ing the annuity is free to select one that offers him the biggest pay-
check. He doesn’t even have to check to see if another variable an-
nuity would offer the investor a better deal, let alone whether a dif-
ferent investment strategy might be in the investor’s best interest.
But the difference can amount to thousands of dollars a year in in-



21

come for investors and tens of thousands of dollars over the life-
time of the investment. The investor who is sold the inferior prod-
uct will likely never know that he or she has been had. But a cou-
ple of thousand dollars of income is real money to middle-income
investors, money they cannot afford to sacrifice just so the broker
can enjoy a more profitable payday.

A well-enforced fiduciary duty would change that, not by impos-
ing an unrealistic requirement that the broker consider every prod-
uct available in the market, not by requiring brokers to give up
their expectation of reasonable pay for their services, but by requir-
ing the broker to have a reasonable basis for believing that, among
the products he has to sell, the one he recommended is, in fact, the
one that is best for that investor. And if product sponsors had to
start competing based on benefits to investors, rather than com-
pensation to the broker, the change could be truly revolutionary.

The kind of harm that occurs when advice is offered under a
sales standard isn’t always dramatic and it isn’t easy to quantify.
But for the average investors whose retirement security is put at
risk, it more than justifies the long-overdue rulemaking to subject
brokers to the same standards all other advisers live under when
they offer personalized investment advice.

The Commission has pledged to gather additional data before
moving forward on a rulemaking. We urge members of this com-
mittee to support, rather than impede, those efforts.

Thank you.

[The prepared statement of Ms. Roper can be found on page 109
of the appendix.]

Chairman GARRETT. Thank you.

Mr. Taft, you are recognized.

STATEMENT OF JOHN TAFT, CHAIRMAN, THE SECURITIES
INDUSTRY AND FINANCIAL MARKETS ASSOCIATION (SIFMA)

Mr. TAFT. Good morning, Chairman Garrett, Ranking Member
Waters, Chairman Bachus, and members of the subcommittee.

I am the chairman of the Securities Industry and Financial Mar-
kets Association, and CEO of RBC U.S. Wealth Management,
which has over 2,000 financial advisers serving 800,000 client ac-
counts. Thank you for the opportunity to testify.

Today, I will present SIFMA’s views in support of establishing a
uniform fiduciary standard for brokers and advisers and ensuring
uniform examination of that standard. We believe that such a
standard is consistent with the current best practices in our indus-
try, and we hope it will ultimately result in a heightened industry
focused on serving the best interests of retail customers.

Our support, however, is premised on achieving this standard in
a manner that protects investor choice, protects investors, is cost-
effective, is business model neutral, and avoids regulatory duplica-
tion or conflict. The development of such a standard is a complex
undertaking that must be well thought out, reflect both the statute
and congressional intent, and reflect the thorough cost-benefit anal-
ysis.

Further, it is our strong view that the Department of Labor’s ex-
pansive new proposed definition of fiduciary under ERISA directly
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conflicts with Section 913. Unless DOL reproposes, their proposal
will result in decreased investor choice and increased investor cost.

That said, Congress explicitly intended for the SEC to craft a
uniform fiduciary standard that not only protects investors but also
preserves investor choice and access to cost-effective financial prod-
ucts and services. The standard must also be adaptable to the sub-
stantially different operating models of broker-dealers and invest-
ment advisers.

Section 913 of Dodd-Frank requires that the uniform fiduciary
standard be no less stringent than the general fiduciary duty ap-
plied by the Advisers Act. However, the plain language of Dodd-
Frank, together with its legislative history, makes clear that the no
less stringent language does not require the SEC to impose the Ad-
visers Act on broker-dealers. If the SEC did so, it would negatively
affect client choice, product access, and affordability of customer
services. By definition, such a move would not be in the best inter-
ests of retail customers.

The general fiduciary duty implied under the Advisers Act also
provides incompatible and insufficient guidance for broker-dealers
on how to manage, disclose or, where necessary, obtain consents to
potential conflicts of interest. Imposing the Advisers Act standard
would also be problematic for broker-dealers from a commercial,
legal, compliance, and supervisory perspective, thereby undercut-
ting the SEC’s intent to take a business model-neutral approach.

Under our proposed framework, the general fiduciary duty im-
plied under the Advisers Act would be newly articulated through
SEC rulemaking under the Advisers Act and parallel, consistent,
and equally stringent rulemaking under the Exchange Act which
governs broker-dealers. The SEC would also issue rules and guid-
ance to provide the structure and detail necessary to enable broker-
dealers to apply the standard to their distinct operating models.

We continue to urge the SEC to newly articulate a uniform fidu-
ciary standard rather than attempt to overlay the Advisers Act,
which would result in significant negative effects for investor pro-
tection and choice.

The DOL’s fiduciary proposal conflicts with Section 913 and with
SEC efforts to implement Section 913 and could subject brokers
and advisers to multiple and conflicting regimes when dealing with
retail customers. The DOL proposal also suffers from inadequate
cost-benefit analysis, particularly with respect to retirement plans
and IRAs and the impact on retirement savings. We strongly be-
lieve that the DOL proposal should be withdrawn and reproposed.

In conclusion, if we succeed in establishing a uniform fiduciary
standard, avoiding an Advisers Act overlay and removing conflicts
with a DOL proposal, what next? That is a central question raised
by Section 914 of Dodd-Frank, which required the SEC to review
the need for enhanced examination of advisers.

The SEC’s Section 914 study recommends three options. We be-
lieve that the third option, the SRO option, is the most practical
and prudent. Oversight of broker-dealers is bolstered by the exam-
ination activities of SROs like FINRA, particularly with respect to
conduct directed towards retail customers. Consistent with estab-
lishing a uniform fiduciary standard, we ought to hold brokers and
advisers to that same standard through uniform examination. Our
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SRO recommendation, however, does not extend to institutional ad-
visers, and we would not support legislation that extends SRO
oversight to institutional investors.

Thank you, Chairman Garrett, and members of the sub-
committee for allowing me to present SIFMA’s views on these criti-
cally important topics.

[The prepared statement of Mr. Taft can be found on page 139
of the appendix.]

Chairman GARRETT. Thank you, Mr. Taft.

Mr. Tittsworth, you are recognized for 5 minutes.

STATEMENT OF DAVID G. TITTSWORTH, EXECUTIVE DIREC-
TOR AND EXECUTIVE VICE PRESIDENT, INVESTMENT AD-
VISER ASSOCIATION (IAA)

Mr. TrTTswWORTH. Chairman Garrett, Ranking Member Waters,
Chairman Bachus, thank you very much for the opportunity to be
here today.

The Investment Adviser Association represents SEC-registered
investment advisory firms. Our members serve a wide range of cli-
ents including individuals, trusts, and families, as well as institu-
tions such as endowments, charities, foundations, State and local
governments, pension funds, mutual funds, and hedge funds.

Today, there are about 11,500 SEC-registered advisers. Most of
these are small businesses. More than two-thirds employ fewer
than 10 employees, and more than 90 percent employ fewer than
50 employees. Our members engage in a wide range of advisory ac-
tivities and investment strategies on behalf of their clients. They
perform a critical role in helping investors achieve their financial
goals.

Our written statement addresses a number of issues relating to
SEC studies required under Sections 913 and 914 of the Dodd-
Frank Act. I would like to highlight a few key points about each.

With respect to the Section 913 report, we support the rec-
ommendation urging the SEC to propose rules or guidance pro-
viding for a uniform fiduciary standard for investment advisers and
broker-dealers when they provide personalized investment advice
to retail clients.

Having said that, we have emphasized two core concerns. First,
we have urged the SEC not to weaken or water down the Advisers
Act fiduciary standard. This duty is well established. It has been
consistently interpreted for decades by the SEC and the courts.
One of the greatest strengths of the Federal standard is its
breadth. It provides the highest level of protection for investors
while remaining dynamic and relevant in changing business and
market conditions.

Second, we note that the range in which broker and adviser ac-
tivities overlap is actually relatively narrow. Thus, it would be in-
appropriate for the SEC to import the entire sales-based broker-
dealer regime on investment advisers or, vice versa, to impose Ad-
visers Act rules on the nonadvisory activities of broker-dealers.

With respect to the Section 914 report, we support regulation
and oversight by the SEC, a single governmental regulator ac-
countable to the Congress and the public that has investor protec-
tion as its paramount mission. We strongly oppose the creation of
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a private regulator for the advisory profession. Many other organi-
zations agree with this position. We note that several reports, in-
cluding one by the U.S. Chamber of Commerce, have cataloged
drawbacks, costs, and inefficiencies of the private regulatory model
and FINRA, in particular. I would also note that other countries
with mature markets have completely discarded or are trending
away from the private regulatory model.

We have reviewed the discussion draft legislation that would re-
quire most investment advisers to belong to a private regulator. We
do }11‘101: believe this is the best approach to enhance adviser over-
sight.

The draft legislation is clearly based on current laws governing
FINRA and would subject thousands of advisory firms, including
most small businesses, to broad rulemaking and inspection author-
ity by a private regulator, in all likelihood FINRA. Many concerns
have been documented about FINRA, including its lack of account-
ability, lack of transparency, its questionable track record, exces-
sive costs, and its bias favoring the broker-dealer regulatory model.
FINRA’s budget and governance are not subject to direct oversight
by the SEC or by Congress. It lacks the expertise to regulate in-
vestment advisers. It is not subject to statutory safeguards, such as
the Freedom of Information Act. It is not required to conduct a
cost-benefit analysis before imposing its rules.

On the other hand, the SEC’s budget is directly accountable to
Congress. It has developed the expertise to regulate investment ad-
visers over many decades; and the SEC is subject to numerous
statutory requirements before it can impose its rules, including the
consideration of costs and benefits.

As an alternative, we respectfully urge the subcommittee to con-
sider legislation authorizing investment adviser user fees. We
would be pleased to assist in this effort, as outlined in our written
statement.

Again, thank you for the opportunity to appear today. I would be
happy to answer any questions.

[The prepared statement of Mr. Tittsworth can be found on page
229 of the appendix.]

Chairman GARRETT. Great. Thank you very much for your testi-
mony, and thank you to the entire panel for being here for the last
hour-and-a-half now.

I recognize myself for the first 5 minutes of questions, and I
guess I will begin my questions where I began my opening state-
ment.

In my opening statement I said that it would seem incumbent
upon an agency such as the SEC that before they consider and pro-
mulgate regulations or rules that—as Mr. Tittsworth was just say-
ing—they do a cost-benefit analysis. And that would indicate then,
while you do that, do you actually have a problem that you are try-
ing to solve with the regulations that you are going to eventually
promulgate?

My question—and I will throw it out maybe to Ms. Roper first
for an answer. But to the entire panel, do we have anything other
than what I will say is anecdotal examples? We didn’t get it in the
SEC study, as we pointed out. But do we have anything other than
just the anecdotal examples—hard, factual data to show that the
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suitability standard is disserving to those seeking advice from
broker-dealers?

Ms. ROPER. First, let me say I agree that the SEC’s 913 study
does not provide that evidence. In our comment to the agency at
the outset of this study, we outlined a number of areas where we
thought they could pursue that evidence. It is not there. It is not
that you can’t get it, but it is not there.

We know that, for example, the single factor that most deter-
mines investors’ long-term performance is cost. It is not addressed
under a suitability standard and is addressed under a fiduciary
duty. There is evidence that could be collected and should be col-
lected that would support the rulemaking. The SEC has a study
team in place. They say they are going to collect that data. We be-
lieve it is a realizable task.

Chairman GARRETT. Would anyone else like to comment on that?

The basic question, is there actual data out there that the SEC
should have had or that we should have that can make that come
to that conclusion one way or the other? Are there studies or data?

Mr. EHINGER. I don’t believe there is data that supports that in-
formation. I think that gets to the core of the question of what is
the problem we are working to solve. Because in my statement,
while there are differences in how broker-dealers and investor ad-
visers are examined and regulated, in my opinion, in my experi-
ence, the broker-dealer model is much more robust.

Chairman GARRETT. For anyone else, is there any data that is
out there with regard to—not anecdotal—but how the customers
actually feel about the service they are getting? Is there any data
out there with regard to not just the feeling but actually their level
of satisfaction under the current regime, the current methodology
that we have right now?

Ms. ROPER. Yes. There is survey data that clearly shows inves-
tors are satisfied with the service they receive. If they are not in-
formed, they can’t tell you whether they are dealing with a broker
or an adviser. They don’t know the basic things they would need
to know if they were being disserved.

Chairman GARRETT. So, in other words, they don’t know that
they are being disserved?

Ms. ROPER. Absolutely. If they don’t know that another product
offers much better benefits than the one they were sold, why
should they be dissatisfied? If they don’t know they are losing tens
of thousands of dollars over the lifetime of an investment because
they are paying excess costs, why would they be dissatisfied?

Mr. TrTTSWORTH. Mr. Chairman, I would just note that the SEC
will have to submit a cost-benefit analysis if it has a rulemaking.
I know you and other members of the subcommittee have urged
them to do that. And there has been a recent court decision. As I
am sure you are aware, they can be taken to court if their cost-
benefit analysis is not robust or effective enough.

Chairman GARRETT. And on that last point, just for the whole
panel, is there anyone who disagrees with the idea that before the
SEC promulgates these regulations, there should be an effective
cost-benefit analysis? Does anyone disagree with that?

Mr. TrrTswORTH. No. We agree with that.
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Mr. IRWIN. Chairman Garrett, I don’t think we need to wait. We
can’t afford to wait. We, in Pennsylvania, do approximately 300
events in libraries and at fairs and others, talking to investors on
the local level. And they need to have the confidence to come back
into the markets. We really see that every day.

If we take the position that what they don’t know won’t hurt
them—it is like buying a car. Did you get a good deal or did you
not get a good deal? When you find out afterwards you got a bad
deal and really feel bad about it, you are paying more every month.
That is what we are risking.

Chairman GARRETT. Mr. Ketchum, just a comment with regard
to Mr. Tittsworth’s comment. Your organization promulgates lots of
regulations. Do you do a cost-benefit analysis?

Mr. KETCHUM. We operate from a cost-benefit analysis in a vari-
ety of ways. I believe anytime any issues are raised in our com-
melznt process, we do an analysis of the cost and the benefits of the
rule.

So, unlike the Federal Government, we first have representatives
of the industry and industry committees and on our board who
have a direct opportunity to raise any concerns from a cost stand-
point. We then put out any nonadministrative rule we are pro-
posing, unless it is an emergency, out to all constituents, including
members but also to constituents of all sorts, to provide comments
before we even provide it to the SEC. Our responsibility at the time
we provide it to the SEC is to provide a response to comments, in-
cluding any concerns with respect to costs at that time. Then, after
thel SEC evaluates, they come back to us and ask for additional de-
tails.

So, yes, I believe anytime anyone in the industry or anywhere
else has a concern with respect to cost, we are always required to
address this.

Chairman GARRETT. Since my time is up, I will let Mr.
Tittsworth have the final word on that.

Mr. TITTSWORTH. I appreciate that, Mr. Chairman.

Just to say briefly, they may consider some costs and benefits at
FINRA, but, as a legal matter, it is not required. And if somebody
brought a lawsuit, as the U.S. Chamber of Commerce did recently
with the SEC, there is no law that would require FINRA rules to
have that cost-benefit analysis. And I don’t think you would have
the same result.

Chairman GARRETT. I thank both gentlemen for their state-
ments.

The gentlelady is recognized for 5 minutes.

Ms. WATERS. Thank you very much, Mr. Chairman.

Ms. Roper, you state in your testimony that the most vocal critics
of the SEC Section 913 study have been insurance broker-dealers
because their sale of variable annuities would come under the
heightened standard of care. Do you believe that variable annuities
require a heightened standard of care? And if so, why?

Ms. ROPER. I do believe so, yes. And I am not alone in that.
Award-winning financial writer Liz Pulliam Weston has called
them the worst retirement investment you can make. They have
been called the most oversold, overhyped, least-understood invest-
ment products. And it is estimated by one industry observer that
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at least $25 billion a year in investor excess costs are siphoned
from vulnerable investors to the insurance industry and their sales
force through the sale of variable annuities. We believe that an ef-
fectively implemented fiduciary duty has more potential to offer in
this one area than in virtually any other area subject of broker-
dealer conduct.

Ms. WATERS. Thank you very much.

Mr. EHINGER. Congresswoman Waters, may I make a statement,
please?

Ms. WATERS. Yes, you may.

Mr. EHINGER. I would just like to add that variable annuities, as
Ms. Roper points out, are a substantial and important retirement
savings vehicle for millions of Americans and also that the con-
cerns and some of the issues that have been raised over time about
some of the sales practices have been very directly and deliberately
and I think in a very detailed fashion addressed by FINRA and
specifically in rule 2330, giving us in the broker-dealer community
the ability to not only know specifically what are the actions, what
are the reviews that we should take, but providing that guidance
very directly—

Ms. WATERS. Thank you very much.

I want to understand FINRA. I understand that FINRA main-
tains a large investment portfolio. What do they invest in and how
do they control for inherent conflicts of interest that arise from in-
vesting with broker-dealers when they regulate broker-dealers?
Can you help me understand that?

Mr. KETCHUM. Sure. That is a great question, Ranking Member
Waters.

First, we have a substantial investment portfolio, which allows
us to defray some of our costs of regulation. Because we formerly
had responsibility for the NASDAQ stock market, and through the
spinning off of NASDAQ—we do have a substantial investment
portfolio as a result of the spin-off of the NASDAQ stock market
which our predecessor organization, the NASD, formerly owned.

With respect to the concern of conflicts, we solve it by not invest-
ing in broker-dealer securities or, where we do, by doing it only
with respect to fixed-income securities where there is an absolute
wall provided with respect to anybody with regulatory responsi-
bility with regard to those fixed-income investments and review of
those investments.

So, essentially, our investment committee and employees who
have no regulatory responsibility are the only ones who are aware
if and when we have investments with respect to fixed-income se-
curities.

Ms. WATERS. Could you also comment on the compensation of
your 10-person board of directors? According to its most recent fi-
nancial report, FINRA paid 8 members of this 10-person board of
directors more than $1 million each in 2010. Cumulatively, the
board members earned more than $4.7 million, up from $10.6 mil-
lion that the board received in 2009. Could you comment on the
procedures that you use to compensate executives and board mem-
bers?
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Mr. KETCHUM. Let me take board members first, and then I will
take employees, which I think is the primary focus of your ques-
tion.

Our board members receive compensation ranging from between
$50,000 and $70,000, depending on their committee responsibil-
ities. That compensation is reviewed regularly by our Management
Compensation Committee. That is a matter that obviously is a sub-
stantially lower compensation than a—

Ms. WATERS. This information that I have is not correct about—
in your most recent financial report, you paid 8 members of your
10-person board of directors more than $1 million each, is that in-
correct?

Mr. KETCHUM. I believe, Ranking Member Waters, you are refer-
ring to our employees, not our board members. None of our board
members, with the exception of myself as an employee, received
more than $70,000.

Our employees are paid more. I do believe that it is a good idea
to have persons with experience and also to ensure that they stay
at an organization for longer terms than those at the SEC—even
though I am a loyal alumnus—usually manage to stay. We do pay
for experience, and we do pay for ability and capability, yes.

From your question, the determination with respect to those com-
pensation levels is done by a Management Compensation Com-
mittee composed of only public members, i.e., persons who have no
affiliation with the industry. They review our competitors, the var-
ious places that our employees leave and go to, or where we track
iemplloyees in determining what is an appropriate compensation
evel.

Ms. WATERS. Thank you. I yield back the balance of my time.

Chairman GARRETT. Thank you.

The chairman is recognized.

Chairman BACHUS. Thank you.

In proposing the SRO, one of the bases of that was one of the
Democratic members of the SEC, Commissioner Walter, had en-
dorsed that approach as beneficial to—and of course, she was Gen-
eral Counsel of the CFTC, and then she was appointed by Presi-
dent Obama as the acting Chairman of the SEC in January of
2009. And there is some bipartisan support for the SRO.

I would like to just introduce—I am sure those of you who are
opposing that, you have looked at her testimony, her position, and
that is that the SEC would do a better job on a lot of other respon-
sibilities they had.

Having said that, I understand, Mr. Irwin, you mentioned—and
Mr. “Tittsworth”—is that how you pronounce it?

Mr. TrTTswORTH. It is “Tittsworth,” believe it or not. I couldn’t
believe it when my mother told me.

Chairman BACHUS. My name also causes some problems.

But I do understand your concern about who oversees FINRA
and also concern State regulators that—in fact, Congress specifi-
cally brought State regulators back into regulation because of some
failures. I think a lot of us do not want to ignore the States’ role.
It is very important.

You look at the Stanford case. You had a State regulator, and
you also had the SEC. Those were the two regulators in Stanford.
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And Madoff, who was the investment adviser for the Ponzi scheme
that was operated, which was the SEC’s responsibility again. I
think we would all acknowledge the SEC and sometimes State reg-
ulation has failed.

Now, with Madoff, there was an investment, there was a broker-
dealer, but he moved the fraudulent business. The Ponzi scheme
was clearly not in what FINRA regulated.

And I do understand—you have talked about accountability and
transparency, that FINRA—you are concerned about that. You are
concerned about pre-empting your role. You are concerned about—
and I do acknowledge—and I would ask Mr. Ketchum maybe, too.
And we are going to meet with Mr. Irwin, I think after this hear-
ing.

You have talked about if we do this enhanced oversight of
FINRA. And I think if we are able to come to some bipartisan
agreement, I think there would have to be some protection for
State regulators or roles for State regulators. There would also
have to be some enhanced maybe oversight and transparency in
the case of FINRA. I think that would be an improvement.

And I would ask Mr. Ketchum or Mr. Irwin if you all want to
comment on what I have said. I don’t know if that is a question.
I usually ask short questions.

Mr. IRWIN. I can assure you, Chairman Baucus, that if Joe Borg,
your securities administrator in Alabama, had gotten the
Markopolos report, things would have been different.

Chairman BACHUS. I can tell you that wouldn’t have happened
under Joe Borg in Alabama.

Mr. IRWIN. Absolutely not.

And as to Commissioner Walter’s reaching out in an SOS for
help, she absolutely is. And I understand that, without sufficient
resources, they are really hamstrung and unable to exercise their
strong, robust role of oversight over FINRA. It takes a village.
There is a role for an SRO.

Mr. Ketchum and I agree on a lot of things. We agree that there
is a gap in oversight of a large portion of investment advisers, and
Congress has set out to fix that problem with the $25 million to
$100 million.

We are prepared, the States are prepared to take on that respon-
sibility. We have asked for it for 5 consecutive years. We have in-
creased the number of exams that we have done. We have come up
with a number of strategies to speak to the additional responsibil-
ities that we have. We have a memorandum of understanding that
every State has signed, agreeing to do joint examination, to work
with each other, to have uniform exam procedures, better risk anal-
ysis.

We can do this job. Give us the opportunity to do it, and we will
show you that we can.

Chairman BAcHUS. Mr. Ketchum and Mr. Tittsworth, if you
would like to comment?

Mr. KETcHUM. Chairman Bachus, just a few things to your both
thoughtful and complex question.

First, it does take a village to regulate what has been done on
the broker-dealer side. I have the highest respect for Mr. Irwin’s
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program in Pennsylvania. And surely for Joe Borg’s program in
Alabama.

What has worked on the broker-dealer side is the cooperation
and consistent effort with concern for investor protection across
both government and SRO resources. What is valuable is
supplementing those resources, particularly when they are less;
and not all States have the resources that the State of Pennsyl-
vania or the State of Alabama may have to apply to do investment
adviser oversight.

Second, I do want to make this absolutely clear, and I know I
will save a question from Chairman Garrett by doing this: FINRA
takes accountability, just as the SEC has taken accountability, just
as any State that has touched it should take accountability, for not
finding the Madoff problem. Yes, in our situation, sadly, we did not
get a Markopolos complaint. Sadly, Mr. Madoff covered his activity
on the money management side by having zero, no records, with re-
spect to the broker-dealer and denying that he engaged in a money
management business on the broker-dealer.

That made it hard. Hard is not an excuse for not finding it, and
we accept that. We did a study from our board to take a hard look
at that, and we have fundamentally revised both our examination
and enforcement programs to try to get at the hard cases.

But what is important from a regulatory policy standpoint is that
it isn’t a good idea to make it hard. If FINRA had responsibility
from the standpoint of Madoff as an investment adviser when it fi-
nally did regulate it, we would have immediately done a member-
ship interview, we would immediately have done an examination of
Madoff, and that was something the SEC did not have the re-
sources to do.

Chairman BAcHUS. But I think my question is, would you be
willing to accept enhanced oversight by the SEC or by the other
government regulators, including the States, in accountability?

Mr. KeETCcHUM. Yes, we would. We feel like we have substantial
oversight from the SEC already. We accept the Boston Consulting
Group’s suggestions that oversight should be more thorough and
more complete.

We recognize that if we did have responsibility for investment
advisers on the State side, which is obviously a choice of Congress
and not ourselves, that the consultation required and the inter-
action with respect to State regulators would be absolutely critical
because it is State laws that FINRA would be essentially incor-
porating to supplement the State program.

I would note that never in our wildest imaginations would we
ever imagine a situation where a FINRA rule should preempt State
regulations. State rules and regulations are critical to investor pro-
tection.

Chairman BAcHUS. I think in the past, the States have not al-
ways had some transparency or access to some of the information.
If the committee could bear with me and let him have maybe 30
seconds to respond?

Chairman GARRETT. Sure, Mr. Chairman.

Mr. TirTswORTH. Thank you, Mr. Chairman.

I agree this is not a partisan issue. I noted that the U.S. Cham-
ber of Commerce issued a recent report talking about FINRA’s lack
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of accountability. And all regulators have had shortcomings. It is
not a job I particularly want to have. But, unfortunately, none of
us have found the silver bullet.

I think there is an issue. We have recognized it. The question is,
how fast do you address this issue of enhancing investment adviser
examinations?

And I thought you said it best, Chairman Garrett, in your open-
ing statement with Madoff. There were failings all the way around
on that and I am not sure that is the best case to build this policy
around enhancing investment adviser oversight. I think maybe we
need to just take a step back and look at the facts and try to figure
out the best approach.

Chairman BAcHUS. Right. Let me say, Mr. Ketchum, you were
not on the job. I understand you have made a lot of reforms, and
I applaud the job you are doing. You are doing a very good job. I
wasn’t trying to point out a failure. Because I think everyone
failed, everything failed, and certainly the Congress is not without
blame.

Thank you.

Chairman GARRETT. I thank the gentleman.

The gentleman yields back, and we will be a little loose with ad-
ditional time on this side of the aisle as well. I assume we are just
going to go right down the aisle.

The gentleman from California.

Mr. SHERMAN. Believe it or not, I don’t have a whole lot of ques-
tions, but I do have one for Mr. Healy. Why does the National As-
sociation of Insurance and Financial Advisors want FINRA to be-
come the SRO for investment advisers? That will be the first ques-
tion, and I will have a follow-up.

Mr. HEADLEY. It is Mr. Headley, but that is fine.

Mr. SHERMAN. If I hired staffers based on their handwriting, it
would be different. Go ahead.

Mr. HEADLEY. I think it is quite simple. Two-thirds of our NAIFA
members are registered representatives through a broker-dealer,
and 40 percent of that population are also registered as investment
advisers—investment adviser representatives under the corporate
RIA of the broker-dealer. Since there is the dually registered rep-
resentatives, it seems the most effective or efficient and cost-effec-
tive method, since we are already examined by FINRA through our
broker-dealer compliance areas on an annual basis through an an-
nual face-to-face compliance meeting, that it would be best to not
layer on an additional burden or hardship in terms of having an
additional examination process.

Mr. SHERMAN. Your members are willing to pay an additional
user fee?

Mr. HEADLEY. Again, we think it would be more cost effective if
FINRA was named as that self-regulatory organization.

Mr. SHERMAN. Are all of your members already paying a user fee
to FINRA? Or this would mean some of them would be paying and
others might be paying a bit more?

Mr. HEADLEY. They are paying, obviously, registration fees both
to FINRA and, of course, to each of the States in which they are
securities registered.
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Mr. SHERMAN. Okay. And the SEC has, I think, not been doing
all that the SEC would like to do in this area. I assume one of the
reasons is they are not collecting enough in user fees or they are
not collecting a user fee from your members to do that work di-
rectly?

Mr. HEADLEY. Right. Again, the majority of our members are
dealing with middle-class investors and Main Street investors and
everything else and do not have the assets under management to
kind of meet the threshold with SEC registration.

Mr. SHERMAN. I yield back.

Chairman GARRETT. The gentleman from Arizona.

Mr. SCHWEIKERT. Thank you, Mr. Chairman.

In going over the notes here, I had one that looked as if the SEC
was suggesting that implementation of these major changes for
broker-dealers would not have much in the way of cost changes.
Can I solicit a response on that? And why don’t we—

Mr. EHINGER. Yes. Thank you.

In my opinion, there would be significant changes. I think you
would start with—first of all, not knowing what the rule is, the
documentation expectations of interactions with clients, decisions
made regarding what was to be invested in or what not—even deci-
sions of what not to do. Investing is a whole different type of sce-
nario in terms of expectations of what the registered representative
would need to do. There potentially are additional registration-type
fees that could be associated with the business, and the other con-
cern would be the model may need to shift or might potentially
shift even as a result of some of the changes being proposed.

Mr. SCHWEIKERT. Ms. Roper, the same sort of question. Do you
agree or disagree that we would see the scaling of additional costs
here?

Ms. RoOPER. There will clearly be additional costs in certain
areas. For example, an investment adviser has to provide up-front
disclosure about conflicts of interest and material information that
brokers don’t have to provide. There is a cost with that. Many of
the brokers are doing that now for their advisory accounts. But
there is an offsetting savings to the investor if the broker has to
take costs into account in making their recommendations.

Furthermore, the criticisms about cost ignore the fact that the
SEC took those into account in coming up with the proposal that
it put on the table. It is not going to eliminate the broker-dealer
Investment Adviser Act exclusion. There is no new registration.
They have made clear that the broker-dealer business model, com-
missions, proprietary sales, all of that stays the same. Most of the
cost data that has come from the broker-dealers has analyzed a
scenario that is simply not on the table.

The SEC has in fact been very sensitive on the issue of costs. I
think that is why you have seen groups like FSI and SIFMA at the
table in a negotiation about how to implement rather than simply
trying to prevent this rulemaking from going forward.

Mr. SCHWEIKERT. Thank you, Mr. Chairman.

Mr. Ketchum, same question.

Mr. KETCHUM. I agree with much of what Ms. Roper said. I think
the SEC is focused on costs here. We do believe that a properly im-
plemented fiduciary standard makes a great deal of sense, and we
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also believe there should be a very careful analysis of the costs and
approach. There will be some costs increased by changes in disclo-
sure requirements and the type of up-front disclosure that Ms.
Roper indicates, although FINRA already requires a variety of dis-
closures with respect to a product-by-product basis consistent with
its rules. It is better to do that across-the-board. It is certainly ap-
propriate to make sure that there is a careful cost analysis before
making final decisions.

Mr. SCHWEIKERT. Mr. Chairman, to the entire panel—and I said
this in my opening statement, when reading through this material,
you start to say, okay, what am I missing? Where is my law of un-
intended consequences? Do I wake up 2 years from now and either
with one or two more layers and have I either narrowed consumer
choice, have I started to create an environment where my access
to information—

Because I have heard a couple of folks say that we have these
cost differentials. But, before getting this job, I remember trading
stocks for $7 a share, but I also sometimes would sit down with my
investment adviser and have to write him a check at the end of the
day. I see lots of consumer choice right now and the inherent fear
is, does any of this put some of that in peril? I was going to start
with Mr. Tittsworth. And tell me, am I engaging in a fear that is
inappropriate?

Mr. TITTSWORTH. I can’t tell you those are unjustified fears. I
guess I would have to say—I am not trying to avoid the question,
but I would have to see the SEC actual proposed rulemaking I
think before I could intelligently respond to your question.

We certainly don’t want to see consumer choice limited by any
action on the 913 study. And we make a point in our statement
that under the Advisers Act currently, there is a huge broad range
of activities that investment advisers, both very small businesses,
as well as some very global firms, engage in. I think it accommo-
dates—we certainly don’t want to limit consumer choice.

Mr. SCHWEIKERT. Thank you.

Mr. Chairman, my time is up. Thank you, sir.

Chairman GARRETT. The gentleman is recognized.

Mr. HINOJOSA. Thank you, Chairman Garrett.

First, I ask unanimous consent to enter into today’s record two
documents relevant to today’s hearing: one, the petition supporting
a fiduciary standard for financial professionals, as outlined in Sec-
tion 913 of the Dodd-Frank Act; and two, is the petition requesting
that the SEC extend the fiduciary standard to broker-dealers.

Chairman GARRETT. Without objection, it is so ordered.

Mr. HiINOJOSA. Thank you.

Mr. HiNoJosA. My first question is directed to Mr. Ketchum.
Thank you for testifying today.

I would be remiss if I did not acknowledge FINRA’s investor edu-
cation foundation and its solid financial literacy activities which we
strongly support. However, I am concerned that FINRA does not
provide the kind of transparency necessary to provide investors the
type of education they need to protect themselves while operating
in the capital markets. How is FINRA qualified to be a self-regu-
latory organization for investment advisers given this failure to un-
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cover the Madoff fraud that wrecked the lives of so many innocent
Americans?

Mr. KErcHUM. First, Congressman, thank you for your kind
words with respect to our education foundation. We appreciate it.

As I indicated before to Chairman Bachus’ question, no regulator
can be happy with missing Madoff. And that includes FINRA as
well as the SEC as well as State regulators. Certainly it includes
FINRA, notwithstanding the fact we did not receive the complaints
that Mr. Markopolos lodged, notwithstanding the fact that Mr.
Madoff fabricated and created zero records with respect to the
money management activity in his broker-dealer and claimed to
have no money management activity in the broker-dealer.

Having said that, there were strings we could have pulled. There
were approaches we should have taken. We should have had
knowledge of discussions out in the industry that raised concerns.

So I absolutely take accountability. I think any regulator should.
Though if you eliminated all of the regulators that did not find Mr.
Madoff’s fraud, you would be out of regulators in the United States.

I think the question, as I say, is not whether any of us did it
right with respect to Madoff. We didn’t. The question is whether
regulation can make it less hard to find serious frauds—put Madoff
aside—to find serious Ponzi schemes.

The answer would be, if there was an SRO to supplement gov-
ernment resources, an SRO that would have the ability, as FINRA
does, to do management reviews and to do membership reviews be-
fore a firm can become a member of FINRA—and any SRO would
do the same things—you would increase the likelihood of detecting
a Ponzi scheme such as Mr. Madoff's and others. That is why 1
think the addition—not as a replacement for government, which is
absolutely critical for the protection of investors—but the addition
o}fl an SRO from a supplementary standpoint is a very valuable
thing.

Mr. HINOJOSA. So the argument that we need a smaller Federal
Government does not work. I hear my friends on the other side of
the aisle that they want a much smaller Federal Government, and
you are telling me that we really need more folks regulating.

In looking at the statement by Commissioner Irwin, I would like
to ask him a question. Commissioner, you said that the enforce-
ment actions by State security regulators last year represent a 51
percent increase over the number of investigations reported for the
previous year. I was amazed at the number of violators.

So, tell me, what are your thoughts on how we can improve the
requirements of all of these certified and listed companies to pro-
tect investors? The Federal Government’s Thrift Savings Program
makes available to us detailed information such as fund perform-
ance, annual returns on investments, the monthly returns on our
investments, and, perhaps provides our constituents access to mar-
ket information that is detailed but easily understood, and sum-
maries to help our constituents estimate their net worth. Give me
some of your thoughts on that.

Mr. IRWIN. Congressman, I think that one of the easiest and best
steps that we can take right away is making a fiduciary duty appli-
cable to all investment professionals who are offering investment
advice in a personalized nature in a retail setting. The fiduciary
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duty that was proposed in Dodd-Frank that we were pushing for
at that time was much broader than the one that ultimately was
enacted. The one that ultimately was sent to the SEC to study was
one that was really very limited. There was no ongoing obligation
to supervise accounts after that decision is made.

If we just ask investment advisers and broker-dealers who are
giving investment advice to put their clients before themselves, it
is not the best advice. It is just a matter of putting, based on what
they know, the interest of their customer before themselves. Those
customers will automatically be better off.

We live in a time when the kind of returns that people are seeing
are very small. You just can’t double your money by putting it in,
and compounding interest won’t do it for you for the rest of your
investing career. We really need to provide this.

Fiduciary duty is a very flexible answer. It is based on the facts
and circumstances of each situation. It has worked since 1963
when the Supreme Court said in the Capital Gains case—and in-
vestment advisers are subject to that Act. We think that we have
plenty of history, plenty of case law to build on. Let’s do that today.

Mr. HINOJOSA. In closing my questions, at my request, the Office
of Financial Education was created at the CFPB. There are numer-
ous financial literacy programs that could help not only high school
students but community college students, the university students,
and adults.

With that, Mr. Chairman, I yield back.

Chairman GARRETT. The gentleman from New York is recog-
nized.

Mr. GRIMM. I thank the chairman, and thank you to all who tes-
tified today. We appreciate it.

Obviously, this 1s a very difficult matter. We hear from the larger
institutions a little bit of a difference of opinion from the smaller,
more small-business-oriented institutions, SROs versus SEC, and
SO on.

But one of the things I want to emphasize—and Ms. Roper, if I
can turn to you, you mentioned about the consumer saving thou-
sands of dollars and, over time, tens of thousands of dollars. But
there are other factors as well. And I am asking you if you would
agree that when a representative—when an adviser or a registered
rep is selling a product, there are other things other than just the
rate of return that are also looked at. For example, the customer
service of the company that you are dealing with and the financial
background of that company and the stability and the track record
that they may have had for many years, is that not also something
that goes into it?

Ms. ROPER. Absolutely. And we have tried to indicate that cost
is just one factor that is relevant to that assessment. But it is a
factor that shouldn’t be ignored. Morningstar not too long ago did
research that indicates that cost is the single best predictor of long-
term performance and is better than their star ratings, for exam-
ple. I think you ignore it at your peril or at least at an investor’s
peril.

But, absolutely, you adopt an approach, much as we do under,
say, our best execution standard where you provide guidance re-
garding a variety of factors that have to be considered. But they
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have to be considered, and we can’t afford to continue to ignore
costs.

Mr. GRIMM. In your recommendations to the SEC, you asked the
SEC to look not only at the prior enforcement actions but at cases
that could have been brought as well. You went on to suggest the
SEC should examine what could be accomplished under an aggres-
sively enforced standard.

I take from that—and based on my background as a former spe-
cial agent in the FBI, I worked very closely with, back then it was
the NASD and with the SEC. And when I look at a lot of what hap-
pened—everyone keeps bringing up Bernie Madoff, and I under-
stand that this was such a travesty, the magnitude of his fraud.
But I would say the biggest problem we have had is a lack of en-
forcement, and it is the enforcement that we really need to focus
on. And we can promulgate rules until we are blue in the face, but
if they are not enforced, they are irrelevant.

Ms. ROPER. Yes, you absolutely need enforcement. And we, of
course, are strong supporters of enforcement. But if you don’t have
the standard to enforce—it is two sides of the same picture. If you
can’t enforce a best-interest standard because the standard doesn’t
exist, tough enforcement doesn’t get you anywhere. If you have a
best-interest standard and you don’t enforce it, the best-interest
standard doesn’t get you anywhere. You need both sides of that
equation.

Mr. GrRIMM. I agree that we need both. But I think ultimately,
we also need to be cognizant of the fact that it is a balance. We
have to balance making sure that investors and consumers are pro-
tected, while at the same time balancing the fact that our markets
and our sectors within the financial services sector are also robust
and competitive not only here in the United States but in the glob-
al markets that we are 1n.

That being said, if I could just switch a little bit and ask Mr.
Ehinger, can you walk us through the various levels of the regu-
latory oversight facing a broker-dealer and its registered represent-
ative, compared to the investment advisory firm and its registered
investment advisers?

Mr. EHINGER. I think one of the best examples, Congressman, to
describe that is just my recent experiences with examinations just
recently with FINRA and also the SEC. The SEC was in and had
conducted an examination both of our investment adviser and our
broker-dealer, and shortly thereafter, FINRA was in as well. They
were in on their cycle exam within 2 years. The SEC hadn’t been
in on the investment adviser side for 5 years. And we are a cor-
porate registered investment adviser, so I would think that there
would be more attention given to some of the bigger firms.

But just the differences are the detail, the activities, the selection
of individual accounts, the reviewing with individual supervisors in
our organization about why they chose to approve or not approve
a particular product sale that had taken place. That is the level of
detail that the FINRA examination had.

With respect to the SEC, while there are very good individuals
in all fronts working to do what they can do, there was one indi-
vidual who was looking at the investment advisory and specifically
only focused on advertising, which is, I think, ironically where
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there are rules that they can really, really audit to, as opposed to
something that is vague and amorphous like fiduciary standard.

Mr. GRiIMM. My time has expired. Thank you very much.

Chairman GARRETT. Thank you.

Mr. Lynch is recognized.

Mr. LYNCH. Thank you, Mr. Chairman.

Staying right on that, Mr. Dwyer, your testimony more than sug-
gests, it actually endorses the idea that FINRA would be the body
best suited to oversee inspection of investment advisers. I have
heard a couple of different people who apparently are in agreement
with you, but can you expand on why you think FINRA is a better
option than, say, a new and improved SEC or a newly created SRO
that is specifically designed and funded for this purpose?

Mr. DWYER. Thank you, Congressman Lynch. That is an impor-
tant question.

We heard here about problems that have arisen across the spec-
trum of regulators that have been in place, and I go back to the
comments I gave in my oral testimony, that, as we look at what
is reasonable, the supervisory needs that we have, I would turn to
precedent, first of all; and the SEC has over 70 years of history of
overseeing an SRO that in turn provides oversight to the industry;
and that, first and foremost, to me sets a track record that makes
FINRA an obvious choice.

Also, the reality or the practicalities of what is in place. Today,
FINRA has an elaborate structure to do audits of institutions and
offices all across the country, they have over 1,000 employees al-
ready who are out doing exams across the country, and there is no
question in my mind that they are far and away best positioned to
take on this task.

The significance of it should not be taken lightly; and I would say
that, no matter what the organization, we need to continue to work
with them to improve how they protect the customer.

I think one of the things that needs to be called out is who our
advisers are. As I represent the Financial Services Institute today,
representing over 200,000 independent financial advisers across
the country, what that means is that these are local business own-
ers who are providing services in communities all across the coun-
try. They are also community leaders. They are also extremely
philanthropic.

At the end of the day, when we surveyed our advisories a year
ago at LPL Financial, about 86 percent of them told us that their
number one source of clients is referrals. It is paramount to them
that they are able to work with clients and build confidence with
those clients to lead to additional business. They need to operate
in an environment where the consumer has confidence and clarity
about where they are going to, who they are going to do business
with, and how that will be transpired.

Mr. LyNcH. Thank you.

Ms. Roper, if I could ask you, on the fiduciary standard, it seems
from your testimony that you agree with the SEC’s position of—at
least as I see it, the Department of Labor has recommended that
we adopt the ERISA standard and apply that to both broker-deal-
ers and advisers. How do you support that? How do you argue in
favor of harmonizing both groups under that standard, as opposed
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to coming up with a standard that is more exacting or something
more—rather than lifting the standard and simply applying some-
thing that is more targeted?

Ms. ROPER. We actually have fairly significant concerns about
the Department of Labor proposal, although we recognize it as very
well intended and think there is a potential to resolve the difficul-
ties.

Mr. LYNCH. Let me say, I may have—it seemed like you were
warm to the idea, but you really weren’t beating the drum, so to
speak. But I could sense there was not clear opposition to that idea
in your testimony anyway.

Ms. ROPER. The issue we addressed in our testimony is the fact
thatlthe DOL proposal should not be allowed to stop the SEC pro-
posal.

The concerns that we have about the DOL proposal are that it
doesn’t more closely resemble the SEC proposal, and it is in two
different aspects. One, it has a huge seller’s exemption in it and
threatens to recreate in the retirement plan market precisely the
problem the SEC is trying to address here.

Sort of at the other end of the spectrum is that I think the
broker-dealer firms are absolutely right when they say, if you apply
an absolute ERISA, no conflict of interest, no third-party com-
pensation model in particularly the individual retirement account
arena and with the sanctions that exist under ERISA, the broker-
dealers are going to exit that business—$2,000-a-year investors are
not that enticing a market, and there are not a lot of fee-only fi-
nancial planners or fee-only advisers who are going to step in and
provide those services.

So, yes, we have concerns about the DOL proposal. We are not,
by any stretch of the imagination, advocating that it be adopted in
the SEC world. Quite the contrary. We would like to see something
under the DOL proposal that more closely resembled the SEC.
That is primarily an issue with ERISA rather than with the defini-
tion itself. And the key issue—one of the key issues is how will
they do the prohibited transaction exemptions which seem to have
sort of replaced ERISA as the way the law is imposed, and I don’t
think you can move forward with the proposal until you know the
details of what it would look like in practice.

Mr. LYNcH. Okay, that is very reassuring and very helpful.

Thank you. I yield back.

Chairman GARRETT. Thank you.

The gentleman from Florida.

Mr. Posey. Thank you very much, Mr. Chairman.

Clearly, Madoff was not empowered by a lack of loss. He was em-
powered by a lack of enforcement, and there is not a single law
that would have changed that, that we could adopt now. If we
could do it all over again, the only thing that would be needed to
stop Madoff was to make some employees do their jobs, which they
were unwilling to do.

As another related issue regarding ERISA, there was a company
named TRG. It was one of about a dozen that wrote health insur-
ance in 49 States, every State but their own State. No State felt
like they were empowered to do anything about it because they
were protected by ERISA, protected from State sanctions until fi-
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nally Florida did break loose and in cooperation with 13 agencies
in other States they went to the culprit State, and it was the first
time in history State lines were ever passed to prosecute health in-
surance fraud, and that was done because the Federal Government
did absolutely nothing to enforce the law to those who fell under
ERISA and seemingly out of the hands or ability to prosecute by
States.

I support fiduciary standards, but they must be clear, they must
be unambiguous, and they must not be conflicting. And obviously,
I think one agency is sufficient to promulgate such standards, and
I think the more agencies you have involved in it, the worse it is
going to be on everybody.

And to that point I would like to ask Mr. Headley, since it was
in his written testimony he talked about the Department of Labor’s
fiduciary proposal in addition to the SEC proposal that we have
been discussing today. Mr. Headley, I would like to ask you to ex-
plain why you believe the Department of Labor’s proposal could im-
pact the middle-market investor’s access to professional guidance
for their retirement plans, if you would be kind enough to do that.

Mr. HEADLEY. Thank you, Mr. Congressman.

First of all, again, on the DOL fiduciary duty, there was no con-
gressional directive to look at this. It clearly conflicts with the
SEC’s fiduciary duty, what they are proposing for broker-dealers
and investment adviser representatives. It clearly is using ERISA
to overreach into another section of the Internal Revenue Code as
it pertains to IRA account holders and everything, that is differen-
tiated from the employer context. It would require that no Commis-
sion-based products could be implemented, requires a level fee
model in lieu of that. It could literally shut down the middle-class
access to professional advice and for IRA account owners.

I think the two areas that NAIFA members would like to see is
that, if they were to go forward, is to simply exclude IRA advice
from the rule and, secondly, to exclude any advice under a seller’s
exemption that is incidental to the sales activity.

Mr. PoseYy. Okay, I appreciate your comments.

Would anyone else like to weigh in on that?

Mr. HEADLEY. Thank you.

Mr. Posey. I am finished before my time, and I yield back.
Thank you, Mr. Chairman.

Chairman GARRETT. How about that?

The gentleman from Colorado, I think we are skipping over, I be-
lieve, and we go to the gentleman from Colorado. Since he was
here, we appreciate your coming.

Mr. PERLMUTTER. Just a couple of things.

Mr. Taft, it was your comments and your written remarks that
I want to focus on a little bit.

The rulemaking—going back and looking at 913, obviously in
913, the Congress directed the SEC to go through this rulemaking
process. It wasn’t something they just went out on a lark to do as
I understand the legislation. Yes, sir?

Mr. TAFT. If T could just clarify, it authorized—it directed the
SEC to study the issue. It authorized them to act but does not re-
quire them to act.
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Mr. PERLMUTTER. Thank you, and I think that is a perfect de-
scription. We asked them to look at a number of different things,
including harm/benefit analysis. Whether they did or they didn't,
I am not sure, but in the directions from the Congress, those are
clearly included.

But when I really look now at the language, the standard of con-
duct—because you talk about the rulemaking to articulate the
standard would address the following five key components: core
principles, articulate the scope of obligations under a uniform fidu-
ciary standard, define personalized investment advice, and then a
couple more.

When I look at the standard of conduct as it applies to the Secu-
rities Exchange Act of 1934 and then the standard of conduct as
it applies to the Investment Act under what we did in Dodd-Frank,
they seem to be pretty similar. It says the Commission may pro-
mulgate rules to provide that with respect to a broker-dealer when
providing personalized investment advice about securities to a re-
tail customer, the standard of conduct for such broker-dealer with
respect to such customers shall be the same as the standard of con-
duct applicable to an investment adviser under Section 211. And
then it says, Ms. Roper, the receipt of compensation shall not in
and of itself be considered a violation.

One of the things you were talking about is an underwriter—a
life underwriter might propose a product that they make more
money on, but we said specifically that really doesn’t have to be an
issue.

Then it goes down to the standard of conduct for the investment
adviser. The Commission may promulgate rules for all broker-deal-
ers, investment advisers when providing personalized investment
advice about securities to retail customers shall be to act in the
best interests of the customer.

Do we even need any rules or is this standard of conduct that
we have stated in Dodd-Frank enough, I guess is my question,
when we say it has to be in the best interests of the customer?

Mr. TAFT. What Congress—my understanding of congressional
intent, what Congress told the SEC they need to do if the SEC de-
cides to write a fiduciary standard is to build a standard the inves-
tor protection characteristics of which are no less stringent than
those in the Adviser Act, and—

Mr. PERLMUTTER. My question, though, to you—and I agree, that
is what it says, “no less stringent.” It says—in fact, it says “the
same.”

Mr. TAFT. Right.

Mr. PERLMUTTER. If you look at the standard of conduct.

Mr. TAFT. Yes, the same.

Mr. PERLMUTTER. It says, “the same.” It says, personalized in-
vestment advice about securities retail customers in the best inter-
ests of the customer with regard to the financial or other interests
of the broker-dealer, etc. Do we need any—

Mr. TAFT. Yes, here is what you need: So, today, the standard
of care that is a fiduciary standard of care is implicit in the Advis-
ers Act and governs a set of activities that have to do with a cus-
tomer walking into their adviser and handing over their money to
the adviser to manage discretionarily. In other words, they are
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ceding control in a fundamental way of the management of those
assets to an adviser. And there have been rules and there is case
law and there is precedent built up over the years that
operationalize that fiduciary standard with respect to the things an
investment adviser does for their client.

Okay. What we need going forward, if the SEC decides to apply
a similar standard to the activities of broker-dealers who engage in
personalized investment advice, we need rules that tell us how to
operationalize that same standard to brokerage activities, to which
that standard has never applied and for which rules do not exist
today. That to me is the single most important thing the SEC
would still need to do in writing a new standard.

And back to the many comments of Congressmen, of the com-
mittee, it is important to note today that those rules have not been
written, and going forward there is a chance to write them the
right way, a way that aligns with the current best practices of the
industry and which is not disruptive to investor relationships with
their advisers. And there is a way to do that the wrong way which
disrupts investor’s relationships with their advisers, increases
costs, reduces access. So right way-wrong way, we are at a fork in
the road. The SEC still has the opportunity to go down either path.

Mr. PERLMUTTER. Okay, and my time has expired. Thank you. I
could ask the rest of the panel that same question, but thank you.

Chairman GARRETT. The gentleman yields back, and I don’t be-
lieve—no, we have no one else, at least at this moment. Mr. Green?

Mr. GREEN. Thank you, Mr. Chairmanand I thank the witnesses
for appearing today.

For clarity purposes, if you are of the opinion as a witness that
we need no additional regulations, would you kindly extend a hand
into the air that things are fine as they are, we just need more en-
forcement? Anyone?

Okay, we have one person who thinks so.

How do you respond, sir, to the contention that enforcement ne-
cessitates something meaningful to enforce? I believe that is a fair
way of putting it. Ms. Roper, you may have stated it more elo-
quently than I, but how do you respond to this contention?

Mr. EHINGER. Congressman Green, first of all, I should qualify
my statement in terms of, I am not saying there possibly shouldn’t
be any type of new regulation over time. I am just answering that
question with respect to what is being proposed today.

Because I think it needs to be clear, as we stated earlier and, ac-
tually, Chairman Garrett said before, what problem are we trying
to solve? And, also, do we really understand and have we really
done investigation regarding the broker-dealer standards today and
how that—

Mr. GREEN. Because my time is limited, permit me to just inter-
cede. And I don’t mean to be rude, crude, and unrefined, but let
me ask this, please: What would you propose? I do understand now
that you don’t support what we are doing today, but what would
you propose that we do?

Mr. EHINGER. I would propose a couple of different things.

One, I would agree with Mr. Taft that rules, really guidelines,
guidance that we can, as broker-dealer organizations, really train
and educate and really help our registered reps understand—
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Mr. GREEN. If I may, let me intercede again. Please forgive me.

But I have in my hand intelligence from the RAND—a RAND
Report indicating that investors could not identify whether their
own provider was a broker or investment adviser, and that confu-
sion persists even after the investors were provided with fact
sheets on investment advisers and brokers that include a descrip-
tion of their common job titles, legal duties, and typical compensa-
tion practices.

Mr. EHINGER. Congressman Green—

Mr. GREEN. You seem to be implying that somehow disclosure
will do what is not being done even when people are afforded em-
pirical evidence to examine.

Mr. EHINGER. I think that study—that 2008 RAND study also,
and I believe one of my fellow panelists mentioned this as well,
also found that investors were satisfied with their financial advis-
ers or consultants or registered representatives in whatever fashion
that they engaged.

That confusion is not something I think you solve by changing
legal standards. I think confusion is addressed first and foremost
by, respectfully, proper disclosures. I think Mr. Ketchum, in one of
the rule proposals that FINRA put forward, Rule 1054, is doing
that very thing, actually I think in a very forthright and very
smart fashion. That is, simple, direct, easy to understand and read
disclosures that take advantage of today’s technology and allow
deeper dives for those who want to know.

Mr. GREEN. I am going to ask at this time that Ms. Roper kindly
respond. I can sense that you desire to have a word.

Ms. ROPER. What you have to understand is the RAND study
was commissioned at the request of then-Commissioner Glassman
at the SEC, because the SEC had already tried the disclosure
route. As part of their fee-based brokerage account rule, they had
tried to design a disclosure for broker-dealer ads and account state-
ments that would help investors to understand when they were
dealing with a broker, an adviser, and what the legal duty was.
And they took that disclosure out and, thanks to Commissioner
Glassman’s insistence that they test it with investors, they did that
testing. They found investors didn’t understand it. They tried to re-
design it. They tested it again.

Disclosure does not work. You cannot solve through disclosure or
through investor education a policy that doesn’t make sense, and
it will never make sense to investors that their financial adviser is
a salesperson and their investment adviser is an adviser. You can-
not make sense to investors out of the fact that one person offering
personalized investment advice has a fiduciary duty to act in their
best interests and another person offering the exact same service
doesn’t. Disclosure can be helpful, but it can’t solve a basic regu-
latory breakdown.

Mr. GREEN. Mr. Ketchum, let me quickly ask you a question. Do
you believe that the SEC is overpenalizing and overinvestigating?

Mr. KETcHUM. No. I think the SEC is an agency that—

Mr. GREEN. Since my time is running short, I will accept the
“no,” and let me just go on to suggest that I have intelligence indi-
cating that the SEC issued about §1 billion in penalties and FINRA
fined members about $43 million last year. Similar budgets, similar
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issues. How do you cause persons who would have some consterna-
tion based upon a belief that FINRA is more lax than the SEC as
evidenced by penalties imposed?

Mr. KErcHUM. Much of the SEC number reflects one case with
respect to Goldman Sachs, in particular egregious and problematic
activity. A variety of others reflect major industry cases from the
credit crisis.

We strongly believe that fines should discourage behavior and
encourage far superior compliance, but fundamentally fines have to
relate to the fact situation and the actions that you are bringing.
We think if you look through the cases that we brought with re-
spect to that, I think the fines were stiff, and they were appro-
priate.

Mr. GREEN. Thank you very much, and I thank the entire panel.

Thank you, Mr. Chairman.

Chairman GARRETT. The gentlelady from New York.

Mrs. MCCARTHY OF NEW YORK. Thank you, Mr. Chairman, and
thank you for having this important hearing. I think it is very good
for all of us to hear the testimony of everybody and to understand
what we had done over a year ago.

I am interested in Section 913 because I actually had a pretty
large part in getting that in there, so I want to explore that a little
bit.

Earlier this year, I, along with about 28 of our New Democrats,
as we call ourselves, sent a letter to the Department of Labor, the
SEC, and the CFTC on this issue on Section 913. I happen to be-
lieve it is important to maintain investment choice, and I believe
Congress showed this intent in Section 913 of the Dodd-Frank Act.

I am concerned that the Department of Labor—and we have had
hearings here in the Education Committee talking to the Secretary,
but I do believe that what—the Department of Labor’s board of fi-
duciary proposal will step on the toes of the SEC and ultimately
increase the cost for the investors. That is my concern. I believe,
as written, as of now, the selling exception in the DOL fiduciary
proposal does not go far enough. In fact, it is counter to Congress’
intent and the direction the SEC is likely to take based on the
agency’s findings.

So, Mr. Taft, I will ask you, and certainly anyone else who wants
to go in there, how will the DOL’s current proposal and seller’s ex-
ception impact investors and the market?

Mr. TAFT. I will just give—maybe focus on one area in which we
believe the DOL’s proposed rules will restrict client access to prod-
ucts, services, and advice and, as has already been alluded to, the
issue with the DOL’s proposal, which expands the definition of fi-
duciary, okay, and creates tremendous uncertainty on the part of
industry participants as to when and when they won’t be fidu-
ciaries. We will default to the worst-case definition in order to
defuse liability. And, secondly, it brings to bear upon the broker-
dealer model the prohibited transaction elements of ERISA.

In the case of Section 913, the SEC has the ability—I was talk-
ing about operationalizing a fiduciary duty through things like dis-
closure of conflicts and conflict management—to do things to allow
brokers to continue to offer proprietary products, to continue to
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offer new issues of stocks and bonds, to continue to charge commis-
sions for their services.

Under the ERISA proposal, all those things would be prohibited
transactions and would not be allowed. Now, most problematically,
they would not be allowed in individual retirement accounts. And
I would say all the financial institutions at this table and the in-
dustry, the bulk of their accounts, their client accounts are indi-
vidual retirement accounts. Forty percent of the accounts at our
firms are IRAs, and the predominance of those accounts are small
when it comes to assets under management, and today the pre-
dominance of those accounts receive advice through a commission-
based model.

Under the DOL proposal, what would happen—and Barbara
Roper alluded to this—is that, given the small size of those ac-
counts and the extreme nature of the liability under the DOL’s pro-
posal, broker-dealers will exit that business, will no longer provide
those services to those small clients unless they move to a fee-
based model which already functions under a fiduciary approach
that restricts access to products and services, cannot buy new
issues of stocks, cannot buy new issues of bonds, and increases
costs by as much as 50 percent on average, so increases costs, re-
stricts access for exactly the kinds of investors that need it the
most.

Mrs. McCARTHY OF NEW YORK. One of the things that I think
bothers a number of us is that, going back in last January, the Ad-
ministration actually put out an Executive Order for the different
organizations when they are working on an issue to work together.
From the conversations that we have had and many meetings that
we have had, I don’t think that has happened, and that is why I
am not letting this go until we hopefully come to some solution
that is fair to our consumers. And I think that is where I am com-
ing from.

Gee, I only have a little bit longer. A short answer.

But, Mr. Irwin, I know, listening to your testimony, we have
been concerned about the frequency of examinations and the effi-
ciency of the oversight investment investors. In 2010, I wrote to the
NASAA, and they sent me back a very long response. What I am
concerned about is anticipating a high volume of firms going from
Federal to State regulation as a result of the threshold change
within the Dodd-Frank Act. Does NASAA have a comprehensive
database available for investors to research the examination en-
forcement process for each State as well as disciplining actions?

I guess what I am saying is, one of the concerns we had even
with going back with predatory lending was that one broker could
leave the State, go into another State, and there was no way of
checking it. Are we looking at for the States to come together for
a database so we have that kind of information?

Mr. IRWIN. Absolutely, Congresswoman McCarthy. We realize
that to take on this additional responsibility, it is going to take us
continuing to work together as we do. There is a memorandum of
understanding among the States that every State has signed in
which we are planning on doing these kinds of things. We are
streamlining exams, and improving our risk assessment so we can
more strategically undertake those exams.
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NASAA is prepared to fund joint exams among different States.
And, fraud doesn’t stop at the border. In Pennsylvania, it goes into
Ohio, West Virginia, etc. We are issuing cease and desist orders
every 2 weeks for scams that are coming out of California. And we
share those orders that we issue with all of the other States. We
work together on many, many different levels. We are prepared to
take on the additional responsibility.

Mrs. McCARTHY OF NEW YORK. Would the States also—because
most States are having fiscal difficulties, will you be able to handle
the increased load, and financially would you be able to do it as the
States go forward?

Mr. IRWIN. That is a great question.

Different States are having different experiences. In Pennsyl-
vania, we knew, because of the discussions over Dodd-Frank early
on, that we had to meet with our budget secretary and talk to the
governor about the possibility that this was going to happen. And
I am pleased to report that Governor Corbett in Pennsylvania has
given us five additional examiners and additional accounting staff
to deal with the more complex kinds of examinations we are going
to have to undertake.

Some States are not as fortunate. But the more exams that we
do, unfortunately, the more fines emerge. It gives us—and those
funds fall back into the States to increase our exams.

We are net revenue generators in a big way for our States. Our
budget in Pennsylvania, for example, is about $9 million. We last
year gave $30 million back to the Commonwealth. We believe that
the resources are there, and they just have to be given to us to be
able to undertake our mandate.

Mrs. McCARTHY OF NEW YORK. Thank you, and I want to thank
all the witnesses for taking the time to be with us today.

Mr. Chairman, thank you.

Chairman GARRETT. And I thank you for the question.

I guess you can always find something wrong with an audit,
though, right, to generate the fines?

The gentleman from North Carolina is recognized for potentially
the final word.

Mr. MILLER OF NORTH CAROLINA. Mr. Chairman, I will forgo
questions, but do not get your hopes up that that will become a fre-
quent occurrence.

Chairman GARRETT. Okay. At this time, we will recognize the
ranking member for some documents that she wishes—

Ms. WATERS. What did he say?

Chairman GARRETT. He is forgoing questioning. You had some
documents?

Ms. WATERS. I ask unanimous consent, Mr. Chairman, to enter
several documents into the record: a statement from the Project on
Government Oversight; a report from AARP; an article by Mercer
Bullard, associate professor of law at the University of Mississippi;
a statement from the Financial Planning Coalition; a letter to Con-
gresswoman McCarthy from the North American Securities Admin-
istrators Association; and a letter to Secretary Hilda Solis from the
New Democrats Coalition.

Chairman GARRETT. Without objection, it is so ordered.
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And I also seek unanimous consent with regard to statements
from the Independent Insurance Agents & Brokers of America;
from the National Association of Independent Broker/Dealers; from
Paul Schott Stevens of the Investment Company Institute; from the
Financial Services Roundtable; from The American College; from
the Managed Funds Association; from The Bond Dealers of Amer-
ica; from the American Council of Life Insurers (ACLI); and I think
that is about it.

Without objection, it is so ordered.

With that, I very much thank all the members of the sub-
committee for their participation and their questioning and also
very much appreciate this diverse panel that we had today and for
all of your information and dialogue that we got from you today.

The Chair notes that some members may have additional ques-
tions for these witnesses that they may wish to submit in writing.
Without objection, the record will remain open for 30 days for
members to submit questions to these witnesses and to place their
responses in the record.

With that, this meeting is adjourned. Again, thank you.

[Whereupon, at 12:40 p.m., the hearing was adjourned.]
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OPENING REMARKS OF THE HONORABLE RUBEN HINOJOSA
COMMITTEE ON FINANCIAL SERVICES
SUBCOMMITTEE ON CAPITAL MARKETS
REGULATION OF BROKER-DEALERS AND INVESTMENT ADVISERS
SEPTEMBER 13,2011

Chairman Garrett, I commend you for holding today’s hearing on the regulation
and oversight of broker-dealers and investment advisers. As indicated, the hearing
will examine two studies mandated by the Dodd-Frank Act: one on the
effectiveness of standards of care applicable to broker-dealers and investment
advisers; and the other on the need for enhanced examination and enforcement
resources for investment advisers.

The hearing will cover additional issues, including the appropriate role and
balances for self-regulatory agencies (SROs) such as the Financial Industry
Regulatory Authority, or FINRA and legislation that addresses broker dealers and
investment advisers and how each is regulated.

As Co-Founder and Co-Chair of the Financial and Economic Literacy Caucus
alongside my good friend and colleague Judy Biggert of Hlinois, I commend the
FINRA Investor Education Foundation for providing more than $63 million in
investor education and protection initiatives through grants and targeted projects.

1 agree with FINRA that the best form of investor protection comes through
education.

However, it is impossible to educate investors if there is not enough transparency
in the capital markets and the internal structure and activities of federal agencies,
or SROs, their lesser counterparts.

I and many others believe the time has come for Congress to revisit the issues
surrounding SROs; update them; and require that SROs, and particularly FINRA,
provide transparency in their operations, especially their structure and
compensation packages, some of which I’ve learned are in the millions of dollars,
unlike FINRA’s federal agency counterparts.

I am attaching two documents: A petition Supporting a Fiduciary Standard for
Financial Professionals as Qutlined in Section 913 of the Dodd-Frank Act; and,
petition requesting that the SEC Extend the Fiduciary Standard to Broker-Dealers.

Again, thank you for holding this hearing today. 1 look forward to the testimony.

I yield back the remainder of my time.
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Statement for the Record
Rep. Blaine Luetkemeyer (MO-09)
“Ensuring Appropriate Regulatory Oversight of Broker-Dealers and Legislative
Proposals to Improve Investment Adviser Oversight”
Committee on Financial Services
Subcommittee on Capital Markets and Government Sponsored Enterprises
September 13, 2011

Thank you, Mr. Chairman, for holding this hearing on what is likely one of the
most important regulatory issues facing investors today.

As we know, Dodd-Frank requires the U.S. Securities and Exchange Commission
(SEQ) to extensively study what will likely result in significant changes to the
investment adviser and broker-dealer fields. One may express initial concern at the
amount of regulation being poured into an already heavily regulated field, but that
isn’t the most pressing issue facing broker-dealers and advisers today.

In legislation that in some way addressed nearly every financial field in this nation,
no mention was made of the “fiduciary” definition in the Employee Retirement
Income Security Act (ERISA). Nevertheless, the U.S. Department of Labor’s
(DOL) Employee Benefits Security Administration took it upon itself to attempt to
redefine “fiduciary” and, consequently, dramatically change the way in which
Americans receive financial advice. This move wasn’t based on data; it wasn’t
based on an historic case of regulatory failure and consumer abuse. In fact, it
seems that this move wasn’t based on much beyond an internal mission.

DOL today is crafting a rule that has the potential to result in dramatic costs to
investment professionals and consumers. It is working in what many believe is an
uncooperative fashion on an effort that may very well end the ability for small-
dollar investors, particularly those in our nation’s most rural and urban areas, to
receive any sort of investment advice. And I believe it is doing so with no
coordination with the federal agencies who oversee broker-dealers, investment
advisers, swap-dealers, or major swap participants.
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The economic recovery this nation so desperately needs is at best stalled. The last
thing our government should do is promulgate rules and pass laws that discourage
investment. Furthermore, I don’t believe this is the time to run out of business
small and independent investment professionals who offer important guidance to
Americans investing in a brighter future. To unilaterally adopt a rule dealing with
a supposed problem (on which there seems to be little to no empirical data
providing proof) that will impact thousands of honest, legitimate brokers is both
irresponsible and inexcusable.

I'would encourage DOL to engage in meaningful dialogue with the SEC, the
Internal Revenue Service, the Department of the Treasury, and the Commodity
Futures Trading Commission. I would also encourage them to re-propose this rule
and base any new rulemaking on the considerable amount of information that has
been provided to them.

I appreciate Chairman Garrett’s willingness to hold this hearing. It is my hope that
together this Congress and this administration can implement laws and regulations
to protect investors of all sizes while strengthening, not weakening, the investment
adviser and broker-dealer professions.
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Introduction

Good morning, Mr. Chairman and members of the Subcommittee. I am Bill Dwyer,
president of national sales and marketing for LPL Financial, and I am pleased to be here today on
behalf of the Financial Services Institute (FSI).

We are here today because Congress has a unigque opportunity to make sure that all
Americans have access to trustworthy financial advisors who can help them save properly for
retirement, their children’s education and other common financial goals. Guaranteeing this
access requires two key steps to shape the regulatory environment:

First, FSI urges Congress to engage in meaningful oversight of the SEC’s efforts to
formulate and adopt a new uniform fiduciary standard of care for broker-dealers.

Second, and equally important, FSI urges Congress to pass legislation authorizing the
SEC to approve a self-regulatory organization (SRO) to oversee the activities of retail investment
advisers.

Together, these changes to the current regulatory structure will ensure that all American
investors receive the same protections, regardless of whether they do business with a broker-
dealer or an investment adviser.

Americans need and want advice from trustworthy professionals. A recent ING Research
study confirmed what we already knew to be true: investors who spend time with a financial
professional save significantly more, perhaps two to three times more, than their counterparts
without the benefit of this advice. The business relationship between investors and financial
advisors is based on trust. Its success depends on investors’ confidence in the advice these

financial professionals offer.
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If investors lose access to their trusted advisers. or lose confidence in them, the nation’s
entire economy will suffer. Nor should investors have to be regulatory experts in order to
understand the legal duty owed to them or the extent of regulatory supervision dedicated to their
activities. Instead, investors should feel confident that the legal and regulatory protections
extended to them do not fluctuate with the registration status of their chosen financial adviser.
Any proposal that fosters investor confusion about professional standards or creates the
perception or reality of disparate, unevenly enforced rules and supervision will do serious harm
not only to our industry, but to the whole economy.

The Dodd-Frank Act has given Congress a unique opportunity to enhance investor
protection by exerting meaningful oversight over the SEC’s proposals for a fiduciary or “best
interest of the client” standard of care for broker-dealers. Clearly financial advisors who provide
personalized investment advice should be held to the same standard of conduct no matter what
their registration status. However, resolving the standard of care issue is only half of the job now
before you. In order to ensure that the Dodd-Frank Act achieves its stated goal of protecting
retail investors, we also urge Congress to act on additional legislation that ensures that all
Americans have access to competent, affordable financial advice that is subject to uniform
regulatory oversight and supervision.

The members of FSI have a unique perspective to offer the Subcommittee on Sections
913 and 914 of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010
(Dodd-Frank Act), the subsequent studies published by the SEC, and efforts to implement the
findings of those studies. FSI members work almost exclusively with retail investors, the
individuals and families who use retail investment products to save for retirement, fund their

children’s educations, and manage their personal wealth. Our members are dual registrants,
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licensed as both broker-dealers (B/Ds) and registered investment advisers (RIAs), so we
understand how the existing regulatory standards and examination structures differ for these
service providers. Last, but perhaps most important, our members rely upon their personal
reputations to win and retain business. Since we have this powerful incentive to put client
interests first, higher standards and closer oversight will only enhance our clients’ trust in us.

Therefore, the concerns we detail below relate merely to the means of pursuing these goals.

Formulating and Implementing 2 New Uniform Fiduciary Standard of Care

Title IX, Section 913 of the Dodd-Frank Wall Street Reform and Consumer Protection
Act of 2010 (the Dodd-Frank Act) required the SEC to study the obligations and standards of
care for broker-dealers and investment advisers who provide personalized investment advice to
retail investors. That study concluded that it would be appropriate to establish a uniform
fiduciary standard of care in the best interest of the client.

FSI agrees with this conclusion and supports the adoption of a new uniform fiduciary
standard of care. Uniformity is an important goal, as it will ensure that investors receive the same
protections no matter whom they choose as their financial advisor. For this reason, we strongly
oppose the Department of Labor’s attempts to impose an ERISA fiduciary standard of care on all
broker-dealers and registered investment advisers who provide personalized investment advice
and other services to IRAs, 401(k)s and other ERISA-covered plans. The creation of a second
competing and distinctly different fiduciary duty for particular types of client accounts will serve
only to exacerbate the existing lack of consistency and transparency in our regulatory system. In

addition, the DOL’s proposal would have enormous unintended consequences by restricting
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access to personalized investment advice to only those who choose to enter into a fee based
investment advisory relationship. Clearly this is the wrong direction.

However, a uniform fiduciary standard alone is not enough. It is also essential that the
new standard be carefully designed to preserve investor access to personalized investment advice
from a broad range of service providers. Because broker-dealers and investment advisers serve
different clientele, offer different services and have different cost structures, we join Ranking
Member Barney Frank in opposing efforts to harmonize the regulatory requirements by simply
applying the Investment Advisers Act of 1940°s implied fiduciary duty to broker-dealers. The
40 Act’s fiduciary duty standard has been developed through decades of investment adviser
fact-specific case law. Thus, applying the ‘40 Act’s standard of care to the unique clientele,
services and cost structure of the independent broker-dealer industry would force these providers
to guess as to their specific obligations. This would lead to an unacceptable level of regulatory
uncertainty for these firms, significant additional costs, and a resulting loss of access to services
and support for small investors.

Therefore, FST supports the rulemaking framework proposed by the Securities Industry
and Financial Markets Association (SIFMA), in which the SEC crafts a set of common core
principles of fiduciary conduct that serve as the basis for developing RIA- and B/D-specific
regulatory requirements.

The simple promulgation of a new uniform fiduciary standard of care is not enough to
protect investors, as some have suggested. This view is dangerously naive, and may even pose a
threat to jnvestors, if they lose the ability to make meaningful choices among financial advisors.

We need a uniform fiduciary standard of care that also allows for investor choice, especially for
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small and mid-sized investors who may not need nor want to pay an ongoing fee, but do need
ongoing advice and service if they are to meet their financial goals.

We strongly believe that the new uniform fiduciary standard must be designed carefully
so as not to disadvantage any segment of the investing public or a particular business model.
Because our members’ relationships with their clients are uniquely personal, it is essential that
the new standard of care recognize the differences between our members’ business model and
those, for example, of large institutional investment advisory firms. Therefore, we have called
on the SEC to ensure that the standard of care is tailored carefully to work for all business
models and client relationships, to preserve investors” access to the broadest possible range of
choices among financial service providers.

While we believe that sufficient empirical data exists to support a fiduciary standard
rulemaking, we ask Congress to ensure that the SEC takes a comprehensive approach to these
issues, and to ensure that the SEC works with all interested parties to provide an effective,
efficient framework that is flexible cnough to last in a changing marketplace, while protecting
investors and helping to instill confidence in the nation’s capital markets. This comprehensive
approach should begin with a rigorous analysis of the current regulatory regime, in order to
identify the elements that work well, and those that do not. The analysis should also carefully
evaluate the tikely consequences of regulatory changes to retail investors, other public investors,
and the industry.

As directed by Congress, the SEC’s goal should be to improve protection of retail
investors, without unnecessary cost increases or reductions in the range of products and services
now available. Access to personalized investment advice will only be preserved by controlling

the incremental costs associated with the new regulatory standard. Broker-dealers, registered
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investment advisers and the financial advisors affiliated with them can manage these costs only if
they are provided with clear regulatory guidelines that provide the clarity necessary to achieve
compliance. Retail customers currently benefit from a diverse array of business models to choose
from when seeking personalized investment advice, and any regulatory changes should recognize
and preserve those benefits of investor choice.

Thus we believe the implementation of a new uniform standard of care will require three
essential elements that will not only enhance investor protection, but also promote access to
financial advice and preserve investor choice. These should apply equally to all financial
advisors who offer personalized investment advice to retail customers.

First, clearly articulated rules of conduct. These will ensure that independent broker-
dealers and independent financial advisors know their specific obligations to their retail
customers. This, in turn, will allow our members to ensure compliance and preserve investor
access fo advice and service, while also enhancing predictability and controlling costs. With the
new uniform standard of care in place, regulators should follow existing rulemaking procedures
to formulate rules of conduct consistent with this standard of care, to be enforced prospectively.
Uncertainty and fear of arbitrary or retrospective enforcement will inhibit our members’ ability
to serve their clients, expand access to advice and service, or develop efficient solutions to
investor needs.

Second, clear SEC guidance on the form and content of client disclosures. FSI supports
effective disclosures, which are good business as well as good public policy, but please note the
distinction between “effective” disclosure and “comprehensive” disclosure. Investor
understanding should be our goal. Comprehensive disclosure that results in information overload

can be the enemy of effectiveness. Clear, concise disclosures help investors make wise choices
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about their broker-dealer or investment adviser, and the products and services being offered.
Therefore, we believe disclosures should be written in plain English, consolidated wherever
possible, and appropriate to the level of investor involvement. For example, concise point-of-
engagement disclosures should focus on information that will affect a typical investor’s decision-
making process, not on arcane details of interest to a select few or designed solely to avoid
liability. Disclosure statements must provide information about costs, but should balance this
information with other relevant considerations.

More detailed disclosure information should be made available to customers through
broker-dealer websites or brochures offered free of charge to those without Internet access. Since
information overload is always a risk, the amount and frequency of mandated post-engagement
disclosures should be balanced in order to make these disclosures more meaningful and effective.
Finally, the form of client disclosures should be investor focus group-tested to ensure they
provide the information investors want and need in a format they can understand. A layered and
measured approach to disclosure will enhance customer understanding and help investors make
wise choices about their financial advisors.

Finally, effective regulatory supervision must accompany clear regulatory guidelines
and effective client disclosures. Our current regulatory structure is dangerously flawed, with

significant gaps that must be ciosed. We discuss this element further below.

Developing an Effective Supervisory System for Investment Advisers
Title IX, Section 914 of Dodd-Frank specifically required the Securities and Exchange
Commission to review and analyze the need for enhanced examination and enforcement

resources for investors, FSI supports Dodd-Frank’s objective of improving examination and
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enforcement, which seeks to correct a significant regulatory gap that exposes retail investors to
possible harm.

The need to address these supervisory issues is grave and immediate. While the SEC and
self-regulatory organizations currently examine more than half of the nation’s approximately
4,900 registered broker-dealer firms at least once a year, the SEC projects it will examine fewer
than 10 percent of the more than 11,000 federally registered investment adviser firms during the
fiscal years 2009 and 2010. The percentage of advisers audited is expected to fall to seven
percent in 2011. Worst of all, the head of the SEC’s examinations program testified in March
that “approximately one-third of advisers registered with the SEC have never been examined.”

The supervisory disparity between broker-dealers and investment advisers has become
much more severe over the past 10 years. Between 1998 and 2002, the SEC examined every
retail investment adviser at least once every five years, and made an effort to examine newly
registered advisers early in their operations. As the number of RIAs has grown by more than
50% since 2002, the SEC’s ability to maintain this schedule has diminished significantly. Except
for examinations “for cause” and “sweep” examinations focused on specific risk areas, the
examinations they do conduct tend to be limited in scope. Before 2010, the SEC had
implemented a risk-based program for selecting RIAs for examination, but suspended this
program early last year in favor of an approach that gives examination priority to investment
advisers who have been the subject of tips or complaints. The bottom line is that federal
regulators simply do not have sufficient personnel or resources to devote to examining these
businesses and, as SEC Commissioner Elisse Walter has indicated, this problem will not be

resolved through the imposition of user fees.
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State supervisory programs are also inadequate. These supervision efforts vary widely,
but even the strongest state investment adviser examination program does not provide the same
level of oversight broker-dealers receive. The State of Texas, for example, reports that its
examiners “try to get to every adviser once every five years.” Meanwhile, Colorado, Georgia,
Michigan, Minnesota, South Dakota and West Virginia conduct “desktop” regulatory exams of
investment adviser firms. These so-called “ecxams” involve reviewing the contents of the state
regulator’s registration file for the investment adviser in the comfort of the regulator’s own
office. Clearly these efforts fall short of reasonable investor expectations for government
oversight.

This is not a theoretical dilemma, but a problem with real consequences for retail
investors. The State of New York, to cite one example, does not routinely conduct examinations
of registered broker-dealers or investment advisers. Bernard Madoff was able to run a massive
Ponzi scheme from an office on Third Avenue in New York City, defrauding thousands of
institutional and retail investors. The Cohmad Securities Corporation, located within the offices
of Madoff’s firm, brought additional investors into the scheme. At no time did the New York
Investor Protection Bureau ever examine the offices or activities of either Bernard L. Madoff
Investment Securities or the Cohmad Securities Corporation.

While the SEC or a state securities regulator might examine an investment adviser, it is
much more likely that the only oversight of an adviser’s activities comes from an internal
compliance officer, who may be the investment adviser himself. We believe it is simply
unacceptable to allow a huge segment of the financial services industry to engage in self-
supervision. Investors who do business with investment advisers deserve the same supervisory

protection as their counterparts who invest through broker-dealers.
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The SEC recognized these problems in its study and recommended three possible
solutions, all of which would require additional authorization from Congress:
* Authorize the SEC to collect user fees from RIAs to generate revenue necessary to fund
examinations;
* Authorize the SEC to approve one or more SROs to examine RIAs; or

¢ Authorize FINRA to examine dual registrants.

Authorizing FINRA as SRO for Retail Investment Advisers

Since the start of the legislative process that resulted in Dodd-Frank, FST has urged
Congress to adopt legislation that would allow the SEC to close the regulatory gap by approving
an SRO for retail investment advisers. If adopted, the legislation proposed by Chairman Bachus
would accomplish that goal and bring about significant improvements in investor protection and
a balanced playing field for all financial advisors. Therefore, FSI supports the adoption of the
draft legislation.

In addition to supporting legislation that would authorize the SEC to approve an SRO to
examine and supervise retail mvestment advisers, we have endorsed FINRA to assume the
responsibilty of SRO. This approach is based in both practicality and precedent, with several
clear benefits for consumers, the industry, and the economy as a whole.

Experience. The SEC has more than 70 years of experience with SROs and, more
specifically, with FINRA and its predecessor organization, the National Association of Securities
Dealers. In addition to FINRA, the SEC works with and provides an additional level of oversight
to the Municipal Securities Rulemaking Board (MSRB), and the Public Company Accounting

Oversight Board (PCAOB). Thus, the SRO model has a long proven track record.



62

Precedent. Sections 15A and 19 of the Exchange Act provide the basic outline of an
SRO governance structure and can be adapted to ensure transparent and publicly accountable
regulatory structure for retail investment advisers.

A layered regulatory system. A self-regulatory organization for retail investment
advisers should mirror the supervisory system in place for broker-dealers. Under this structure,
the SEC would review the SRO’s supervisory activities, creating a layered regulatory system to
provide two levels of oversight. Both the public and the industry would have input into the
rulemaking process, preventing disruptions and unintended adverse consequences. Additionally,
assigning supervisory responsibilities to FINRA would allow for consolidated examinations of
dual-registered firms, limiting disruption and keeping unnecessary regulatory burden to a
minimum.

Ease of implementation. FINRA has experience with both regulatory examinations of
financial service providers and the operation of an SRO whose governing body, committees and
staff act in the public’s best interests. As a private-sector organization, it has greater flexibility to
set user fees and hire staff as needed. FINRA already has more than 1,000 examiners on staff. Its
private funding structure for broker-dealer examinations can serve as a model for funding the
examinations of other entities at no additional cost to the taxpayer. If FINRA lacks necessary
expertise, it possesses the resources to hire the needed staff.

A proven track record. FINRA has a solid track record of handling complex regulatory
responsibilities and a deep understanding of the overlapping financial services provided by
organizations registered as both broker-dealers and retail investment advisers.

Targeting of supervisory priorities. Finally, assigning routine examination

responsibilities to FINRA would free up SEC resources to focus on capital market concerns, a
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comprehensive regulatory approach to all regulated industries and the supervision of the SRO
itself.

Authorizing FINRA to provide that supervisory protection is the best possible approach
and will be a win-win for advisers, investors and the SEC. It will create a supervisory system
parallel with the one now in place for broker-dealers, leveling the playing field for industry
participants, and providing a consistent level of consumer protection to all investors. More
regular examinations will boost investor confidence, especially critical in turbulent economic
times. Confident investors are not only better for the industry, but better for the economy overall,

and critically important at this economic juncture.

Conclusion

Now more than ever, individual investors need to have confidence in the reliability of the
investment advice they receive. The members of FSI do everything within their power, every
day, to provide thoughtful investment advice to their clients with integrity and transparency. A
new uniform fiduciary standard of care and a coordinated system of enhanced supervisory
oversight will provide our members’ clients with additional measures of confidence, and will
ensure that all Americans have access to competent, affordable financial advice, products and
services with the highest possible level of consumer protection.

We urge Congress to take appropriate steps to encourage the adoption of this new
uniform standard of care, and to authorize the SEC to partner with a self-regulatory organization
such as FINRA, in order to provide enhanced oversight for all registered investment advisers.

Main Street investors deserve an efficient, effective and unified system of oversight when

it comes to investment advisers and independent broker-dealers — a smarter system that ensures
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true consumer protection coupled with access to the best possible independent financial advice.
Congress has the opportunity to make that happen, and the members of FSI look forward to
working with you toward this goal.

I would be happy to answer any questions the Subcommittee may have.
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Background on Independent Broker-Dealers, Independent Financial Advisers and FSI

For more than 30 years, independent broker-dealers and independent financial advisors
have brought Wall Street to Main Street, offering comprehensive financial planning services and
unbiased, affordable investment advice to millions of individuals, families and businesses large
and small. The approximately 201,000 independent financial advisors make up 64% of all
practicing registered representatives nationwide, offering services that include financial
education, planning, implementation and investment monitoring. While we serve a broad cross-
section of clients, our members’ typical clients are middle class, Main Street investors — those
investing tens or hundreds of thousands of dollars, not millions.

Independent broker-dealers and independent financial advisors also share a number of
other business characteristics. They generally clear their securities business on a fully disclosed
basis; primarily engage in the sale of packaged products, such as mutual funds and variable
insurance products; take a comprehensive approach to their clients’ financial goals and
objectives; and provide investment advisory services through either affiliated registered
investment adviser firms or such firms owned by their registered representatives. The
independent business model allows our members to tailor their products and services to support
both the small investors opening their first IRAs and the more affluent clients who need more
complex wealth management services.

These financial advisors operate as self-employed independent contractors, not as
employees of their affiliated broker-dealer firms. They are small business owners with strong ties
to their communities. In fact, their standing in their communities is critical to their success, as
word-of-mouth and reputation are their primary sources of new clients. Independent financial

advisors generally meet their clients in person and provide their services face-to-face or over the
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telephone, forming personal, trust-based relationships. Thus, independent financial advisors have
a powerful incentive to pursue their clients’ investment goals with integrity and transparency,
and every reason to want to make sure their clients receive personalized investment advice that is
in their best interest.

Since 2004, the Financial Services Institute (FSI) has represented the interests of
independent financial service firms and independent financial advisors. Through FSI. these
financial professionals work together to promote the independent business model and a
regulatory environment that serves all its constituents effectively.

Independent broker-dealers and independent financial advisors formed the Financial
Services Institute not only to serve as an advocacy organization. but also to be a forum for
improving compliance efforts and promoting our business model. FSI is committed to preserving
the crucial role of independent broker-dealers and independent financial advisors in helping
Main Street Americans plan for their futures and meet their long-term financial goals. As part of
this mission, FSI conducts industry surveys and research, and provides a forum for members to
share their best practices in compliance, operations, and marketing. FSI also serves as an
advocate in Washington, using the information it collects to help shape a regulatory environment

that is fair and balanced and serves all its constituents.
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Statement of Ken Ehinger
Chief Executive Officer, M Holdings Securities, Inc.
On behalf of the Association for Advanced Life Underwriting (AALU)

Hearing on Current Regulation and Oversight of Investment Advisers and Broker Dealers

Before the Subcommittee on Capital Markets and Government Sponsored Enterprises
House Financial Services Committee

September 13, 2011

Chairman Garrett, Ranking Member Waters, and Members of the Subcommittee, I am
Ken Ehinger, President and Chief Executive Officer of M Holdings Securities, Inc.' am
testitying today on behalf of the Association for Advanced Life Underwriting (AALU), of which
I am a member and M Financial Group is a strong supporter and partner. AALU appreciates the
opportunity to testify before the Subcommittee on Capital Markets at this hearing on the current
regulation and oversight of investment advisers and broker-dealers. We appreciate the
Subcommittee’s focus on the issues discussed in two Securities and Exchange Commission
studies required by the Dodd-Frank Wall Street Reform and Consumer Protection Act: the Study
required by Section 913 on Investment Advisers and Broker-Dealers,” and the Study required by
Section 914 on Enhancing Investment Adviser Examinations.”

We do not support the SEC Staff recommendation in the Section 913 Study that broker-
dealers should be subject to the legal standard of care under the Investment Advisers Act
(Advisers Act). As two of the SEC’s own Commissioners stated in their dissent to the Study, the
SEC has offered no empirical evidence or any data that such a change would improve investor
protection and has failed to assess the costs and impact of such a change, as required by Dodd-
Frank. We agree with the concerns expressed by the Commissioners that there is a risk that

" As President and CEQ of M Securities, Mr. Ehinger oversees all aspects of M Financial
Group’s Broker/Dealer and Registered Investment Adviser. Mr. Ehinger has a diverse
background in the securities and insurance industrics that spans more than three decades.
Additional biographical information about Mr. Ehinger is attached to this statement.

2 Study on Investment Advisers and Broker-Dealers (Jan. 21, 2011) [hereinafter SEC Staff
Study), available at http://www.sec.gov/news/studies/2011/91 3studyfinal.pdf.

3 Study on Enhancing Investment Adviser Examinations (Jan. 19, 2011) [hereinafter Section 914
Study], available at http://www.sec.gov/news/studies/2011/914studyfinal.pdf.

* We note that the Department of Labor has proposed regulations (Definition of the Term
“Fiduciary,” 75 Fed. Reg. 65,263 (proposed Oct. 22, 2010) (to be codified at 29 C.F.R. pt. 2510),
that would redefine the term “fiduciary™ under the Employee Retirement Income Security Act
(ERISA). While these proposed regulations have not yet been finalized, they could significantly
expand the number of broker-dealers categorized as ERISA fiduciaries and could have a
dramatic impact on the provision of investment advice and education to investors, particularly
Footnote continued on next page
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implementation of the SEC staff’s recommended changes would result in investors having access
to fewer products and services and paying more for the services and advice they do receive. The
SEC should not proceed with a discretionary rulemaking in this area unless these flaws are
remedied and it can objectively justify its recommended actions.

The need for an empirical basis and rigorous cost/benefit analysis in SEC rulemaking is
critical, particularly in view of the SEC’s recent experiences with rulemaking challenges in the
D.C. Circuit Court of Appeals.”

1 have spent most of my professional career working in businesses that are regulated by
the SEC. It is in the interest of all of us who are regulated by the Commission to have a strong
and respected regulator to police our markets and instill and enhance investor confidence, which
is the foundation for capital formation and savings in the U.S. We understand the full
Committee will be holding a hearing on these broader issues two days from now. We want to
add our voice to those who are saying that the Commission, with its limited resources, simply
has to focus on the most critical issues at hand. Engaging in a rulemaking to change a regulatory
system, with respect to which investors — according to a survey commissioned by the SEC itself
— have said they are satisfied, is a misplacement of priorities and resources.®

We believe a greater priority for the Commission should be to give further attention to
problems acknowledged by the Section 914 Study of the lack of an effective inspection cycle for
many investment advisers.” We support the focus given this matter by Chairmen Bachus,

Footnote continued from previous page

those who have varying types of investment accounts with the same institution or service
provider (see Comment Letter from David J. Stertzer, Chief Executive Officer, Association for
Advanced Life Underwriting, Dept. of Labor RIN 1210-AB32, February 3, 2011, available at
hitp://www.dol.gov/ebsa/pdf/1210-AB32-157.pdf.). In the SEC Staff Study, the scope of these
regulations in relationship to the SEC’s work was not properly assessed, just one practical
example of the lack of rigor inherent in the staff’s analysis.

? Just this past July, the D.C. Circuit rejected the Commission’s actions adopting its shareholder
access rule. See Business Roundtable and Chamber of Commerce v. SEC, No. 10-1303 slip op.
(D.C. Cir. Jul. 22, 2011), available at

hitp://www.cade.uscourts. gov/internet/opinions.nsf/89BE4DO84BASEBDARS52578D5004FBBB
E/$file/10-1305-1320103.pdf. According to recent reports, the SEC will not appeal this decision,
seemingly acknowledging the Court’s judgment about the Commission’s lack of rigor in
rulemaking.

® See Angela A. Hung er al., Investor and Industry Perspectives on Investment Advisers and
Broker-Dealers, RAND Institute for Civil Justice, available at
http://www.sec.gov/news/press/2008/2008-1 randiabdreport.pdf.

7 According to the Commission’s most recent budget justification, the Commission oversees
approximately 11,800 investment advisers and 5,400 broker-dealers. The Commission’s budget
Justification states that 44% of all broker-dealers were examined by the Commission or an SRO
in FY 2010, and the Commission expects that 45% of all broker-dealers will be examined by the
Commission or an SRO in FY 2011 and 46% in FY 2012. Investment advisers are examined far
less frequently. In FY 2010, only 9% of investment advisers were examined. The Commission
has projected that in FY 2011 and FY 2012, respectively, only 11% and 13% of investment
advisers will be examined. See U.S. Securities and Exchange Commission: FY 2012

Footnote continued on next page



69

Garrett, and other Members, who have argued that the self-regulatory organization (SRO) model
of supplementing SEC inspections of investment advisers with SRO exams is perhaps the only
viable means to address this problem. There is a strong belief that the Financial Industry
Regulatory Authority (FINRA) has the experience and capacity to carry out an effective
regulatory and examination program for investment adviser examinations, as it currently does for
broker-dealers.

Background and AALU’s Participation in SEC Staff Study

AALU is a nation-wide organization of 2,000 life insurance agents and professionals who
are primarily engaged in sales of life insurance used as part of estate, charitable, retirement, and
deferred compensation and employment benefit services. Many of our members have served the
same individual clients and their families for decades. Our customers are of primary importance
to us and, for that reason, we work closely with them to understand their needs and objectives in
connection with the insurance and investment products we are authorized to sell, within the
framework of our contracts with carriers and other obligations under all of the laws and
regulations to which we are subject.

All of our members are licensed insurance professionals; many are licensed in multiple
states. Many of our members own their own insurance agencies, in some cases with multiple
offices, and some of these agencies own or are affiliated with registered broker-dealers or
investment advisers. Many AALU members are registered representatives of SEC/FINRA-
registered broker-dealers and/or are investment adviser representatives of SEC-registered
investment advisers. Our members therefore are subject to multiple layers of federal and state
regulation and oversight. We believe we have a unique perspective on the effectiveness of
regulation and oversight by various regulators, particularly with regard to sales of insurance-
related products.

Many life insurance producers offer variable life insurance and variable annuities, in
addition to what may be viewed as more traditional life insurance products. These bundled
products offer consumers investment choices for their accumulating cash values — the variable
clement of the product — with scparate guarantees from the issuer such as a guaranteed death
benefit and lifetime income guarantees, which are important options for customers seeking to
address their life insurance protection and retirement needs and which have been recognized as
even more important in recent years of market volatility. Itis the sale of these products that
triggers broker-dealer registration and SEC, FINRA, and state securities regulation and oversight
for those producers. Any major changes in SEC regulation of broker-dealers, such as changing
current standards for broker-dealers to an investment adviser-type standard, would have a
significant impact on these producers and could potentially affect their relationships with, and
their ability to serve, their customers, particularly with regard to the range of products offered as
well as the costs of those products. For this reason, AALU on August 30, 2010 filed extensive
comments with the SEC in connection with its Section 913 Study, in order to educate the

Footnote continued from previous page
CONGRESSIONAL JUSTIFICATION - IN BRIEF (Feb. 2011), at 2, 22, available at
hittp://www.sec.gov/about/secfyv12congbudgjust.pdf.
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Commission on the extent of current regulation of insurance producers who sell variable
products.®

AALU’s submission to the SEC explained, for example, that the design of variable life
insurance products requires medical and financial underwriting in determining insurable interest
that goes beyond the requirements for traditional securities products. The rigor and breadth of
applications relating to these products requires an assessment primarily of financial and
protection needs. This necessitates an analysis related to death benefit, cash values, tax
advantages and costs. In each situation, the issuing insurance company is involved in
determining the appropriateness of the product for the customer as it relates to risk selection and
general suitability. In addition to the SEC’s and FINRAs roles in the registration and sales of
these products, state insurance commissions also regulate these products. Insurance
producers/registered representatives who sell these products are subject to supervision by an
SEC/FINRA-regulated broker-dealer and also subject to the terms of their contract with the
issuing insurance company, which is subject to regulation by multiple state insurance regulators.
Indeed, the scope and level of regulation is significantly higher for variable life insurance
products than for other securities products under current law. However, the SEC Staff seemingly
gave little weight to the extensive information provided by AALU and other insurance
organizations9 on the comprehensive and overlapping requirements of state insurance regulation
and federal, state and FINRA securities regulation relating to variable products, under which
insurance producers operate.

We believe consideration of the multiple layers of regulation and oversight of these
variable insurance products, together with their product-specific disclosure and due diligence
requirements, should have led the SEC Staff to conclude that no change in standards or further
regulation is necessary, or at least to specify why, notwithstanding the current multiple and
overlapping regulation of these products, a ditferent, more subjective standard — the standard
under the Investment Advisers Act — should be applied. We expressed strong concerns that
applying such a standard, in addition to all of the existing regulatory requirements, could result
in many insurance producers moving away from variable to fixed insurance products, limiting
customer choice and increasing costs. The cost of meeting all regulatory and compliance
obligations is already significant for all brokers, but especially insurance producers, due to levels
of oversight and requirements that already exist. Our submission expressed our serious
misgivings that an unwarranted change in the legal standard that requires increased time and
compliance costs could render the delivery of this service too costly for insurance producers and
the average customer, resulting in limited access to valuable insurance protection. However, the
SEC Staff Study report did not acknowledge the comprehensive and overlapping regulation of
insurance professionals.

¥ See Comment Letter from David J. Stertzer, Chief Executive Officer, Association for Advanced
Life Underwriting, File No. 4-606, Aug. 30, 2010, available at http://www.sec.gov/comments/4-
9 See Comment Letter from American Council of Life Insurers, Association for Advanced Life
Underwriting, Financial Services Institute, Insured Retirement Institute, National Association of
Insurance and Financial Advisors, and Securities Industry and Financial Markets Association,
File No. 4-606, Aung. 30, 2010, gvailable at http://www.sec.gov/comments/4-606/4606-2532.pdf.
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In addition, without any empirical evidence or data, the SEC Staff Study report dismissed
concerns that the proposed regulatory changes would limit choice and access to financial
products and services."” The report contained numerous statements by the Staff that it was
seeking proof from commenters concerning the adverse effects of the proposed rule change,
when the burden is, in fact, on the agency recommending the imposition of new regulations to
conduct a cost/benefit analysis. which the SEC did not do.

In support of the Staff™s position that the impact would be limited, the Staff cited letters
from two organizations who have advocated for the rule change. The staff stated that the new
standard would only apply to “personalized investment advice™ — a term currently undefined but
which the Staff made clear it intends to define as virtually any investment suggestions from a
broker to a retail customer, including advice not to buy choices presented.'’

The Staff then argued that concerns about the vagueness of the proposed new standard
should be discounted, because the Commission or Staff will provide guidance to assist
];)1'0fcssi0nals‘12 Yet, at the same time, the SEC Staff Study report states,

The Staff is of the view that the existing guidance and precedent under the
Advisers Act regarding fiduciary duty, as developed primarily through
Commission interpretative pronouncements under the antifraud provisions of the
Advisers Act, and through case law and numerous enforcement actions, will
continue to apply to investment advisers and be extended to broker-dealers, under
the uniform fiduciary standard."

In other words, it is the view of the SEC staff, as expressed in their report, that broker-dealers
will be expected to abide by 70 years of Advisers Act precedent, including case law and SEC
enforcement actions, in order to discern their responsibilities and legal liabilities under the
proposed new standard.'® The SEC Staff nonetheless said it believes, without providing

1 See SEC Staff Study, supra n. 2 at 161-162, simply citing SEC staff views rather than specific
supporting data: “The Staff believes that its recommended uniform fiduciary standard
recognizes the value of preserving investor choice with respect to the variety of products and
services involving the provision of investment advice and how investors may pay for them. . . .
The Staff believes that the recommended uniform fiduciary standard would not require that
broker-dealers limit, nor would it necessarily result in broker-dealers limiting, the range of
products and services they currently offered to retail investors. . . . The Staff believes that . . . the
recommended uniform fiduciary standard would in and of itself, not adversely impact [the retail
investor] populations” access to financial products and services.”

" Id at 123-127.
2 14, at 162.
Y1 at 111

" The SEC staff appears to be taking a position in contradiction to even the Ranking Member of
the House Financial Services Comnuttee, who has supported a uniform fiduciary duty on broker-
dealers and advisers. Ina May 31, 2011 letter to SEC Chairman Mary Schapiro, Representative
Barney Frank stated that “if Congress intended the SEC to simply copy the "40 Act and apply it

Footnote continued on next page
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empirical evidence, that retail access to broker-dealer services will not be adversely impacted
and asks that broker-dealers defer to the staff to provide appropriate guidance at some point.

Life insurance enables individuals and families from all economic brackets to maintain
independence in the face of potential financial catastrophe, helping relieve pressure on burdened
public programs. It is unique in guaranteeing the delivery of financial security at precisely the
moment it is needed, while contributing significantly to the nation’s storchouse of savings and
investment capital. As September is “Life Insurance Awareness Month,” it is important to note
that the life insurance industry. through permanent life insurance and annuities, provides 20% of
Americans’ long-term savings.” Two out of three American families — that’s 75 million families
— count on the important financial security that life insurance products provide. Unfortunately,
despite this broad, positive impact, according to Congress, 68 million still “lack the adequate
level of life insurance coverage needed to ensure a secure financial future for their loved ones.
We therefore believe any proposed change in regulation that could limit consumer choices and
access to insurance products should meet a high burden with respect to the need for the changes.
Clearly, the SEC did not meet that burden, nor did it do what Congress specifically asked it to do
in conducting the Study.

216

Failure of the SEC to Conduct an Objective Assessment of Broker-Dealer and
Adviser Regulation

During consideration of the legislation that ultimately became Dodd-Frank, SEC
Chairman Schapiro made clear her support for a new fiduciary duty for brokers and dealers in a
March 9, 2010 letter to former Chairman Dodd, stating, “1 urge you to include a provision that
would mandate a uniform fiduciary standard of conduct for financial services professionals
providing investment advice about securities to investors.” The SEC Chairman wanted no
discretion left to the SEC, but, instead, asked that Congress mandate the standard. As this
Subcommittee is aware, Congress decided otherwise, and the only mandates in Section 913
were: (1) amandate to the SEC to conduct an objective and comprehensive study; and (2) a
mandate to consider the study in writing any new rules relating to the standard of care for
brokers, dealers, and investment advisers. The SEC was given discretion, but was not required,
to write rules imposing a fiduciary standard, following the study.

Therefore, perhaps, it is not surprising that SEC Staff Study report recommended, with no
empirical basis, that the fiduciary duty standard under the Advisers Act be applied to broker-
dealers. According to the only two SEC commissioners who had not previously endorsed the
imposition of a fiduciary duty. the Staff recommendation was made, “without adequate

Footnote continued from previous page

to broker-dealers, it would have simply repealed the broker-dealer exemption — an approach
Congress considered but rejected.” A4vailable ar
http://www.advisorone.convadvisorone/files/ckeditor/Barney%20Frank%20L etter.pdf.

' American Council of Life Insurers calculations of survey data and Federal Reserve Flow of
Funds data.

'®S. Res. 211, 111th Cong. 2009; H. Res. 16, 111th Cong. (as agreed to in Senate on July 5,
2009 and in House on Sept. 29, 2009, respectively).
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articulation or substantiation of the problems that would purportedly be addressed via that
regulation, without adequate recognition of the risk that its recommendations could adversely
impact investors, and with no justification for fundamentally changing the regulatory regime for
broker-dealers and investment advisers.”"’

The Staff produced no data to suggest that the Advisers Act regulatory regime is in any
way superior to the regulatory regime for broker-dealers under SEC and FINRA rules. By
contrast, AALU’s comment letter to the SEC pointed out in detail a variety of areas in which the
regulatory regime applicable to broker-dealers is far superior to that applicable to investment
advisers, including: the level of regulatory oversight and examinations; the legal requirements
for internal supervision programs; the specific liability of supervisors, which is designed to
assure that they vigorously supervise the activities of those subject to their supervision; the
qualification requirements for salespersons/advisers and supervisors; requirements for training
and continuing education; and the nature and totality of the regulatory requirements in furthering
effective programs of supervision and oversight to protect retail customers.

If the goal of imposing upon financial intermediaries any legal duty — fiduciary or
otherwise — is anything other than to create liability for the infermediary, it should be to protect
investors through assuring appropriate broker and adviser conduct. Regulation should provide
appropriate and effective guideposts. In other words, regulation should provide clear rules of
conduct, from which a financial services organization can develop training for its employees,
supervision of their conduct, procedures to achieve compliance, and measures by which they can
audit their conduct. Regulators then can examine and measure financial services professionals
against these rules and assess for compliance. Thus, the regulations should be (1) clear and
understandable to the financial professionals to whom they apply; (2) capable of being measured
and monitored by supervisory personnel who are held accountable for compliance (and which
are, in fact, monitored by supervisory personnel); and (3) capable of being audited and enforced
by regulators. This is the model FINRA follows. [t is not the Advisers Act model, where the
broad, amorphous fiduciary standard of conduct has evolved essentially from case law and SEC
enforcement actions. '

Investor Confusion Can, and Should Be, Addressed More Effectively

The SEC Staff Study report’s recommendation rests its conclusion about the need for a
uniform fiduciary duty solely on concerns about investor confusion as to the specific legal duties
of brokers, dealers, and investment advisers. The report focuses on a 2008 report by the RAND
Institute for Civil Justice (RAND Report)]9 based upon a survey of investor and industry

' See Statement by SEC Commissioners Kathleen L. Casey and Troy A. Paredes Regarding
Study on Investment Advisers and Broker-Dealers, Jan. 21, 2011, available ar
http://www.sec.gov/news/speech/2011/spch0122 1 1 klctap.htm.

1 See SEC v, Capital Gains Research Bureau, 375 U.S. 180, 194 (1963). See also Transamerica
Mortgage Advisers v. Lewis, 444 U.S. 11, 17 (1979).
' See Angela A. Hung er al., Investor and Industry Perspectives on Investment Advisers and

Broker-Dealers, RAND Institute for Civil Justice, available at
http.//www.sec.gov/news/press/2008/2008-1 randiabdreport.pdf.
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perspectives on the role of broker-dealers and investment advisers. The RAND Report
summarized its findings as follows:

Overall, we found that the industry is very heterogencous, with firms taking many
different forms and offering a multitude of services and products. Partly because
of this diversity of business models and services, investors typically fail to
distinguish broker-dealers and investment advisers along the lines that federal
regulations define.?

However, the RAND Report did not identify particular investor harm that occurred as a
result of the confusion. Indeed, the RAND Report found:

Despite their confusion about titles and duties, investors express high levels of
satisfaction with the services they receive from their own financial service providers.”!

AALU members believe our customers fully understand the role in which our members
operate. Indeed, if there is any concern about the current level of disclosures, we believe many
customers feel buried under the weight of required disclosure and account-related documents.
Nonetheless, we support efforts, such as FINRA’s Notice 10-54, to develop better and clearer
disclosure for customers of broker-dealers.? Indeed, we believe the FINRA process offers the
potential to give thoughtful consideration to the types of disclosures that investors would find
most useful in making investment decisions and to simplify the information most relevant to
consumers. For example, FINRA seems to be aiming for a simple document provided at the
beginning of a customer relationship, with information about the roles, conflicts and services
provided by a broker-dealer.

On this issue, the RAND Report also offers some critical insight. Tt referenced the
“questionable value of disclosures” and reported that a majority of those interviewed by RAND’s
researchers expressed the view “that disclosures do not help protect or inform the investor,
primarily because few investors actually read the disclosures.” Not surprisingly, many
participants in the survey apparently complained, “{t]he way [disclosures] are written is not
easily understandable to the average investor, and the information in disclosures is not
sufficient. ™ Of course, we know that both the SEC and FINRA have heard this complaint year
after year, over many decades, and yet regulators to date have not written the kind of rules that

2 Id. at xiv.
2y

22 See FINRA Notice 10-54, Disclosure of Services, Conflicts and Duties (Oct. 2010) available
at http://www finra.org/Industry/Regulation/Notices/2010/P122361; Comment Letter from
David I. Stertzer, Chief Executive Officer, Association for Advanced Life Underwriting, File
No. 4-606, Aug. 30, 2010, available at hitp://www.sec.gov/comments/4-606/4606-263 1.pdf.

3 See Angela A. Hung et al., Investor and Industry Perspectives on Investment Advisers and
Broker-Dealers, RAND Institute for Civil Justice, at 19, available at
http://www.sec.gov/news/press/2008/2008-1 randiabdreport.pdf.
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would facilitate the type of simple, brief, “plain English™ disclosures investors want and need.
We believe this underscores the need for FINRA, together with the SEC, to develop and
implement investor testing and investor education as part of the process of developing any new
disclosure rules in this area.

Studies that (1) reflect investor confusion over legal duties that apply to financial
professionals but also (2) show investor satisfaction about their own financial services provider
point clearly to the need for more effective disclosures and investor education, not the need for
wholesale changes in the legal standards.

In fact, the need for the SEC to gather additional data before considering major changes
in SEC regulation of broker-dealers—such as changing current standards for broker-dealers to an
investment adviser-type standard-—is essential and vital, given current investor choices and
behavior. According to a broad-based nationwide study by Oliver Wyman in October 2010, 95%
of investing households surveyed utilize commission-based brokerage accounts to meet their
needs, while only 5% of households use a fee-based advisory platform.25

Need to Address the Investment Adviser Inspection Gap

We believe the SEC, in its advocacy for a uniform fiduciary duty almost to the exclusion
of other, more pertinent reforms, has misplaced priorities. The first step in protecting investors
has to be to assure they are well informed. They need to be informed about the role in which a
financial services professional operates. They should be informed about who regulates them and
when they were last inspected by a regulator. They need to understand what their rights are if
there is a dispute with the financial services professional. They need to understand conflicts of
interest. The SEC should review current disclosures and consider changes where they believe
disclosures are lacking as a first step.

Moreover, if investor confusion is to be the basis for new regulation, we submit that few
investors understand that if their financial services professional is a registered broker-dealer, it is
supervised by the SEC, FINRA, and state securities regulators, and likely is inspected
approximately once every two years, but if the investor’s financial service professional is a
registered investment adviser it may be inspected only once every 10 years, according to the
SEC’s own budget projections.26 Broker-dealers also employ significantly more internal
resources, programs and procedures to comply with their responsibilities under Commission and
FINRA rules, compared to investment advisers — a difference in regulatory requirements we also
believe is unknown to most investors, who arguably would express concern if surveyed on this
point. The level of internal broker-dealer resources committed to compliance, together with the
industry’s financial support of FINRA for its oversight of broker-dealers, is a significant multiple
of government and private sector resources devoted to compliance on the investment adviser

3 Oliver W yman, “Standard of Care Harmonization, IMPACT Assessment for SEC (October,
2010y, at 4, available at http://www.sifma.org/ WorkArea/DownloadAsset.aspx?id=21999.

26
% See supra note 7.
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side. Yet we have been struck by the fact that neither the SEC nor fiduciary advocates have
treated this issue of investor lack of knowledge with the same urgency as their campaign to
impose a fiduciary duty on brokers. Commissioner Walter in her dissent to the SEC staft study
under Section 914 made a strong case that the SEC’s inspection program for investment advisers
has significant gaps and that designating an SRO, which presumably would be FINRA, may be
the only approach which can solve the problem.

AALU supports Chairman Bachus, Chairman Garrett, and this Subcommittee in focusing
on the SEC staiff study under Section 914, Enhancing Investment Adviser Inspections. The
SEC’s focus on a uniform standard of conduct has been a diversion from the need to address the
disparity in regulatory oversight and inspections of broker-dealers and investment advisers and
investors’ expectation gap that registered investment advisers are subject to the most effective
oversight. As the Commission is aware, some of the most dramatic failures in recent years on
the retail brokerage/adviser side were not a result of the lack of rules governing financial
professionals or the lack of a “fiduciary duty” of malefactors, but a failure of regulatory
oversight.”’

No standard of care is effective without a mechanism to monitor and enforce its
application. The Commission and other regulators and self-regulatory organizations already
devote the clear majority of their oversight and inspection resources to broker-dealers. An
investment adviser who is compensated based on assets under management or fees for services
and time can be just as likely to make an inappropriate recommendation to garner more assets as
any commission-based broker. Devoting limited Commission resources to imposing a uniform
standard of conduct for brokers, dealers and investment advisers should be considered only if
and when the oversight, inspection, and supervision gap between broker-dealers and investment
advisers 1s sufficiently addressed.

Imposing a broad, vague fiduciary duty on broker-dealers would provide no
increase in investor protection

While under certain circumstances (such as when a broker has discretionary authority
over a customer’s account) a broker may be held to the legal standard of a “fiduciary,” we
believe Advisers Act regulation or a broad fiduciary duty standard has not provided superior
investor protection for customers of investment advisers and would not provide a measurable
increase in investor protection for retail customers of broker-dealers. In contrast, a regime for

¥ See, e.g., SEC Charges Bernard L. Madoff for Multi-Billion Dollar Ponzi Scheme, SEC Press
Release 2008-293, Dec. 11, 2008, available at http://www sec.gov/news/press/2008/2008-

293 htm, and the SEC Complaint and Orders referenced therein. See also SEC Charges R. Allen
Stanford, Stanford International Bank for Multi-Billion Dollar Investment Scheme, SEC Press
Release 2009-26, Feb. 17, 2009, available at http://www.sec.gov/news/press/2009/2009-26.htm;
and the SEC complaint and Litigation Release No. 20901 referenced therein. See also David
Stout, Report Details How Madoff’s Web Ensnared S.E.C., N.Y. TIMES, Sept. 2, 2009, gvailable
at http://www.nytimes.com/2009/09/03/business/03madoff.htm; Zachary A. Goldfarb, SEC
Suspected R. Allen Stanford of Ponzi Scheme 12 Years Earlier, Report Says, WASH. POST, Apr.
17, 2010, available at http://www.washingtonpost.com/wp-
dyn/content/article/2010/04/16/AR2010041604891 html.
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advisers that more closely resembles that for brokers and dealers would likely benefit retail
customers, in view of the specificity of the rules and the strong examination program resulting
from FINRA oversight.

For variable life insurance products sold by licensed insurance agents in particular, which
are among the most highly-regulated products sold by the most highly-regulated financial
services professionals, nothing under the Advisers Act regulatory scheme compares to the
comprehensive and robust customer protections already in place: comprehensive due diligence
with respect to the customer’s needs and financial capacity; suitability assessment relating to
both annuity and investment products; disclosures to customers about the investment product;
transaction-by-transaction review and approval by the carrier/issuer; immediate and transaction-
by-transaction review of each transaction by a broker-dealers’ securities principal; and
meaningful and effective oversight by as many as four different levels of regulators (and often
involving multiple regulators at the state level). While we do not believe AALU members’
clients are confused about the insurance producer’s role and any potential conflicts, the SEC
does not need to look to the Advisers Act or to a newly-created “best interest™ standard under
Dodd-Frank to address any confusion, should it be identified. The Commission and FINRA have
ample other authority (authority existing both prior to and after enactment of Dodd-Frank) to
require additional disclosures by brokers to their customers.

Even beyond highly regulated variable products, as discussed above, the
Commission/FINRA regulatory and oversight regime for brokers and dealers — which is highly
specific, proactive, capable of being monitored by supervisors (and is, in fact, monitored) and
capable of being audited by regulators (and is, in fact, regularly audited by regulators) is superior
to current regulation of investment advisers. In fact, we believe investors, if fairly surveyed,
would choose a regime which provides specific rules of conduct to guide financial professionals,
imposes liability upon supervisors for failing to meet robust supervisory requirements, and
provides for periodic and robust regulatory oversight, over a regime in which a financial
professional may have a legal “fiduciary” obligation but operates under the assumption that a
regulator may audit its activities only once every 10 years. We believe any shift in regulation
should be toward moving advisors in the direction of the more specific regulatory regime of
broker-dealers to supplement the Commission’s current inadequate regime for investment
advisers. The comparative benefits of the broker-dealer regulatory and oversight regime over the
current regime for investment advisers have been amply demonstrated.®

# Indeed, the SEC Staff Study report acknowledges the superior nature of broker-dealer
regulation in a number of areas, particularly with regard to the lack of SEC substantive review of
investment advisers” applications and lack of federal or SRO licensing and educational
requirements for persons associated with investment advisers, but states that reforms to bring
investment advisers up to the level of broker-dealers in these areas are not feasible at this time
due to SEC resource constraints. SEC Staff Study report at 136-138.

-11-
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Imposing an Advisers Act fiduciary duty standard or “best interest” standard could harm
investors by reducing customer choice and access to financial services

The concept of “fiduciary duty™ addresses the age-old agent monitoring problem (the lack
of a principal’s control over, and inability to continuously monitor, its agent) by imposing
various duties and obligations enforced through the courts. The elements of the duty are
principlezs-bascd, not rules based, and the duty is, by its very nature, after-the-fact liability
creating.

Many of our members operate under the implied fiduciary duty of the Advisers Act and
under certain specific rules adopted by the Commission under the Advisers Act. But a general
fiduciary standard is inappropriate as applied broadly to sales of securities products where the
broker does not hold himself/herself out as an investment adviser and does not exercise
discretionary authority. It is particularly inappropriate for bundled, self-contained products like
variable life and variable annuities, which come pre-assembled with several investment choices
and separate contractual guarantees from the issuer such as guaranteed death benefits and
lifetime income guarantees. The range and features of these products makes it difficult to
determine which product is “best™ and, under a “best interest” standard, almost certainly would
lead to increased litigation. Our members have a long history of being able to determine
suitability — and we operate under FINRA and state insurance regulators’ enhanced suitability
standards for these products. However, determining what is “best” would be a highly subjective
determination, opening a producer to second-guessing and liability, often years after the sale ofa
product.

s s the best product in a rising market the one that is most aggressively allocated to
equities? Some would argue that is the case.

* But, could the best product for the client that dies three years into the contract be the one
with the highest death benefit?

« Inaprolonged depressed equity market, is the product with the best income guarantee the
most favorable to the client?

* Ata May 4, 2010 Senate Judiciary Subcommittee hearing, Professor Larry E. Ribstein,
Associate Dean of the University of Hlinois College of Law and an expert on fiduciary law,
testified that “fiduciary duty is one of the most amorphous concepts in the law” — a concept
developed through case law, predominantly at the state level. He stated that imposing such a
duty “would result in massive uncertainty” and pointed to the lack of clarity after more than 40
years of litigation over the fiduciary standard in section 36 of the Investment Company Act, as
well as the “ill-defined duty for investment advisers.” At that same hearing, ].W. Verret,
Assistant Professor of Law, George Mason University, testified about the difficulty of applying a
fiduciary duty standard: “[U]nder a fiduciary standard and after the fact, it is too tempting to
decide whether a decision was fair at the time it was made in light of how the investment
ultimately performs.” He noted, “[I]n administering fiduciary duty laws, it is nearly impossible
to avoid being influenced by the perfect vision of hindsight.” See transcript of Senate Hearing
111-835, Wall Street Fraud and Fiduciary Duties: Can Jail Time Serve as an Adequate Deterrent
for Willful Violations?, available at

http:/judiciary.senate.gov/resources/transcripts/1 1 1transcripts.cfm.

-12-
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e Which is the best product for clients when there are tradeoffs, such as one product with
fewer investment choices and lower costs and another with higher charges but a wider
range of investment choices?

The SEC Report Staff Study report says nothing about whether the staff considered how its
proposed best interest test would apply to these products.

Thus, we believe the imposition of a broad new “best interest” or fiduciary duty standard
inevitably will lead to uncertainty and litigation. In our view, this will influence many life
insurance producers to withdraw from the sale of these products and reduce investor access to
them.

Conclusion

AALU believes the current legal and regulatory standards of care for brokers and
advisers are fundamentally sound and recognize the importance of delivering a range of choices
to customers based on needs and costs. Well-publicized abuses and failures that led to the recent
financial reform effort have not been related to the standards of care for brokers, dealers and
advisers. Indeed, where there have been abuses and scandals, they in large part have been due to
the failure of vigorous regulatory oversight and enforcement of existing standards, and not any
identifiable weaknesses in the standards themselves. This problem will remain regardless of any
changes to the standard. As a result, the focus should be on the process of ensuring that the
standard appropriate to a defined customer relationship is met.

We also believe the issue of investor confusion is somewhat misdirected. There exist
many choices and options in accessing financial services that may be “confusing” to customers
without their becoming educated beyond their desire. Yet, these differences in product choices,
costs and services are fundamental to a delivery system that allows people across all wealth and
income Jevels to access the benefits of financial services in some form. The solution is not to
eliminate potential confusion through homogenization, but to ensure understanding of the
standard selected to meet their needs and the role in which a financial professional is serving
them. We urge this Subcommittee to focus the SEC on what should be its real priority in
protecting retail customers of financial professionals — assuring that investment advisers who
hold themselves out as “fiduciaries” to their customers are effectively reviewed, at the same level
of scrutiny as broker-dealer applicants, before they enter the business at all, and that they are
inspected with the same level of intensity and frequency as broker-dealers.

We greatly appreciate the opportunity to testify in this important hearing. AALU looks forward
to continuing to work with this Subcommittee on these critical issues.

-13-
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Statement of Terry Headley
President, National Association of Insurance and Financial Advisors

House Committee on Financial Services, Subcommittee on Capital Markets and
Government Sponsored Enterprises

“Ensuring Appropriate Regulatoery Oversight of Broker-Dealers and Legislative Proposals
to Improve Investment Adviser Oversight”

September 13, 2011

Good morning Chairman Garrett, Ranking Member Waters, and members of the
Subcommittee. My name is Terry Headley, and I am the president of the National Association of
Insurance and Financial Advisors (NAIFA). For the past 38 years I have been a financial
advisor, registered representative and investment adviser representative with the Principal
Financial Group. In 1982, I formed Headley Financial Group, a special market development
office of Principal located in Omaha, Nebraska, which focuses on the small-to-medium business
market, personal markets, and the estate and retirement planning markets. 1 have spent my
career helping “main street” investors achieve their financial goals, and I appreciate the
opportunity to appear before you today to share NAIFA’s views regarding the regulation and
oversight of broker-dealers and investment advisers.

My testimony will focus primarily on two regulatory issues of interest to NAIFA’s
members: The first concerns a uniform fiduciary standard of conduct for broker-dealers and
investment advisers when providing personalized investment advice about securities and
retirement accounts to retail customers. Both the Securities and Exchange Commission (SEC or
the Commission) and Department of Labor (DOL) have indicated they will promulgate
regulations imposing a single, uniform fiduciary standard of conduct on both broker-dealers and
investment advisers. Our primary concern is that such regulations not adversely impact the
ability of middle-market investors’ to receive personalized investment advice and other
important services from their financial advisors. The second issue I will discuss today is
NAIFA’s belief that the Financial Industry Regulatory Authority (FINRA) should serve as the
self-regulatory organization (SRO) to conduct periodic examinations of SEC-registered
investment advisers. It is clear to us that this would be the most effective, cost-efficient
approach to regulating the examination of investment advisers.

NAIFA Members and their Regulatory Environment

NAIFA comprises more than 600 state and local associations representing the interests of
200,000 members and their associates nationwide. NAIFA members focus their practices on one
or more of the following: financial advising and investments, annuities and life insurance, and
employee benefits. NAIFA is the nation’s largest financial services membership association and
seeks to ensure that middle-market investors continue to have access to professional services and
advice and have a choice of financial products that meet their financial needs and objectives.
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Virtually all NAIFA members sell life insurance. In addition, nearly two-thirds of NAIFA
members are licensed as registered representatives of broker-dealers (“Registered
Representatives™) to sell securities to their clients (primarily mutual funds and/or variable
annuities). Of our members who deal in securities, 41% are “dually-registered” as Registered
Representatives and investment adviser representatives for their corporate Registered Investment
Adviser (RTIA). Two-thirds of all NAIFA members, and 93% of our dual-registered members,
provide retirement planning services.

Community-based NAIFA members, many of whom are small business owners, provide
affordable financial services to middle-market investors. The clear majority of NAIFA members’
clients have household incomes of less than $100,000, and a sizable percentage of our members’
clients have less than $50,000 invested in the financial markets. NAIFA members who engage in
securities activities are subject to significant compliance and regulatory requirements that
provide an abundance of ongoing investor protection through vigorous enforcement of various
rules imposed by the SEC and FINRA and, in turn, implemented by broker-dealers. Because our
members are also licensed insurance professionals, they must also adhere to comprehensive
regulations imposed by the various state insurance departments. As a result of these multiple
regulatory layers, NAIFA members are among the most comprehensively regulated individuals
in the financial services industry. For this reason, we are urging policymakers to consider
carefully the impact any new regulations would have on middle-market investors and the NAIFA
members who serve them.

I cannot emphasize enough that the investors that NAIFA members serve every day are
middle-market investors who rely on the honest, trustworthy guidance of their financial advisors
to help manage risk and plan for retirement. Without the personalized advice from financial
professionals who have earned their trust over many years of service, these investors would be
forced to utilize impersonal, “one-size-fits-all” advice from firms that do not tailor their advice to
the specific needs of individual clients. NAIFA members, on the other hand, develop and
maintain long-term relationships of trust with their clients. NAIFA members are Middle
America and serve Middle America. Because they must take the time to get to know and
understand their clients’ personal and financial goals, our members are able to offer a broad
range of services that middle-market investors truly need and value.

SEC Recommendation to Create a Uniform Fiduciary Standard of Care

Section 913 of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010
(Dodd-Frank) required the SEC to conduct a study {the “Study”) to gather necessary information
to evaluate whether a uniform standard of care would be sound policy. Section 913(c) specified
14 issues the Commission had to consider in conducting the Study, including:

e The effectiveness of existing legal or regulatory standards of care for broker-dealers
and investment advisers for providing personalized investment advice and
recommendations lo retail customers;
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o Whether there are legal or regulatory gaps. shortcomings, or overlaps in legal or
regulatory standards in the protection of retail customers relating to the standards of
care for broker-dealers and investment advisers;

o Whether the existence of different standards of care applicable to broker-dealers and
investment advisers is a source of confusion for retail customers regarding the quality
of personalized investment advice that retail customers receive;

o The substantive differences in the regulation of broker-dealers and investment
advisers. when providing personalized investment advice and recommendations about
securities to retail customers;

e The potential impact on retail customers, including the potential impact on access of
retail customers to the range of products and services offered by broker-dealers, of
imposing upon broker-dealers the investment advisers’ standard of care for providing
personalized investment advice about securities to retail customers of investment
advisers, as interpreted by the SEC and the courts;

e The varying level of services provided by broker-dealers and investment advisers to
retail customers and the varying scope and terms of retail customer relationships of
broker-dealers and investment advisers with such retail customers;

¢ The potential impact upon retail customers that could result from potential changes in
the regulatory requirements or legal standards of care affecting broker-dealers and
investment advisers, including any potential impact on access to personalized
investment advice and recommendations about securities; and

¢ The potential additional costs and expenses to (a) retail customers regarding, and the
potential impact on the profitability of, their investment decisions, and (b) broker-
dealers and investment advisers resulting from potential changes in the regulatory
requirements or legal standards affecting broker-dealers and investment advisers
relating to their obligations, including duty of care, to retail customers.

This past January, the SEC staff released that Study, which recommended creating a
common fiduciary standard of care for broker-dealers and investment advisers. Significantly,
the Study found that investors “generally were satisfied with their financial professionals."‘ The
statf recommendation for a uniform fiduciary standard of care is not premised upon investors
being disserved by the current standards, but rather investors being confused by the current
standards.” NAIFA supports clarification to ensure client understanding of the different rules
and business models of investment advisers and broker-dealers; however, any clarification or
modification to the standard of care applicable to broker-dealers should not come at the cost of

' SEC Staff Study, Study on Investment Advisers and Broker Dealers (Jan. 2011), available at

http:/fwww.sec. gov/news/studies/201 1/91 3studyfinal.pdf. at pg. V.

3 (“Many retail investors and investor advocates [stated] that retail investors do not understand the differences
between investment advisers and broker-dealers or the standards of care applicable to broker-dealers and investment
advisers.”)
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decreasing investors’ satisfaction with or access to their financial professionals. Thus, if the SEC
is intent on developing a uniform standard of care for both broker-dealers and investment
advisers, it is imperative that the SEC must first examine wherher a uniform standard can be
imposed in a manner that does not decrease investors’ satisfaction with or access to financial
professionals.

In considering the Study’s recommendation of a fiduciary standard for broker-dealers, it
is important to note that the plain language of section 913 makes clear that any uniform fiduciary
duty that is ultimately promulgated by the SEC be “no less stringent than” the general fiduciary
duty currently applied to investment advisers, and need not be the same standard as is currently
applied to investment advisers. In addition, Dodd-Frank appropriately includes exceptions
providing that broker-dealer commission compensation and the sales of proprietary products
would not automatically violate a possible uniform standard.

Dodd-Frank recognized that broker-dealers provide different professional services and
operate under different business models than investment advisers. While broker-dealers
primarily sell products to investors and offer routine financial advice incidental to the sale of
such products, investment advisers primarily manage portfolios and engage in providing more
comprehensive financial advice. Indeed, if Congress intended the SEC to duplicate the Advisers
Act standard and apply it to broker-dealers, it could have simply repealed the current broker-
dealer exemption found in the Advisers Act— an approach Congress rejected. Any new standard
contemplated by Congress or regulators should recognize and adapt to the differences between
broker-dealers and registered investment advisers or else risk adverse, unintended consequences
—namely. limiting the products and services available to middle-market investors.

Simply applying the existing investment adviser fiduciary standard to broker-dealers
would not be appropriate. For one thing, the Advisers Act was not designed to regulate broker-
dealer activity. More specifically, it was not designed to apply to the incidental advice broker-
dealers and their representatives routinely offer to their clients. Further, the case law regarding
investment advisers’ fiduciary duty was developed in the context of a business model that is
inapplicable to broker-dealers. If the fiduciary duty applicable to investment advisers is
imposed on broker-dealers without accounting for the different business models and clientele of
each respective profession, the case law-—to say nothing of SEC guidance documents—could be
misinterpreted and misapplied in a number of ways that would disadvantage the broker-dealer
business model with no corresponding benefit to middle-market investors.

There are further adverse, unintended consequences that would result from the
application of the current investment adviser fiduciary standard to broker-dealers. Because
broker-dealers would be forced to adjust their operations and compliance programs to an
additional regulatory framework, fewer clients would ultimately receive professional service and
advice. As compliance costs and the potential for liability increases, it would become
cconomically unfeasible for financial professionals to work with less affluent clients.

NAIFA members on average report that approximately 58% of their clients earn less than
$100,000 in household income per year, while just 11 percent earn an average of $250,000 per
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year.” NAIFA members serve these middle-market clients despite substantial regulatory
burdens. Broker-dealers and their Registered Representatives today devote considerable time
and resources to complying with numerous federal and state regulations. They have an
obligation to recommend only those investments and overall financial strategies that are suitable
for their clients.* The suitability requirements compel a Registered Representative to have an
“adequate and reasonable basis” for any recommendation that he or she makes. Whether a
recommendation is “reasonable” relates to the specific securities or strategies recommended, and
Registered Representatives are further obligated to determine “customer-specific” suitability,
taking into account every client’s particular financial situation, needs, and other security
holdings. NAIFA members have an obligation to investigate and obtain comprehensive
information about their clients’ unique circumstances in determining the courses of action they
recommend.

Thus, a wholesale application of the current Advisers Act duty to broker-dealers would
negatively impact product access, product choice, and affordability of customer services for
those consumers who are most in need of these services. This concern is borne out by data
NAIFA has collected over the past year.® An analysis of two surveys—one involving consumers
and the other NAIFA members—shows that consumers with household incomes in the middle-
market range represent a core client base for NAIFA members. If a universal fiduciary standard
of care is imposed, many members would be forced to discontinue providing many of these
important services to middle-market clients. As mentioned above, 58% of NAIFA members’
clients average less than $100,000 in household income per year. According to the survey, which
polled more than 3,300 NAIFA members, most members involved in securities activities are
concerned that the additional regulatory requirements and potential legal implications of a
fiduciary standard could significantly increase their compliance costs. If costs were to go up by
15 percent, 65 percent of our members said they would need to take actions that would limit their
client’s access to financial advice. For example:

e 31 percent say they would limit their practice to affluent clients only;
e 20 percent would not offer securities to their clients;
e 14 percent would increase fees for their clients;

Any such results would not be in the best interests of investors, and certainly would not
farther the regulators’ goal of enhancing consumer protections. It is crucial that middle-market
investors be able to obtain personalized financial advice so they can plan adequately for their
futures. Without their financial advisors, many investors would have nowhere to turn when they
need reassurance in a shaky market, assistance in rebalancing their portfolios, or understanding
the investment choices available. NAIFA is concerned that the SEC Study unduly discounts the
risk that the additional regulatory burdens imposed on financial professionals by the Study’s
recommendations could result in investors having fewer broker-dealers and investment advisers

® Jim Mitchel & Shannon O’Keefe, 2010 NAIFA Survey Report (Nov. 2010) (on file with NAIFA)

# The concept of “suitability” appears in specific SRO rules, such as NASD Rule 2310 (updated in FINRA proposed
rules 2090 and 211 1) and FINRA Rule 2330, and has been interpreted to be an obligation under the antifraud
provisions of the federal securities laws.

> Jim Mitchel & Shannon O"Keefe, 2010 NAIFA Survey Report (Nov. 2010) (on file with NAIFA)
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to choose from, having less access to products and services, and having to pay more for the
services they do receive.

In recommending the adoption of a new uniform fiduciary standard, the Study not only
discounts the very real possibility of these negative consequences, but does not adequately
articulate or substantiate the problems that a uniform fiduciary standard would solve. The Study
does not claim that retail investors are systematically being harmed or disadvantaged under the
fiduciary or suitability standard, and therefore it lacks a basis to conclude that a uniform standard
or harmonization would enhance investor protection. NAIFA supports efforts to determine if
problems exist and wants to be part of the dialogue on how best to fix any identified problems.
We are however concerned that proceeding down a regulatory path without a stronger empirical
and analytical foundation could lead to the unintended consequences described above.

For these reasons, NAIFA urges the members of the Committee to encourage the SEC to
more thoroughly consider the impact that an SEC-imposed uniform fiduciary standard would
have on middle class Americans’ access to sound financial advice. We agree with former
Commissioner Casey and Commissioner Paredes that further analysis of investor returns
(controlling for risk and investor characteristics) generated under the two existing regulatory
regimes would be fruitful, as would a survey of investors to obtain a general overview of the
characteristics of investors who invest through a broker-dealer as compared to those who invest
on the basis of advice from an investment adviser. Finally, should the Commission impose a
uniform fiduciary duty, it must account for the unique atiributes of the broker-dealer business
model, provide new guidance documents for industry, and be sufficiently clear and
comprehensible so broker-dealers can adjust their business practices with minimal disruption.
This should include, for example, a clear definition of “personalized investment advice” so
broker-dealers (and their customers) adequately understand their legal responsibilities and
obligations, as well as clear guidance regarding disclosure that would satisfy the uniform
fiduciary standard of guidance. Further, any new disclosure should be informed by investor
testing, which is required by Section 912 of Dodd-Frank when the SEC is developing new rules.

Department of Labor Preposed Rule to Redefine “Fiduciary” in Retirement Savings
Marketplace

On a separate but related issue, the Department of Labor (DOL) has issued proposed
regulations that would expand the definition of “fiduciary™ for purposes of ERISA and parallel
provisions in the tax code. Under current law, individualized investment advice only makes a
person an ERISA fiduciary if there is a mutual understanding between the parties that the advice
will also be provided on a regular basis for a fee. The new proposal eliminates the contractual
concept of mutual agreement and presumptively makes anyone who gives personalized
investment advice, if any affiliate gets paid in connection with the advice, an ERISA fiduciary.

Being an ERISA fiduciary is not the same as the Investment Advisers Act concept of
fiduciary. “Best interest of the client” is not enough—advice must be solely in the client’s
interest. More concretely, a fiduciary and affiliates cannot receive commissions, bonuses, or
other forms of variable compensation without special permission from the DOL in the form of a
prohibited transaction exemption. These PTE’s, as they are called, come with a host of
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conditions and regulatory requirements. Thus, ERISA fiduciary status is more restrictive than
any uniform fiduciary standard that we expect the SEC might devise. Morcover, the restriction
on the receipt of commissions is inconsistent with the provisions of Section 913 of Dodd-Frank,
which specifically provides that receipt of a commission by a broker-dealer cannot, in and of
itself, violate a fiduciary standard.

Though 1t is highly restrictive and though Congress has passed no law encouraging the
DOL to reexamine a definition that has been in place throughout ERISA’s 36-year history, the
DOL is proposing to vastly expand the universe of employee benefit plan service providers who
will be fiduciaries. Even more radically, they are proposing the definition apply to advice given
in the IRA market, even though [RA owners are retail investors not locked into their service
providers as employee benefit plan participants are, and IRAs are subject only to tax code
requirements; the DOL does not have direct enforcement authority over these accounts. NAIFA
is gravely concerned that, without changes, the DOL proposal will not only raise costs and
restrict access to retirement savings advice and education, but also wipe out the broker-dealer
model of investing in IRAs.

Several weeks ago, in a hearing in the Health, Employment, Labor and Pensions
subcommittee of Education and Workforce, Assistant Secretary of Labor Phyllis Borzi stated
that the DOL’s proposed definition of “fiduciary” would force the retirement savings
marketplace to create a new business model, and yet she could not elaborate on what this new
model would look like, or what the costs would be to investors and small businesses. She could
not quantify the problem that this change is supposed to address. She has repeatedly indicated
that revisions to the proposal need to be made, and new PTEs will be required to make it work,
yet the DOL has not put these revisions and new PTEs out for public comment. Though there are
legitimate reasons for reexamining a 36-year-old regulation to see if it still works in today’s
marketplace, there is no reason to rush through a radical change without even giving the public
an opportunity to comment on the full picture.

The new DOL restrictions on retirement investment advice are also likely to cause
serious confusion for investors and advisers potentially faced at the same time with new and
inconsistent SEC fiduciary standards. A middle-market investor who calls her Registered
Representative for investment suggestions likely will not understand why the adviser can only
give specific recommendations for non-retirement accounts; she will likely be confused,
frustrated, or even angry if she asks “maybe I should put some of my IRA funds in that
investment too?” and the adviser says “I can’t answer that.” Since the SEC process at least has
Congressional authorization, the DOL should wait until the SEC completes its consideration of
the fiduciary issue and then reassess whether there are substantial regulatory gaps that would
support a change to the ERISA regulations. And at a minimum. the DOL should re-propose a
revised rule along with all associated PTEs so the public has the opportunity to assess and
comment on the full picture.

FINRA Examination of SEC-Registered Investment Advisers

In response to a directive in section 914 of the Dodd-Frank Act, the SEC earlier this year
issued a staff study (the *Adviser Study™) about enhancing the investment adviser examination
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process. The Adviser Study recognizes that in the past 6 years the number of SEC-registered
investment advisers has increased, but the resources dedicated to adviser examinations have
decreased. Recognizing this fact, the staff Adviser Study offered three possible solutions for
Congress to consider: authorize one or more SROs to examine advisers; impose user-fees on
advisers to fund SEC exams; or authorize FINRA to examine dual-registered advisers.

NAIFA supports reasonable examinations to ensure that financial professionals are
complying with the law. Statistics have made it very clear that investment adviser examinations
are not occurring with sufficient frequency—on average, SEC-registered investment advisers arc
examined approximately once per decade. NAIFA believes the most efficient, cost-effective
answer is to authorize FINRA to conduct all examinations of SEC-registered investment
advisers. Because virtually all NAIFA members who are registered investment advisers are
already subject to comprehensive broker-dealer regulations as well, authorizing FINRA to
examine SEC-registered investment advisers will be the most efficient option for dual-registered
NAIFA members.

FINRA is already subject to SEC oversight, and it would clearly be more efficient and
effective for FINRA to expand its current, substantial examination capabilities to cover RIAs
than it would be to establish new SROs or significantly increase SEC exam programs.
According to the Adviser Study, FINRA examined 57 percent of its broker-dealer members in
2008, and it examined 54 percent of its members in 2009.° The SEC’s Office of Compliance
Inspections and Examinations, by contrast, examined 9 percent of investment advisers in 2010, a
29.8% rate of decrease since 2004.7 With its current budget stretched thin and future
appropriations uncertain, adding additional responsibilities to the Commission makes no sense
when a perfectly capable entity like FINRA already exists. Moreover, adding to SEC duties
would be antithetical to Congressional and Administration efforts to avoid imposing unnecessary
regulations on the business community. Authorizing FINRA to conduct all RIA cxaminations is
a common-sense solution to a solvable problem.

Pursuant to a request in Chairman Garrett’s invitation letter for this hearing, we have
reviewed draft legislation enclosed with the letter which would amend the Investment Advisers
Act to establish an application and registration process for “National Investment Advisers
Associations™ (NIAA). NJAAs would examine investment advisers and, when circumstances
warrant, discipline them for violations of SEC and relevant NIAA standards. The draft
legislation also provides a framework for the registration and SEC oversight of NIAAs generally
similar to that applicable to broker-dealer self-regulatory organizations under section 19 of the
Securities and Exchange Act. While NAIFA has not had time to formulate a position on the
various parts of the draft, we believe it moves in the right direction and provides a useful basis
for further discussion and consideration. We look forward to working with the Subcommittee on
this important matter.

Conclusion

® SEC Staff Study, Study on Investment Advisers and Broker Dealers (Jan. 2011), available at
hitp://www.sec.gov/news/studies/201 1/913studyfinal.pdf, at pg. 30.
" SEC Staff Study, Study on Investment Advisers and Broker Dealers (Jan. 2011), available at
http//www.sec.gov/mews/studies/201 1/913studvfinal pdf, at pg. 14.
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At NAIFA we realize that there are many complexities associated with regulating and
overseeing broker-dealers and investment advisers. We appreciate the opportunity to share our
views with you today on issues that we view as critical to ensuring all investors are both
protected and have access to competent financial advice and services. At a time of increased
economic uncertainty, investors need access to trustworthy financial professionals they can rely
on. We welcome the opportunity to assist you in any way that we can.

Fok ok kE ok
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Good morning Chairman Garrett, Ranking Member Waters, and members of the
Committee, I’'m Steve Irwin, Commissioner of the Pennsylvania Securities Commission
and Chairman of the Federal Legislative Committee of the North American Securities
Administrators Association, Inc. (“NASAA?”), the association of state and provincial
regulators. 1 am honored to be here today to discuss the appropriate regulatory oversight
of broker-dealers and legislative proposals to improve investment adviser oversight.

State securities regulators have protected Main Street investors from fraud for the past
100 years, longer than any other securities regulator. State securities regulators have
continued, more than any other regulators, to focus on protecting retail investors. Our
primary goal is to act for the protection of investors, especially those who lack the
expertise, experience, and resources to protect their own interests.

The securities administrators in your states are responsible for enforcing state securities
laws by pursuing cases of suspected investment fraud, conducting investigations of
unlawful conduct, licensing firms and investment professionals, registering certain
securities offerings, examining broker-dealers and investment advisers, and providing
investor education programs and materials to your constituents. Ten of my colleagues are
appointed by state Secretaries of State, five fall under the jurisdiction of their states’
Attorneys General, some are appointed by their Governors and Cabinet officials, and
others, like me, work for independent commissions or boards. Many call us “local cops
on the securities beat.” In fact, in the last two weeks NASAA released its annual list of
the top ten most prevalent scams and frauds in the U.S. We announced that con artists
are even using social media sites as a means to defraud investors. [ think of my state
colleagues at NASAA as a national network of local crime fighters working to protect
investors.

Securities regulation is a complementary regime of both state and federal securities laws,
and the states work closely together to uncover and prosecute securities law violators.

The Distinguished Enforcement Record of the States

States have been the undisputed leaders in criminal prosecutions of securities violators
because we believe in serious penalties for securities-related crimes.

In 2010 alone, state securities regulators conducted more than 7,000 investigations,
leading to nearly 3,500 enforcement actions, including more than 1,100 criminal actions.
Moreover, in 2010, more than 3,200 licenses of brokers and investment advisers were
withdrawn, denied, revoked, suspended or conditioned due to state action.
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The enforcement actions performed by state securities regulators last year represent a 51
percent increase over the number of investigations reported for the previous year;
however, this impressive record builds upon an already strong foundation of regulation at
the state level. Indeed, since 2004, state securities regulators have conducted over 14,100
enforcement actions, and secured convictions for securities laws violators resulting in
more than 5,600 years in prison.

Traditionally, state securities regulators have pursued perpetrators at the local level who
are trying to defrand “mom and pop” investors in your states, leaving the SEC to focus on
larger, more complex fraudulent activities involving the securities market at a national
level. States have investigated violations on a national level such as the successful state
effort to expose and force Wall Street to correct rampant conflicts of interest among stock
analysts. We led all regulators on late trading and market timing in mutual funds. And
state securities regulators continue to lead the nationwide effort to address problems
refated to the offer and sale of auction rate securities, an effort that has resulted in the
largest return of funds to investors in history; more than $61 billion.

As regulators, states are guided by the principle that every investor deserves protection
and an cven break, and has the right to not to be cheated or lied to.

Let me now turn to the first of the several topics of today’s hearing.

Section 914: Enhancing the Oversight of SEC Registered Investment Advisers

One of the purposes of the Subcommittee’s hearing today is to review the Section 914
study and consider steps to improve the oversight of federally regulated SEC-registered
investment advisers. As the Subcommittee is aware, Section 914 of the Dodd-Frank Act
directed the SEC to study various options designed to improve the agency’s oversight of
federally regulated investment advisers.

The SEC produced a comprehensive report. The staff made three recommendations to
improve oversight of federally regulated investment advisers: 1) authorize the SEC to
impose user-fees on SEC-registered investment advisers to fund their examinations; 2)
authorize one or more self regulatory organizations (SROs) to examine, subject to SEC
oversight, all SEC-registered investment advisers; and 3) authorize FINRA to examine
dual broker-dealer and investment adviser registrants for compliance with the Investment
Adviser’s Act. It is important to note that the SEC report did not consider, or make
recommendations regarding, state regulated mvestment advisers.
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State Regulatory Authority Must be Preserved

Currently, the states are the sole regulators of investment advisers with less than
$25,000,000 in assets under management, which upon implementation of Dodd-Frank in
mid-2012, will increase to $100,000,000.

Oversight of Investment Advisers Should Remain a Government Responsibility

For reasons that [ will detail in my testimony, NASAA vigorously opposes creation of a
self regulatory organization, or “SRQ,” for state regulated investment advisers and their
associated persons. Moreover, NASAA reiterates its significant and longstanding
concerns regarding any effort to establish a self regulatory organization for investment
advisers.

NASAA'’s primary position regarding investment adviser regulation is that it should
continue to be the responsibility of state and federal governments, and that these
regulators must adequately carry out their responsibilities.  When it comes to regulation
of investment advisers, government regulators bring to the table decades of experience
unmatched by any entity in existence. We see little benefit in constructing a new layer
of bureaucracy, with its incumbent expense. If the goal is strengthening investor
protection through improvements to the oversight of SEC regulated investrent advisers,
then the shortest distance to the goal is to ensure that federal regulators are adequately
funded and have the resources to properly oversee investment advisers for the protection
of main-street investors. Most importantly, government regulators are answerable to our
constituents, and not to a Board of Directors.

Given our experience in working directly with various self regulatory organizations, there
are numerous 1ssues that must be addressed and resolved before a SRO for SEC-
registered investment advisers should even be considered.

NASAA urges Congress not to enact an SRO model for investment advisers; however, in
light of the Chairman’s discussion draft, which would authorize the SEC to establish a
SRO for advisers, NASAA offers the following comments.

Comments on the Chairman’s Draft Legislation
First and foremost, it appears that the Chairman’s draft would nationalize the regulation

of small and mid-sized investment advisers. This would be a significant mistake that
does not benefit mainstream investors, nor promote small business interests.
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We appreciate the Chairman’s desire to enhance regulation for investment advisers, but
as we read the Chairman’s discussion draft, it would require the small and mid-sized
firms to register with the new investment adviser SRO. Small and mid-size investment
advisers are primarily located in one state and shifting the regulation of these advisers to
a SRO headquartered in Washington, DC would increase costs without substantially
enhancing investor protection. This would subject these small businesses to duplicative
regulation and add new and unnecessary costs. The members of the association pay the
costs of regulation, and small and mid-size advisers should not pay unnecessary fees.

Securities regulators are the local “cops on the beat” and best positioned to be the
primary regulator for these small and midsize firms. We are more likely to be visiting the
offices in the small towns and cities across America, than the SEC or a large organization
headquartered in New York or Washington, DC. Congress recognized this fact when it
restored state authority last year over investment advisers with up to $100,000,000 in
assets under management.

Let me further address additional key areas of concern with the present SRO structure.
n Address Conflicts of Interest and Industry Capture

The existing securities industry SRO model ~as typified by FINRA - is replete with
conflicts of interest. Members of the industry serve on the SRO’s board and occupy other
positions of prominence such as serving on various advisory committees.

Even where there is an independent Board of Directors, SROs remain organizations buiit
on the premise of self-rule and are, as a matter of first principle, accountable to their
members, not the investing public. Any SRO that depends on its members as its primary
funding source faces a heightened susceptibility to industry capture. If FINRA denies an
application, or expels a member in an enforcement matter, FINRA foses money. The
Section 914 Report made this very observation when it noted that a SRO funded by its
members and containing “industry representatives” in its governance structure could have
an enhanced susceptibility to industry capture.

No matter how many safeguards are instituted, a SRO has substantial and inherent
conflicts of interest that governmental regulators do not. This is particularly true where
industry and investor mterests’ conflict, as in the case of mandatory pre-dispute
arbitration clauses and the disclosure or expungement of prior settlements, judgments and

investor claims.
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As a membership organization, FINRA answers firstly to its members and not to the
investing public. Regardless of safeguards that may be put in place, the conflicts will still
exist.

o Remove Barriers Inhibiting Collaboration Between SROs and Government
Regulators

The sharing of information among state and federal regulators is essential to ensuring that
investors are protected. Collaboration and cooperation are required for an effective
regulatory system. The SRO model brings with it a barrier to collaboration and
cooperation in the form of the “State-Actor Doctrine”. The term “State-Actor Doctrine’ is
often used interchangeably with “Government-Actor Doctrine.”

The State-Actor doctrine considers whether the conduct or activities of a private party
can be considered a “government action,” and thus force private entities to comply with
the Constitution’s due process provision. Because SRQ’s are private corporations that
do not have subpoena power, member firms are required to “voluntarily” cooperate with
SRO investigators and provide testimony and documents to a SRO. This has given rise to
claims by FINRA that when it cooperates with governmental regulators, by providing
information, testimony, or documents related to its members, it is acting as a quasi-
governmental actor, or “state-actor.” FINRA uses the “state-actor doctrine” as a basis for
non-cooperation with state securities regulators, and consistently cites its desire to avoid
being labeled a “state-actor” as an excuse to refuse state regulator’s requests for
investigatory cooperation.

Unfortunately, to avoid a classification as a “government actor,” FINRA has restricted
the release of information to the government and has affirmatively taken the position that
it is prohibited from cooperation with governmental regulators, including the
governmental entity responsible for its oversight. As such, it has become increasingly
difficult for the governmental regulators to meaningfully control oversight or
investigations over registrants subject to the current SRO model.

NASAA is not alone in its recognition of the need for improved collaboration between
SRO’s and government regulators, or in its contention that the synergy necessary to such
collaboration has in recent years broken down.

Indeed, in its recent report mandated by Section 967 of the Dodd-Frank Act, the Boston
Consulting Group noted that the relationship between SRO’s and government securities
regulators has “become strained,” and that “SROs should...allow regulators access to all
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relevant data without making individual requests. This capability would streamline

investigations and enforcements relating to broker-dealers.

Congress should refrain from considering expansion of the SRO model until such time as
FINRA correctly interprets the state actor issue, or until the issue is adequately addressed
by legislation. Settling the question of whether or not FINRA or any other SRO is or is
not a “state-actor” is of vital importance to effective regulation.

FINRA'’s interpretation of the “state actor” doctrine and its legal strategy, however, have
had profound practical consequences that Congress must appreciate. Indeed, FINRA’s
extreme sensitivity to being labeled a state-actor has in some instances precluded it from
engaging in basic and vital types of regulatory coordination and information-sharing with
state regulators. NASAA has recently undertaken an effort with FINRA in an effort to
remediate this issue, however, the underlying “state-actor” issue remams problematic.

FINRA cannot legitimately claim that the mere sharing of information makes it a state
actor. By doing so, FINRA is creating an unnecessary regulatory inefficiency that results
in a heavy burden on investor protection.

L Improve Transparency of SROs

Collaboration issues aside, the regulatory work performed by SROs lacks transparency.
SROs are not subject to the Freedom of Information Act (FOTA) or other similar public
records requirements, as are state securities regulators and the SEC. Even where there is
public disclosure by SROs regarding members, as in the case of BrokerCheck, the SRO
has placed limitations and filters on regulatory records that far exceed FOIA provisions,
and this results in less public disclosure of information than state securities regulators
routinely make publically available. The end result is that important information is
withheld by the SRO from the investing public.

Without greater transparency, investors cannot obtain the information they need to make
informed decisions. In considering the transparency of SRO’s, the Boston Consulting
Group echoed this view, stating that “regulators can benefit from better visibility into the
surveillance systems and activities conducted by SROs. Bolstering regulators ability to
oversee surveillance systems should improve the quality of audits and inspections

2

conducted on SRO surveillance system.’

" The Boston Consulting Group. “U.S. Securities and Exchange Commission Organizational Study and
Reform.” p. 65. March 10, 2010. Available at http://www scc.gov/news/studies/2011/967study.pdf
* The Boston Consulting Group. SEC Study. p. 238.
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u Enhance Accountability

Time and experience have demonstrated that SROs simply cannot match the
accountability of government regulators, nor the proximity to and familiarity of state
regulators with the investment advisers when considering investor protection and
regulatory thoroughness.

The challenge of ensuring accountability of a SRO is linked to the question of whether a
SRO is a “state actor.” 1f a SRO’s rules are viewed as equivalent to federal securities
regulations by not being subject to oversight from state securities regulators, they will
displace state laws and rules.

States are understandably sensitive to the prospect of federal preemption. The prospect
of federal preemption occurring at the whim of a private corporation such as FINRA,
acting pursuant to its authority as a federally designated SRO, is, for obvious reasons,
contrary to the public interest and to basic tenets of democratic society.

In its analysis, the Boston Consulting Group was forceful and direct in its call for
improving SRO accountability, stating that, in view of “the important role SROs play in
the governance of securities markets today, it is critical that the SEC maintain a robust
level of oversight over their regulatory operations. ¥ The study went on to say that “the
SEC should develop careful guidelines to SROs for overseeing investment advisers and
ensure that those guidelines are followed meticulously. ™

Notably, the BCG report placed particular emphasis on the need for more accountability
in the relationship between the government and the largest SRO — FINRA. Citing
FINRA’s ongoing efforts “fo further expand the scope of its regulatory activities,” the
BCG report stated flatly that “the current level of oversight over FINRA should be
enhanced.’”

In summary, Investment adviser regulation is a governmental function that should not be
delegated to a SRO. Even if Congress adopts a SRO model, state securities regulators
and the SEC must be maintained as the primary regulators of investment advisers.
FINRA should be answerable to the appropriate government regulators, not the other way
around, as both a legal matter and as a matter of fact.

3 id. a1 237
“1d. at 151
*Id. at 135
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Section 913: Fiduciary Duty

The second purpose of the subcommittee’s hearing today is to consider the question of
whether the SEC should utilize the authority provided by the Dodd-Frank Act to
promulgate rules that would apply the same duty of care to broker-dealers as to
investment advisers.

My NASAA colleagues and I believe that financial professionals who provide investment
advice ought to be held to the fiduciary duty currently applicable to investment advisers
under the Investment Advisers Act of 1940. We are not alone in this belief. Ina 2010
survey of investors, 97 percent of investors said that financial professionals who provide
investment advice should put the investor’s interest first and disclose upfront any fees,
commissions or conflicts of interest that may influence that advice.®

The arguments against one fiduciary standard ring hollow. These arguments focus on
costs, but the focus should be on what is best for investors.

Any increase in compliance costs, which we believe would be minimal, unless a SRO is
imposed into the mix, will be greatly outweighed by the direct benefits to investors.
Investors who seek and receive advice about securities expect their interests to come first,
and they deserve to have their interests come first, not the interests of brokers, since it is
the investors money, and not brokers’ money.

For example, the strongest opposition to the fiduciary duty standard has come from
insurance agents, who receive a full up-front commission for every variable annuity sale.
Expensive variable annuities, for example, would be a lot harder to sell if agents were
required to disclose their high commissions upfront. Broker-dealers who provide
investment advice should be required to disclose similar conflicts of interest -- for
example, when they recommend a high-cost product that generates greater commissions
for the salesman when a low-cost product with a smaller commission would serve the
investor better or just as well.

The §913 Report Got it Right; Now the Commission Should Act

® See “Survey: Vast Majority of U.S. Investors Support Clear “Fiduciary Standard’ for Financial
Professionals; Widespread Confusion Seen Linked to Current SEC Rules.” The research was
commissioned by a coalition including AARP, NASAA, and other financial planning professional trade
associations, and was submitted to SEC Chairman Shapiro on September 15, 2011. Available at
http://Awww sce.govicomments/4-606/4606-2748 pdf
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In January, acting under Dodd-Frank §913(g), the Securities and Exchange Commission
issued a report on the harmonization of the duty of care required for broker-dealers and
investment advisers who provide investment advice to retail customers.

NASAA was very pleased to see the SEC report recommend a “uniform fiduciary
standard” for broker-dealers and investment advisers. Specifically, the SEC study
recommended rules that would provide for:

the standard of conduct for all brokers. dealers, and investment advisers, 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.”

The investor has spoken, and the facts have spoken. State securities regulators now
encourage the SEC to do the right thing and apply the fiduciary duty of the Investment
Advisers Act to those who provide investment advice about securities.

State securities regulators have 100 years of experience and expertise to contribute to a

cohesive regulatory system, and we welcome the opportunity to work with other
regulators to achieve our common investor protection goals.

The Dodd-Frank Act and the Investment Adviser Switch

As the Committee is aware, Congress recognized the distinguished record of the states in
investment adviser oversight when it enacted Section 410 of Dodd-Frank Act, by
partially restoring state authority previously removed by Congress in 1996 over mid-
sized investment advisers with $25 million to $100 million in assets under management.
By the time this provision takes effect in mid-2012, state securities regulators will
register and regulate approximately 75% of all registered investment adviser firms.

g

In the performance of their mission, state securities regulators will continue to utilize the
examination and enforcement resources necessary to effectively regulate the investment
adviser population subject to state oversight.

"U.S. Securities and Exchange Commission, “Study on Investment Advisors and Broker-Dealers.” p. v.
January 2011. Available at hittp://www.sec.gov/news/studies/2011/913studyfinal.pdf.

® Dodd-Frank Wall Sireet Reform and Censumer Protection Act, Pub. L. No. 111-203, § 410, 124 Stat.
1393-2223 (2010)
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State investment adviser examination programs and resources are documented n
significant detail in the comprehensive report that NASAA provided to the Securities and
Exchange Commission in support of the Act’s Section 913 study. I would like to call the
Committee’s to several of the most significant items today:

Memorandum of Understanding (MOU) for the Sharing of Resources

The need for additional resources is a natural consequence of the partial restoration of our
authority and responsibility. Even a highly skilled workforce cannot succeed absent
adequate resources. To that end, the fifty states have agreed through a formal MOU to
work together and share resources to regulate the expanded state investment adviser
population. Pursuant to this MOU, all states will work to ensure that examination
resources are augmented, and that schedules are coordinated, to allow for maximum
coverage and consistent audits. The MOU also provides for the possibility of joint exams
funded by NASAA. The MOU will bridge the gap while and until state regulators
acquire any necessary additional resources.

Frequency of Examinations

In recent years, the states have increased the overall frequency of investment adviser
examinations. In 2006, states reported 2,054 examinations of investment advisers, while
in 2007 and 2008 that number increased to 2,136 and 2,389 examinations respectively.
In 2009, state regulators performed 2,378 on-site examinations of investment advisers,
not including the countless number of regular desk, registration, and other examinations
that states perform every day. As of August 2010, the states had performed 2,463
investment adviser audits, already an increase of the total number of investment adviser
examinations compared to the previous years. This upward trend has continued for five
consecutive years.

The states stand ready and able to take on these greater examination duties, and state
securities administrators have been proactive in their preparation, as further outlined
below.

Refinement of Uniform Exam Procedures

Another important step that the states have recently undertaken to prepare for the switch-
over has been to accelerate their refinements of uniform examination procedures. These
enhanced procedures will strengthen a consistent and high standard of examination at the
state level, effectively ensuring that all state examinations — whether conducted in New
Jersey or California — ask the same questions of investment advisers.
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Utilization of New Risk Analysis Tools

NASAA has developed risk analysis tools that will enable state regulators to rapidly
review their investment adviser registrants, and rank the individual risk factors associated
with each registrant. These tools will enable states to better evaluate the risks associated
with various firms and allocate their examination resources accordingly.

Industry Qutreach Campaign

Since the enactment of Dodd-Frank, NASAA members have initiated an aggressive
industry outreach campaign to educate the industry about state oversight and to prepare
new registrants to help them set up their operations properly in order to avoid
noncompliance with the securities laws. The goal of this outreach campaign is to bring
the legitimate investment advisers, the state regulators, and NASAA together, prior to the
switch-over, so that the switch goes smoothly and to further cement a positive and
constructive working relationship with the regulated community. By facilitating a
partnership among the states and the many investment advisers who conduct their
businesses in a legitimate and professional manner, this initiative will minimize the costs
and regulatory burdens on the investment advisers and maximize the time and resources
that state regulators can devote to protecting investors.

Thank you, Mr. Chairman and Ranking Member Waters, for the opportunity to appear
before the subcommuittee today. I will be pleased to answer any questions you may have.
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Chairman Garrett, Ranking Member Waters and Members of the Subcommittee:

| am Richard Ketchum, Chairman and CEO of the Financial Industry Regulatory Authority, or
FINRA. On behalf of FINRA, 1 would like to thank you for the opportunity to testify today.

FINRA

FINRA is the largest independent regulator for all securities firms doing business in the United
States. FINRA provides the first line of oversight for broker-dealers, and, through its
comprehensive regulatory oversight programs, regulates both the firms and professionals that
sell securities in the United States and the U.S. securities markets. FINRA oversees
approximately 4,500 brokerage firms, 164,000 branch offices and 633,000 registered securities
representatives. FINRA touches virtually every aspect of the securities business—from
registering industry participants to examining securities firms; writing rules and enforcing those
rules and the federal securities laws; informing and educating the investing public; providing
trade reporting and other industry utilities and administering the largest dispute resolution forum
for investors and registered firms.

In 2010, FINRA brought 1,310 disciplinary actions, collected fines totaling $42.2 million and
ordered the payment of almost $6.2 million in restitution to harmed investors. FINRA expelled
14 firms from the securities industry, barred 288 individuals and suspended 428 from
association with FINRA-regulated firms. Last year, FINRA conducted approximately 2,600 cycle
examinations and 7,300 cause examinations.

FINRA's activities are overseen by the Securities and Exchange Commission (SEC), which
approves all FINRA rules and has oversight authority over FINRA operations.
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Evolution of Broker-Dealers and investment Advisers

In recent years, increasing numbers of retail investors have sought the advice of financial
professionals to plan for their retirement, help them through the financial crisis, prepare for their
children’s college education and meet their other financial goals. These investors have sought
the advice of brokers and investment advisers. At one time, the investment adviser and broker-
dealer businesses were distinct and separate but today, while the services offered in each
channel may differ, the businesses have, in many ways, converged. While broker-dealers and
investment advisers are regulated differently, the reality is—as the Rand Corporation said in a
study completed for the SEC in 2008—that "trends in the financial service market since the early
1990s have blurred the boundaries between them.” Many customers now hold investment
adviser and brokerage accounts with the same firm and rely on the same financial professional
who is registered as both a broker-dealer and an investment adviser representative.

In fact, there are approximately 2,500 firms that are dually registered as broker-dealers and
investment advisers or are broker-dealers with one or more affiliated investment advisers.
Beyond that, a vast majority of registered investment adviser representatives also offer
brokerage services. Approximately 88 percent of all registered advisory representatives are also
registered representatives of a broker-dealer.

This means that firms offer customers a combination of brokerage and advisory services in a
product menu, and that, in many cases, financial professionals offer commercially
indistinguishable brokerage and investment advisory services to the same customer. This
makes it highly unlikely that the customer can distinguish between those services and the
differing obligations and protections that are present in advisory and brokerage channels.

Despite this convergence in services, the regulation of investment advisers and broker-dealers
remains quite different. The two industries are subject to different standards of conduct and
different levels of oversight and enforcement. In light of the rising investor interest in seeking the
advice of professionals, one would expect the convergence of the investment advisory and
brokerage businesses to continue and even accelerate. This overlap in services has important
implications for policy makers and regulators.

Because broker-dealers and investment advisers operate under vastly different levels of
oversight due to resource constraints of government regulators, firms offering similar services
can arbitrage regulation by choosing a form of registration that offers the least regulatory
oversight and minimizes the risk of enforcement if the firm engages in misconduct.

In Dodd-Frank, Congress authorized two studies related to the regulation of broker-dealers and
investment advisers that were completed by the SEC in January. The first study examined the
differences in the standards of care and other regulations for investment advisers and broker-
dealers, and the second reviewed the SEC's frequency of investment adviser examinations and
outlook for coverage going forward.
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Standard of Care

In its study on Investment Advisers and Broker-Dealers, the SEC staff noted that “certain
differences in the regulation of broker-dealers and advisers reflect differences, current, and
historical, in their functions, while others may reflect differences in the regulatory regime,
particularly when investment advisers and broker-dealers are engaging in the same or
substantially similar activity.” As an example of the latter, the staff found that the provision of
personalized investment advice to retail customers was an area where differences in approach
are no longer warranted and recommended establishing a uniform fiduciary standard for
investment advisers and broker-dealers when providing investment advice to retail customers.

Among the benefits that a uniform fiduciary standard and disclosure requirements may offer, the
study noted heightened investor protection and awareness, flexibility to accommodate different
existing business models and fee structures, preservation of investor choice and the
requirement “that investors receive investment advice that is given in their best interest, under a
uniform standard, regardless of the regulatory label (broker-dealer or investment adviser) of the
professional providing the advice.”

FINRA has been clear in its view that the standard of care in both channels should be a
fiduciary standard for the provision of personalized investment advice to retail customers.

We have found under the present broker-dealer regulatory regime that too often we and the
SEC have been forced to respond issue by issue, or violation by violation, rather than
addressing problems more broadly and prospectively. A fiduciary standard would establish a
benchmark for the regulator and the regulated, to help ensure that brokers and investment
advisers have consistent obligations through each step of their financial advice, and that the first
question they must ask is not whether a product is acceptable but whether it is in the best
interests of the customer.

The SEC’s study reflects thoughtful analysis, but a number of questions and challenges remain
that presumably would need to be addressed in any SEC rulemaking. FINRA believes that
extending a fiduciary duty to all professionals providing individualized advice to retail customers
should be done in a way that provides interpretative guidance as to the application of such a
duty to the variety of broker-dealer business models that currently exist. FINRA has suggested
in comments to the SEC that rules to implement such a standard should incorporate common
law agency principles and require cogent, plain English disclosure of permissible conflicts at the
time of account opening and, where appropriate, at the point of sale. This disclosure should
describe clearly how the adviser or broker-dealer will manage those conflicts and prohibit
conduct where conflicts are not consistent with acting in the best interest of the customer.

While disclosure alone is insufficient to address fiduciary issues, it is a critical cornerstone to
make them work. We need to transition away from account statements that contain too much
legalistic language, causing investors to simply ignore them.

It was for that reason that FINRA published a concept proposal late last year requesting
comment on a proposed rule that would require firms, at or prior to commencing a business
relationship with a retail customer, to provide a written statement that describes the types of
accounts and services it provides. Under the proposal, firms would also be required to disclose
the conflicts associated with such services.

Through the comment process, we have gathered input from a variety of stakeholders about

3
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what may be the right combination of information to provide investors up front and how best to
provide detail from a web-based standpoint.

In FINRA's view, harmonization of the standard of care is an important first step. However, just
as critical is a consistent oversight regime to ensure investors are being properly protected. As
the SEC's study noted, “to fully protect the interests of retail investors, the Commission should
couple the fiduciary duty with effective oversight.” The existence of a fiduciary standard alone is
not a guarantee against misconduct. The risks to investors can be seen in the types of
enforcement actions that have been taken against advisers, As we've seen all too often in the
headlines, registered investment advisers have been implicated in Ponzi schemes. Other SEC
actions involve a range of abusive behavior—such as trade recommendations that benefited the
adviser over clients, misleading advertising, failure to disclose conflicts of interest,
misappropriation of client funds, and inappropriate compensation and client referrat
arrangements. It is clear that compliance with the fiduciary standard must be regularly and
vigorously examined and enforced to ensure the protection of investors.

SEC Study on Enhancing Investment Adviser Examinations

The SEC’s study on investment adviser exams concludes that the agency “will not have
sufficient capacity in the near or long term to conduct effective examinations of registered
investment advisers with adequate frequency.” The study further acknowledges that new
examination responsibilities provided to the agency under Dodd-Frank means that an increase
in agency examination staff “is unlikely to keep pace with the growth of registered investment
advisers.”

In order to address the lack of oversight resources for investment advisers, the SEC's study
recommends that Congress consider three possible approaches: 1) authorize the Commission
to impose user fees on SEC-registered investment advisers to fund their examinations; 2)
authorize one or more SROs to examine, subject to SEC oversight, all SEC-registered
investment advisers; or 3) authorize FINRA to examine dual registrants for compliance with the
Advisers Act.

The SEC oversees more than 11,000 investment advisers, but in 2010 conducted only 1,083
exams of those firms due to lack of resources. As such, the study notes, “the average registered
adviser could expect to be examined less than once every 11 years.”

While the SEC examines only about 9 percent of investment advisers each year, 55 percent of
broker-dealers are examined each year by the SEC and FINRA. As the SEC's study states, “the
Commission's and the Commodity Futures Trading Commission’s experiences with SROs
support the view that an SRO can augment government oversight programs through more
frequent examinations.”

The frequency of SEC investment adviser examinations has declined 50 percent since 2004.
The study notes that while there may be a short-term percentage increase due to the number of
advisers being shifted to state oversight, any potential increase "may be offset by the need to
divert examination resources to fulfill new examination obligations that the Commission was
given by the Dodd-Frank Act.” The SEC study estimated that it would need to double the
numbers of examiners to increase the frequency of examinations to even 20 percent.
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In a statement issued at the time of the study’s release, SEC Commissioner Elisse Walter noted
that based on that calculation, the SEC would need to add more than 2,000 examiners to its
advisory program to increase the SEC’s examination frequency to FINRA's current average for
broker-dealers. Commissioner Walter noted that in addition to the 50 percent decrease in the
frequency of examinations since 2004, the number of examinations also decreased 30 percent
over that time. The Commissioner attributes the decreases in part to the growth in the number
of investment advisers (38.5 percent) and in assets under management (58.9 percent) during
the same timeframe. Walter explains that while there may be a near-term decrease in the
number of advisers subject to Commission oversight due to Dodd-Frank’s shifting of some of
that population to state regulation, there will be an immediate increase in assets under
management “as larger and more complex entities enter the Commission’s oversight.” She
notes that these advisers are “more likely to be assessed as higher-risk advisers, requiring more
resources,” and highlights the staff estimate that “due to the Dodd-Frank Act, the number of
large and complex entities registered with the Commission will increase from 38 percent of all
advisers to 58 percent.”

FINRA believes the gap in investment adviser oversight is a significant void in the protection of
advisory clients and should be addressed as quickly as possible. Providing the SEC authority to
designate one or more SROs for investment advisers, subject to SEC oversight, is the most
practical and efficient way to address this critical resource and investor protection issue.
Chairman Bachus’ draft legistation circulated for this hearing would establish that authority and
set a framework of requirements for any entity that would be designated as an adviser SRO.
These requirements would ensure that the oversight by any such SRO reflect the nature and
diversity of the investment adviser industry. We believe the draft is a thoughtful approach to
addressing the critical need for increased adviser regulation.

Benefits and Oversight of SROs

Self-regulation in the securities industry has a long and effective history, and both Congress and
the SEC have periodically examined and reaffirmed its critical role. In designing the statutory
scheme of securities regulation in the 1930s, Congress envisioned that most of the day-to-day
responsibilities for market and broker-dealer oversight would be performed by independent
regulatory organizations under the SEC’s direct supervision.

In the oversight regime for broker-dealers, FINRA supplements the work of the SEC in terms of
front-line regulation. Among the functions FINRA provides to that regime are: conducting
examinations to ensure compliance with applicable laws and rules; undertaking enforcement
and disciplinary proceedings with respect to regulated firms, including barring firms and
individuals from the industry; administering registration and disciplinary databases to provide
critical information to regulators and the public; and implementing continuing education and
training programs. SROs for investment advisers could provide similar benefits to augment
government oversight of that industry.

Self-regulatory organizations provide these benefits without significant additional cost to
taxpayers, since they are typically funded by fees assessed on regulated entities. Self-
regulatory organizations also have more flexibility than their government counterparts to devote
and direct resources to large, muitiyear technology development efforts that can support a
variety of regulatory programs, including those focused on examinations, enforcement, market
transparency and licensing qualifications.
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One of the most important factors in self-regulation in the U.S. securities markets is that
Congress mandated that the SEC conduct ongoing oversight of all self-regulatory organizations
it oversees, such as FINRA. The SEC's authority in this regard is wide-ranging. For example,
the SEC:

» approves all FINRA rulemaking and seeks public comment on FINRA proposals through
notice in the Federal Register,

* can add, delete or amend FINRA rules as it deems necessary or appropriate;

» hears appeals of FINRA disciplinary actions, which also may be appealed to the federal
courts;

» requires FINRA to keep records and file reports with the Commission, and records are
subject at any time to Commission inspection;

« inspects FINRA regulatory programs to ensure that it is fulfilling its regulatory
responsibilities and to mandate corrective action as needed;

* may conduct special inspections at any time for any reason;

s can impose limitations on FINRA's operations if it finds deficiencies justifying such
action;

« may compel FINRA to act if it determines that FINRA is failing to provide adequate
protection to investors; and,

+ may suspend or revoke FINRA's registration under the Exchange Act and remove from
office or censure any FINRA officer or director.

FINRA believes that any SRO for investment advisers should be subject to the same type of
oversight. In this connection, we note that the discussion draft appropriately incorporates similar
SEC oversight provisions.

Structuring an SRO Approach to Enhancing Investment Adviser Oversight

The SEC study states that “one or more investment adviser SROs would provide scalable
resources that could supplement the Commission's oversight program for investment advisers.
An SRO, like OCIE if it had additional resources, could use those resources to conduct earlier
examinations of newly-registered investment advisers and more frequent examinations of other
registered investment advisers.” The SEC also correctly identifies several issues that would
need to be addressed if an SRO approach is implemented for investment adviser oversight.

The first relates to the designation standards for SRO applicants and the scope of advisers
required to be members of an SRO. If Congress were to grant the SEC authority to designate
SROs to augment the oversight of investment advisers, FINRA's view is that all SRO applicants
should be subject to designation requirements similar to those set forth for registered securities
associations, modified as appropriate to meet the unique circumstances of the investment
adviser industry. These standards include, among other things, assuring fair representation of
the public interest and the adviser industry in the selection of any SRO’s governing body;
ensuring that any SRO’s rules are designed to prevent fraud and protect investors, consistent
with existing law, and do not impose burdens on advisers that are not necessary or appropriate;
ensuring that any SRO provides for periodic examinations of members and their associated
persons; and providing for equitable allocation of fees. The discussion draft of legislation
circulated for this hearing establishes specific criteria for SROs in this manner. While the draft
reflects the approach taken for national securities associations in the Exchange Act, it suggests
a slightly modified approach for adviser SROs to reflect the industry it would regulate.
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Requiring investment advisers to be a member of at least one SRO, as is required of broker-
dealers, is highlighted in the SEC study as a key to the success of an SRO approach. However,
the study notes that exclusions may be appropriate. It states: “For example, advisers to
registered investment companies that are subject to examination under the 1940 Act could be
excluded. Or specific exclusions could be provided for investment advisers to private funds
(such as hedge funds) or advisers that do not have retail clients.” FINRA believes that the focus
of any adviser SRO should appropriately be on retail-facing business. As such, FINRA supports
the approach taken by the discussion draft that would exempt certain advisers from SRO
regulation, such as advisers that primarily serve mutua! funds and other qualified institutional
buyers.

In terms of the governance structure of potential investment adviser SROs, FINRA believes that
public representatives should form a majority of any governing body, and members of the
investment advisory industry should be allocated a number of the remaining seats to ensure
adequate industry representation. The discussion draft sets out criteria for IA SRO governance
in a way that should ensure the independence of any SRO while allowing for representatives of
various parts of the adviser industry to be represented on the board of any such organization.

Another significant issue to address is the scope of authority of any investment adviser SRO.
The SEC study explains that Congress could provide for an SRO with broad or more limited
authority, and notes that one option would be fo “grant an SRO limited examination authority
over investment advisers, while maintaining the Commission as the sole holder of authority to
develop regulatory policy under the Advisers Act. Such an SRO also could have limited
rulemaking authority to address matters collateral to the exercise of examination authority (such
as authority to require maintenance of records).”

In FINRA's view, the primary regulatory structure for advisers should remain the fiduciary
standard incorporated in the Advisers Act and related SEC rulemaking and interpretations.
Adviser SROs should have limited rulemaking authority, although the extent of that limited
authority should be a matter for Congress and the SEC to determine. Commission approval and
oversight of any rule proposals, including SEC public notice and comment, would ensure that
any such SRO rules are appropriate for the adviser industry and consistent with the Investment
Advisers Act. Any adviser SRO should have authority to examine for, and enforce compliance
with, the Investment Advisers Act, the rules under that Act and the SRQO's own rules.

The discussion draft addresses this issue in very specific ways. It establishes a high standard
for SEC approval of SRO rules in the adviser area and a requirement for consultation with the
SEC in developing an examination program for investments advisers. We support this
approach.

Before conciuding, | want to be very clear—if FINRA becomes an SRO for investment advisers,
we would implement regulatory oversight that is tailored to the particular characteristics of the
investment adviser business. FINRA would establish a separate entity with separate board and
committee governance to oversee any adviser work, and would plan to hire additional staff with
expertise and leadership in the adviser area. That said, given our experience operating a
nationwide program for examinations and our ability to leverage existing technology and staff
resources to support a simitar program for investment advisers, we believe we are uniquely
positioned to serve as at least part of the solution to this pressing problem. In addition, FINRA’s
current programs would be enhanced and investors be better protected if we had the authority
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to examine the full operations of dually registered firms, where currently we can only see the
broker-dealer side of what is typically a fully integrated business.

Conclusion

The SEC and state securities regulators play vital roles in overseeing both broker-dealers and
investment advisers, and they should continue to do so. Investor protection demands, however,
that more resources are dedicated to regular and vigorous examination and day-to-day
oversight of investment advisers. Under SEC oversight and subject to the type of detailed
requirements that govern current SROs, investment adviser SROs can help the SEC fill an
untenable gap in the protection of investment advisory clients.

FINRA is committed to working closely with other regulators and this Committee as you
consider how best to address the lack of examination resources for investment advisers.
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Chairman Garrett, Ranking Member Waters and Members of the Subcommittee:

My name is Barbara Roper, and I am Director of Investor Protection for the Consumer
Federation of America (CFA). CFA is a non-profit association of approximately 300 national,
state and local pro-consumer organizations founded in 1968 to advance the consumer interest
through research, advocacy, and education. [ appreciate the invitation to appear before you
today to discuss an issue that has been the primary focus of my advocacy since I began working
for CFA in 1986 — how to improve regulation of the brokers, investment advisers, and financial
planners investors rely on for advice and investment services as they save for retirement and
other long-term goals.

Improving regulatory oversight of these financial intermediaries is the shared focus of
two SEC studies that are the topic of this hearing: the Section 913 study addresses the crucial
question of what standard of conduct should apply when brokers provide personalized
investment advice to retail investors, while the Section 914 study addresses the question of how
best to ensure that adequate resources arc devoted to oversight of investment advisers. If your
goal is to protect average, unsophisticated investors, nothing is more important than how you
regulate these financial intermediaries. Unfortunately, whether your measure is the quality of the
regulations or the quality of the regulatory oversight, this is an area badly in need of reform.

These two studies form a foundation on which that regulatory reform can be buiit. The
Section 913 study outlines a proposal for imposing a universal fiduciary duty on brokers and
investment advisers when they provide personalized investment advice to retail investors that has
won praise from investor advocates, state regulators, adviser groups, and the major broker-dealer
trade associations. The Section 914 study documents the need for increased resources for
investment adviser oversight and discusses the pros and cons of various approaches Congress
could take to provide those resources. Appropriately implemented, the policies advocated in
these studies could go a long way toward plugging two significant regulatory gaps that put retail
investors at risk. The remainder of my testimony will address each of these two issues in greater
depth. I will then sum up by responding to the specific questions posed in the invitation letter.

I Raising the Standard of Care that Applies When Brokers Act as Advisers
Improving protections for investors in their dealings with investment professionals has
been a priority for CFA since I joined the staff in 1986 and we issued our first report on abuses in

the fast-growing field of financial planning. Our focus on this issue reflects several factors:

¢ Investors’ lack of sophistication and heavy reliance on recommendations by investment
professionals makes them vulnerable to abuse.

¢ Abusive conduct by investment professionals, both in compliance with and in violation of
existing rules, has been a recurrent problem.

¢ Regulatory standards in this area are notably weak and inconsistent, promoting investor
confusion and setting an unreasonably low bar for professional conduct.
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There is a positive flip side to these concerns, and that is that strengthening regulatory
protections in this one area has the potential to provide dramatic benefits.

The SEC’s Section 913 study lays the foundation for a new, pro-investor approach to an
old problem. It does so first by documenting a fundamental market failure that has been evident
to industry observers for some time.

e Brokers and investment advisers offer similar, and in some cases identical, services to
their retail clients, but do so under different regulatory standards and subject to different
and sometimes conflicting rules.

» Investors are unable to distinguish brokers from advisers, do not understand the
differences in the services they provide, and, in particular, do not understand that they are
subject to different regulatory requirements.

e Asaresult, investors are not able to make an informed selection among the different
types of financial intermediaries available to them.

* This problem cannot be eliminated through disclosure or investor education.
That forms the general basis for the study’s recommendations on harmonized regulation for
brokers and advisers, both with regard to the standard of conduct that applies to their
recommendations to retail clients and with regard to other rules that apply to their retail business.

However, cach point deserves at least brief additional elaboration.

Blurring the Lines between Brokers and Advisers

When Congress adopted the Securities Exchange Act in 1934 and the Investment
Advisers Act in 1940, broker-dealers and investment advisers were engaged in related but
distinctly different professional activities. Brokers were in the business of effecting transactions
on behalf of customers, and investment advisers were in the business of giving advice about
investing in securities. Congress therefore carved brokers out of the broad definition of
investment adviser that otherwise would have included them, but only so long as they met two
criteria: they limited themselves to giving only that advice that was solely incidental to their
primary business of effecting transactions on behalf of customers (e.g., buy this, sell that), and
they didn’t receive any special compensation for that advice. Brokers had to meet both criteria
to qualify for the exemption. Both the legislative history and early Commission documents
make clear that only a narrow broker-dealer exemption was intended.’

By the 1980s, the full service broker-dealer business model was coming under pressure.
The deregulation of fixed commissions (and later decimalization) made significant inroads into
their profit margins. Meanwhile, they were caught between two growing classes of competitors.
On the one hand, discount and online brokers offered cheaper executions for the do-it-yourself
investors. On the other hand, financial planners offered more comprehensive and objective

' The legislative record and history of the broker-dealer exclusion is described in greater detail in a February 7, 2005
letter to the Commission from CFA Director of Investor Protection Barbara Roper available here.
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services for those seeking advice.” Full service brokers were forced to adapt in order to survive.
They did so, increasingly, by transforming themselves into advisers:

e Inthe 1980s, they began offering financial planning among their menu of services;

o By the early 1990s, they had begun calling their sales reps financial consultants or
financial advisers; and

e At the same time, they began to market their services based primarily on the advice
offered.?

At each step along the way, the SEC enabled this transformation without reining in brokers’
ability to continue to rely on the “solely incidental” exemption from the Advisers Act. Indeed,
when the Commission finally defined what was meant by “solely incidental™ in 2005, it did so
only to define the standard out of existence — creating not the narrow exception intended by
Congress but one that covered virtually any service a broker might choose to offer in conjunction
with its brokerage services.

Had the Commission appropriately applied the “solely incidental to” standard over the
vears, brokers could have made a business decision about whether the benefits of offering
advisory services justified the costs of regulation under the Advisers Act. However, because the
agency gave brokers a free ride to compete as advisers without being regulated as advisers, the
brokerage firms were never forced to make that choice. The result is the situation we find
ourselves in today, where financial professionals who are indistinguishable to the average
investor offer similar or, in some cases identical, investment advisory services 1o retail investors
under two standards of conduct that offer very different levels of investor protection.

Same Conduct, Different Standards

The bulk of the Section 913 study is devoted to describing in extensive detail the
different standards and regulatory regimes that apply to brokers and advisers when they offer
personalized investment advice to retail customers. The following are among the most
significant differences:

e Reflecting their origins as salespeople, brokers are subject to a suitability standard. That
standard requires them to make recommendations that are generally appropriate for their
customers based on a detailed understanding of the customer’s financial situation and
needs, but allows them to place their own financial interests ahead of those of their
customers in selecting the particular investment products and strategies to recommend.

! The growth of the financial planning profession also served to blur the lines between brokers and advisers, since
most financial planners were both investment advisers and registered reps of broker-dealers.

* The transformation of the broker-dealer business model is described in greater detail in a January 13, 2000 letter to
the Commission from CFA Director of Investor Protection Barbara Roper available here.

3



113

s Al other investment advisers, including financial planners who combine investment
advice and product sales, are subject to a fiduciary duty to act in their customers’ best
interests that is more appropriate to that advisory role.

e Investment advisers are required to provide up-front disclosure of all material conflicts of
interest and to appropriately manage those conflicts. Although their conflicts are
typically greater, brokers have no such requirement.

e Investment advisers are subject to restrictions that limit their ability to engage in principal
trades. Brokers are not, and indeed principal trading constitutes a significant portion of a
broker-dealer's business.*

o Brokers are subject to regulatory oversight by an industry self-regulatory organization,
FINRA. FINRA supplements oversight by the SEC and states by conducting regular
routine inspections and enforcing rules of fair practice. Investment advisers are subject
exclusively to state or SEC oversight, depending on the size of the firm as measured by
assets under management.’

The report describes a number of other lower profile regulatory differences as well. These
include differences in such areas as advertising rules, licensing requirements, and continuing
education requirements that are the subject of separate harmonization recommendations.®

Investor Confusion

If all or even a large majority of investors clearly understood these differences, then the
case for harmonizing regulation of brokers and advisers would be less urgent. One could simply
trust to investors to factor the regulatory differences into their selection of provider. Indeed,
brokers for years argued against tightened regulation of their advisory services on precisely these
grounds — that investors understood the difference between brokers and advisers and made their
choices accordingly. In recent years, however, the research refuting this argument has become
cunclu7sivc, to the point that the major broker-dealer trade associations no longer make this
claim.

Much of that research is documented in the Section 913 study. Of particular relevance
are the findings of the RAND Report, commissioned by the SEC in 2006, which included both a
household survey and six focus groups of investors.® Both survey respondents and focus group

* This issue, in particular, has been an impediment to efforts to close the loophole that has allowed brokers to escape
regulation under the Advisers Act when they act as advisers.

3 Issues relfated to SRO oversight are discussed in the section of the testimony that deals with the Section 914 Report
and the draft legistation to create and investment adviser SRO.

¢ This testimony will not go into those issues in any detail as concrete proposals in this area have not yet been put on
the table. As a general matter, however, we support the notion of adopting uniform standards where the conduct is
the same.

7 To our knowledge, only the insurance broker-dealer trade associations continue to make this now completely
discredited argument.

® Both the survey and the focus groups included experienced and inexperienced investors, with about twice as many
experienced investors included in the sample.
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participants reported that they did not understand the differences between investment advisers
and broker-dealers and that they found the common job titles used by brokers (e.g., financial
advisor, financial consultant) and investment advisers to be too similar and therefore confusing.
Focus group participants offered the additional insight that the “we do it all” advertisements
added to the confusion. This should hardly be surprising. That is precisely the result the
brokerage firms intended when they adopted those titles and that marketing strategy — a strategy
that was specifically designed to enable them to compete more effectively with financial
planners offering more comprehensive and objective advisory services.

One finding of the RAND Report sheds particular light on the policy responses available
to address that investor confusion. In their focus group interviews, RAND found that investor
confusion was not simply generic. Most participating investors could not identify whether their
own provider was a broker or investment adviser, and that confusion persisted even after the
investors were provided with fact sheets on investment advisers and brokers that included a
description of their common job titles, legal duties, and typical compensation practices.
Moreover, the RAND Report was commissioned after previous efforts by the Commission to
address confusion through enhanced disclosure had also failed.’ The SEC’s experience in this
area along with the RAND Report findings offer conclusive evidence, in our view, that neither
disclosure alone nor disclosure in combination with investor education would be effective in
eliminating investor confusion.

Investor Expectations

Survey data demonstrates not only that investors are confused about the differences
between broker-dealers and investment advisers, but also that investors expect their financial
adviser to act in their best interests. That was the overwhelming conclusion of a survey
conducted by ORC International for CFA, AARP, the North American Securities Administrators
Association, the Certified Financial Planner Board of Standards, Inc., the Investment Adviser
Association, the Financial Planning Association, and the National Association of Personal
Financial Advisors. Virtually all (91 percent) of the survey’s 2,012 respondents indicated that, if
a stockbroker and investment adviser provide the same kind of services, they should have to
follow the same investor protection rules. And 97 percent (including 85 percent who agreed
strongly) agreed that “when you receive investment advice from a financial professional, the
person providing the advice should put your interests ahead of theirs and should have to tell you
upfront about any fees or commissions they earn and any conflicts of interest that potentially
could influence that advice.”

Our survey also found investors confused about the legal obligations of different types of
investment services providers. Specifically, survey respondents were as likely to think financial
advisors, a title commonly used by brokers for their sales reps, had a fiduciary duty (76 percent)
as they were to think financial planners (75 percent) and investment advisers (77 percent) had
such a duty. That is consistent with the findings of the RAND Report that investors expected
brokers and investment advisers alike to act in their best interests when giving advice. Other

? The Commission had proposed to require fee-based brokers to provide disclosures in advertisements and other
account documents as a condition of relying on their exception from the Investment Advisers Act. When they tested
those disclosures with investors, however, they found they were not effective in conveying the desired information.
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surveys over the years have reached similar conclusions. These are, after all, reasonable
expectations, since the key characteristic that distinguishes advice from a sales pitch is that it is
designed with the recipient’s interest in mind.

The Need for Consistent Standards

If, as the survey data overwhelmingly suggests, investors cannot distinguish between
brokers and investment advisers {even after the differences are explained to them), if they expect
anyone offering advice to act in their best interests, and if disclosures and education cannot clear
up their confusion, the case for regulatory reform in this area becomes undeniable to all but the
most hardened anti-regulation cynics. But there are additional reasons for regulatory
harmonization to be found in the extensive overlap between these two once largely distinct
populations. As of October 2010, fully 88 percent of investment adviser representatives were
also registered representatives of a FINRA-registered broker-dealer. Given the extent of that
overlap among the individuals providing retail advisory services, it makes no sense to apply
different standards of conduct to those services. Morcover, the brokerage firms that offer fee-
based accounts are already complying with the Advisers Act for those accounts after a court
decision overturned the SEC rule exempting them from the Act.'® This has two implications for
policy in this area. On the one hand, it means these firms already have the procedures in place to
comply with a fiduciary duty. On the other, 1t actually makes it more difficult for the customers
of these firms to know when they are dealing with a broker and when they are dealing with an
adviser, making harmonization of the standards more important, not less.

The SEC’s Proposed Approach Regarding the Standard of Conduct for Advice

Based on its findings, the Commission staff reached what we believe is the only logical
conclusion: that brokers and investment advisers alike should be subject to a fiduciary duty when
they render investment advice to retail customers. As it approached the issue, the Commission
had at least three options available to it for imposing a fiduciary duty on brokers when they give
investment advice.

e Having created the regulatory discrepancy through its failure to appropriately enforce
the brokers’ “solely incidental to” exception from the Advisers Act, the Commission
could at any time have eliminated the discrepancy by adopting a narrowed definition of
solely incidental to that is consistent with the statutory language of the Advisers Act and
with clearly documented congressional intent at the time the Advisers Act was adopted.
This is the approach that CFA advocated for many years prior to the passage of the
Dodd-Frank Act."’

1% In March 2007, the U.S. Court of Appeals for the District of Columbia Circuit ruled that the SEC had exceeded its
authority when it created an exemption from the Advisers Act for brokers that charge asset-backed fees. (FPA v.
SEC)

"' For years, CFA urged the Commission to take one of two actions. If brokers had indeed transformed themselves
into advisers, as their titles and marketing campaigns suggested, they should lose their solely incidental exclusion
from the Advisers Act and be regulated accordingly. 1f they had not fundamentally changed the nature of their
business to be primarily advisory in nature, then the SEC should stop permitting them to misrepresent themselves to
investors. This argument fell on deaf ears at a Commission that often over the years appeared more concerned with
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e Alternatively, the Commission could have proposed to adopt a fiduciary standard for
brokers using the broad grant of authority under Subsection (f) of Section 913, subject
only to a requirement that the rules be “necessary or appropriate in the public interest
and for the protection of retail customers (and such other customers as the Commission
may by rule provide)” and consistent with the findings of its Section 913 Report.

e Instead, the Commission has proposed to exercise its authority under Subsection (g) of
Section 913 to adopt parallel rules under the *34 Act and the Advisers Act imposing a
uniform fiduciary duty on brokers and advisers when they give personalized investment
advice about securities to a retail customer.' That subsection provides more detailed
direction to guide the SEC rulemaking than Subsection (f). It specifies that the standard
cannot be weaker than the existing standard for advisers and that the standard for
advisers and brokers must be the same. It also makes clear that the receipt of
commissions does not by itself violate the fiduciary duty, and that the fiduciary duty
does not automatically entail an ongoing duty of care where there is no ongoing advice.
Finally, where a broker sells proprietary products or sells from a limited menu of
products, it authorizes the Commission to require notice and consent, but it clarifies that
the practice is not by itself a violation of the fiduciary duty.

In its Section 913 Report, the staff recommends that the Commission adopt the third approach,
with the addition that it will simultaneously address the issue of how best to regulate principal
trading under a revised standard. The goal in the latter case is to preserve brokers” ability to
engage in principal trading while ensuring that these trades are subject to appropriate investor
protections.'’ While we are concerned to see how the Commission will interpret certain aspects
of the proposed rulemaking, we believe the staff has recommended the right approach — one that
appropriately balances the need for enhanced investor protections with the desire to minimize
market disruptions and preserve investor choice.

That balance is reflected in the praise that greeted the Commission’s release of its Section
913 study. That praise came not only from long-time advocates of a fiduciary standard, such as
CFA, AARP, state securities regulators, and investment adviser groups, but also from the two
leading broker-dealer trade associations. SIFMA, for example, specifically praised the agency
for recognizing “that any fiduciary standard should not pick business model winners and losers.”
The Financial Services Institute issued the following favorable comment: “The Study
acknowledges the importance of investor choice and access to services. It proposes a means to
reduce the costs associated with the proposed regulatory changes and avoids picking winners and
losers thereby leaving the choice of provider to investors. These were major concerns for FSI and
we are satisfied to see that the Study addresses them.”

protecting the full service broker-dealer business model than with protecting investors. It is very much to the credit
of the current leadership of the Commission that they have reversed priorities in this area.

"% This subsection also permits the Commission to apply the standards to additional non-retail customers, though it is
not expected to do so.

' We believe this is an achievable goal and have supported the Commission’s decision to extend its temporary
principal trading rule in order to deal with the issue more comprehensively in the context of a fiduciary rulemaking.
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Like us and other long-time supporters of a fiduciary standard, the broker-dealer groups
are understandably interested in the details of how the Commission moves forward to implement
the proposed standard. We have had an opportunity in recent months to discuss a number of
those implementation issues with members of the broker-dealer community — issues such as what
does and does not constitute personalized investment advice, how a fiduciary duty would be
applied in different contexts, and what role disclosure would play in satisfying a fiduciary
standard. While it is unlikely that we will ever get to the point of complete agreement, the
differences that divide us are less dramatic than many might expect. SIFMA has, for example,
suggested an excellent general definition of personalized investment advice that we support. We
and SIFMA have both attempted to identify activities that would fall in our outside the definition
of personalized advice, and there are far more points of agreement between those two lists than
there are points of disagreement. Indeed, the differences in our approaches are at a level of detail
that could appropriately be worked out through negotiations during the rulemaking process.
Certainly, they are not of a magnitude to warrant stopping the rulemaking proposal in its tracks.

Criticism of the Commission Proposal

Although the Section 913 Report has gamered widespread praise, it is not without its
critics. Some, including two SEC Commissioners, have criticized the study on the grounds that
it “does not identify whether retail investors are systematically being harmed or disadvantaged
under one regulatory regime as compared to the other” and have argued that, as a result, the
Commission “lacks a basis to reasonably conclude that a uniform standard or harmonization
would enhance investor protection.”™ Echoing that concern, Chairman Garrett and thirteen
other Members wrote in a March 17, 2011 letter to Chairman Schapiro that, “the Commission
has not identified and defined clear problems that would justify a rulemaking and does not have a
solid basis upon which to move forward.”

The Need for More Empirical Data

Obviously, we strongly disagree with that conclusion. The Commission has made a
strong case based on investor confusion, clearly documenting that the assumptions underlying
the previous regulatory policy were unfounded. But we do agree that the Commission could
have done more in its Section 913 Study to document the harm that investors suffer when they
put their trust in “financial advisors” who are not required to act in their best interests. Our
concern is not that regulatory action is unjustified without it. Rather, we feel it is important for
the Commission to arm itself against a possible legal challenge, and the best way to do that is to
make a strong economic case for the proposed rulemaking.

In our comment letter to the agency at the outset of the study, we suggested a number of
approaches the Commission could take to document investor harm when “advice” is offered

' This statement from the dissent by Commissioners Casey and Paredes was quoted in an August 2, 2011 letter
from House Financial Services Committee Chairman Spencer Bachus to SEC Chairman Mary Schapiro. A March
17,2011 Jetter from Chairman Garrett and Republican members of this Subcommittee made a similar reference to
the Casey-Paredes dissent.
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under a suitability standard.”® Under a pressing six-month deadline for completion of the report,
and with limited staff resources for conducting the kind of economic analysis called for, the
Commission did not heed our suggestions. The Commission has since established a team to
collect additional data with an eye toward further documenting the need for a fiduciary
rulemaking and analyzing the potential impact of such a rulemaking on the industry.'® Of
course, should the agency move forward, the rulemaking process itself would provide an
additional opportunity for the Commission to solicit and analyze data specific to its proposed
regulatory approach.

While we believe there is a strong economic argument to be made for raising the standard
of care when brokers act as advisers, it is important to acknowledge that gathering economic data
to support that case is extremely challenging. First, it is not possible to gain meaningful
information from investors through the type of survey Commissioners Casey and Paredes
suggest in their dissent since, as previous research has shown, investors cannot reliably identify
whether their provider is a broker or investment adviser. Second, unsophisticated investors often
do not realize that they have been taken advantage of, since they do not have the sophistication to
recognize, for example, that a variable annuity rarely if ever belongs in a tax-advantaged
account, that a different annuity than the one they were recommended offers significantly higher
guaranteed benefits, or that the mutual fund they purchased has above average costs that are
eating into their investment returns. Thus, they are uniikely to report any dissatisfaction even
when they are being disserved. Third, much of the conduct that is harmful to investors is legal
under a suitability standard and thus not subject to enforcement action or regulatory
recordkeeping, making it difficult to gather data on those practices. Finally, potentially the
biggest benefit to investors from a fiduciary duty — the sweeping benefits that could result if
product sponsors were forced to compete for business based on benefits to the investor rather
than by offering more generous compensation to the provider — are impossible to quantify. But it
is reasonable to suppose that harnessing market forces to benefit rather than disadvantage
investors has the potential to bring about truly revolutionary changes.

Recognizing the difficulty of the task, our comment letter to the Commission nonetheless
suggested that the Commission attempt to gather evidence related to three basic points of
difference between a fiduciary duty and the suitability standard:

+ differences in the quality of advice or product recommendations investors receive from
brokers and investment advisers;

e differences in investor complaint levels or arbitration filings with regard to brokers and
investment advisers; and

5 See August 30, 2010 letter from CFA Director of Investor Protection Barbara Roper to SEC Secretary Flizabeth
M. Murphy, available here.

' Although the Commission requested data from industry on the potential costs of a fiduciary rule, the only
marginally substantive data submitted was a report commissioned by SIFMA that did not analyze the approach the
Commission has since proposed and thus does not offer valid insights into the likely effect of the Commission’s
proposed approach. (See, “Standard of Care Harmonization, Impact Assessment for SEC,” prepared by Oliver
Wyman for SIFMA, October 2010 and CFA’s response, available here.)
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o whether one standard provides regulators with a better means of holding financial
professionals accountable than the other.

While we recognized that it would not be possible for the Commission to produce definitive
information, particularly with regard to the quality of recommendations, we felt it would be
possible to collect information that would help to document the difference in investor protection
provided by the two standards.

In documenting the harm to investors, a key point to focus on is conduct that is
permissible under the suitability standard that nonetheless results in harm or lost benefits to the
investor. One way to think about this is that a suitability standard essentially allows a broker to
recommend the least suitable of the various suitable options, while a fiduciary duty requires the
broker to have a reasonable basis for believing his or her recommendation is the best of the
available options for that client.'” One factor a broker would have to look at in making that
analysis under a fiduciary duty that is too often ignored under a suitability standard is the cost to
the client of the various suitable options. We have long known that even small differences in
cost can have a huge long-term impact on investor returns, and recent Morningstar research has
reinforced that message, concluding that mutual fund costs are the single best predictor of long-
term fund performance. '® Thus costs, while certainly not the only relevant factor, are clearly an
important factor in determining what's best for the client. This cost analysis is particularly
important for middle income investors, who cannot afford to pay too much for an investment just
so the broker can enjoy a more generous payday.

Although it would be approximate at best, one way to begin to quantify the potential
economic benefit of a fiduciary duty would therefore be to analyze the menu of investment
options offered by various broker-dealers, identify the range of options that would satisfy a
suitability standard under a particular scenario, and determine whether there are significant
economic differences for the investor between the “best” and “worst™ or highest cost and lowest
cost of the suitable options. If there are, then it stands to reason that there would be significant
economic benefits for investors from holding brokers to a best interest standard. Mutual funds
would be suitable for such an analysis, since they are widely recommended and the costs are
highly transparent. Even better would be an analysis of variable annuities, since their often high
costs, opaque contract terms, and questionable sales practices make them an arca where
imposition of a fiduciary duty is likely to bring the greatest benefits. Because the Commission
has limited resources with which to conduct this sort of analysis, it may be necessary to look to
academics and other outside groups to supplement the record in this area.

False Claims that Middle Market Investors Will Be Harmed

Although the Commission has bent over backward to propose an approach on fiduciary
duty that accommodates legitimate industry concerns, and the major broker-dealer groups have

' In making that assessment, the broker doesn’t have to consider every product available in the marketplace, but
simply those that he or she has available to recommend, as the SEC has made clear it would permit sales from a
limited menu of products.

8 Jeff Brown, “Low-Cost Funds Out Perform High-Cost Options,”™ The Main Street Newsletrer, August 11, 2010,
available here,
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acknowledged that fact, the Commission has not succeeded in silencing all its industry critics.
Most vocal in opposition have been the insurance broker-dealers, whose sale of variable
annuities would come under the heightened standard of care. Award-winning personal finance
writer Liz Pulliam Weston has called variable annuities “the worst retirement investment you can
make.”!” Another industry commentator has called them “one of the most overhyped, most
oversold, and least understood investment products.”™™ And one analyst, who each year
compares the performance of variable annuities to an alternative approach using low-cost index
funds, estimates that variable annuities transfer approximately $25.6 billion a year “of spendable
investment returns” from vulnerable investors to the insurance industry and its sales force.”

Given the billions of dollars at stake, it is hardly surprising that brokers whose business
model is heavily dependent on the sale of variable annuities would fear application of a fiduciary
duty to those sales. In making their case that the fiduciary duty proposal would harm Main Street
investors by increasing their costs or denying them access to valued products and services, however,
the main insurance broker-dealer groups have so far chosen to ignore the actual approach the
Commission has proposed. Earlier this year, I wrote to members of this Committee refuting
these arguments.” Rather than repeat those arguments in detail here, 1 have included a copy of
that letter as an appendix to my testimony. The main point to keep in mind is that these
arguments are based on a series of false claims, including that: the suitability standard is a more
robust standard than the fiduciary duty,” that investors are able to make an informed choice
among different types of service provider, that the fiduciary duty would prohibit brokers from
charging commissions, that it would force them to charge fees, and that it would therefore force
them to serve only wealthy clients. They also make completely unsupported claims about
compliance costs that directly conflict with what they say elsewhere about the rigorous
procedures their members follow in complying with the suitability standard. They similarly
exaggerate the potential increase in legal liability under a fiduciary duty, ignoring the fact that
violation of fiduciary duty is already the most common claim brought against brokers in
arbitration. Worst, their argument is cynically presented as a defense of middle market investors
- the very investors who can least afford to pay the high commissions for substandard
performance that the suitability standard all too often allows.

The SEC Approach Offers Investors the Best of Both Worlds

Contrary to these criticisms from the insurance broker-dealers, the Commission’s
proposed approach to imposing a fiduciary duty on brokers when they offer personalized
investment advice to retail customers offers investors the best of both worlds. It preserves their
ability to choose from a variety of different business models — to choose on-going account
management vs. transactional recommendations, for example, and to pay through fees or to pay
through commissions — without having to give up the right to receive recommendations in their

"% Liz Pulliam Weston, The Busics: The worst retirement investment you can make, updated January 2008.

* InvestSense, LLC, Common Sense [nvestSense™ ... Variable Annuities, 2002,

* Scott Burns, “Variable Annuity Watch, 2008, AsserBuilder - Registered [nvestment Adviser.

2 See May 9, 2011 letter from CFA Director of Investor Protection Barbara Roper to Chairman Spencer Bachus,
Ranking Member Barney Frank, Chairman Scott Garrett, and Ranking Member Maxine Waters, available here.

¥ NAIFA and others make this false claim by conflating the standard of care that applies to advice — suitability vs.
fiduciary duty - with the degree of regulatory oversight of brokers and advisers. These are separate issues that
require separate solutions.
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best interest from those who claim to be acting as their adviser. For these reasons. we strongly
support the Commission’s recommendation in its Section 913 Study. We believe it has the
potential to deliver dramatic and long-overdue benefits to investors who need to make every
dollar count in these tough economic times.

1I. Improving the Quality of Investment Adviser Oversight

For almost as long as we have been advocating improved regulation of securities
salespeople who hold themselves out as advisers, CFA has also been advocating for increased
resources for oversight of investment advisers. This problem began to emerge in the late 1980s
at a time when both mutual funds and investment advisers serving retail clients were growing at
an extremely rapid pace. and agency staffing to oversee these arcas was growing slowly if at all.
By the early 1990s, the problem had reached crisis proportions, with inspections so infrequent
that a small adviser might reasonably expect to set up shop and reach retirement without ever
seeing an SEC inspector.24

This issue of investment adviser oversight received heightened attention as a result of the
unraveling of the Madotf Ponzi scheme in the early days of the financial crisis. This is ironic,
since Madoff was a broker-dealer regulated exclusively as a broker-dealer up until just two years
before his fraud was uncovered. [f the Madoff scandal was an indictment of anything, therefore,
it was an indictment of the effectiveness of broker-dealer oversight.” That said, the problem of
inadequate investment adviser oversight is quite real and the need for a solution is urgent.

Over the years, CFA has supported a variety of approaches to solve this resource
problem, including increased appropriations to the SEC, self-funding for the agency to free it
from the appropriations process, and user fees on investment advisers to pay for increased
oversight. None has been adopted.® Instead, Congress chose to “solve” the resource problem
by delegating more responsibility to the states, an approach that simply divided up the existing
regulatory resources differently without doing anything to address the basic funding short-fall.

While the resource problem ultimately rests with Congress to resolve, Section 914 of the
Dodd-Frank Act required the SEC to conduct a study assessing the need for additional resources
for investment adviser examinations and options available to Congress to address this issue,
including by delegating this responsibility to a self-regulatory organization (SRO). Earlier this
year, the SEC issued its Section 914 study. ¥ In it, the staff documented a decline in the number
and frequency of inspections of registered investment advisers over the past six years and
described new challenges the Commission will face as it takes on responsibility for registration
and oversight of private fund advisers.

** At the time, SEC staff members estimated that small advisers were on a once every 40 years inspection cycle.

¥ A group of independent FINRA board members, led by Charles Bowsher, has since conducted a very credible
examination of FINRA’s failure to uncover both the Madoff and the Stanford frauds, and FINRA has reportedly
begun to implement the recommendations of that study to improve the quality of its broker-dealer oversight.

* User-fee legislation that twice cleared the House with overwhelming bipartisan suppott in the early 1990s died in
the Senate Banking Committee. The funding increases that were provided to the SEC in the wake of the Enron
scandal were used to shore up equally pressing funding short-falls in corporate finance and enforcement.

77 «Study on Enhancing Investment Adviser Examinations,” by the staff of the Division of Investment Management
of the Securities and Exchange Commission, January 2011. The study is available here.
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The study indicates, for example, that the number of investment advisers registered with
the Commission has grown 38.5 percent in the past six years, from 8,581 advisers on
October 1, 2004 to 11,888 advisers on September 30, 2010.

The assets managed by investment advisers registered with the Commission have grown
even faster, increasing 58.9 percent, from $24.1 trillion to $38.3 trillion, during the same
petiod.

During that period, the number of Office of Compliance Inspections and Examinations
(OCIE) staff dedicated to examining registered investment advisers decreased 3.6
percent, from 477 staff to 460 staff, falling as low as 425 staff at certain points during the
period from September 30, 2007 to September 30, 2008.

Because of increased funding for the agency from 2008 through 2010, the reduction in
OCIE staff dedicated to investment adviser examinations was not as severe as it
otherwise would have been.

As a result, the number of examinations of registered investment advisers conducted each
year between 2004 and 2010 decreased 29.8 percent, from 1,543 examinations in 2004 to
1,083 examinations in 2010.

The percentage of investment advisers examined each year declined accordingly, from 18
percent in 2004 to just 9 percent in 2010, with the number of years on average between
examinations rising from 6 to 11.

Because of changes in Dodd-Frank, the staff predicts a 28.2 percent near-term decrease in
federally registered advisers as some smaller advisers migrate to state registration and
some previously exempt advisers, such as hedge fund managers, are newly required to
register.

Other obligations under Dodd-Frank, such as new requirements to examine municipal
advisers and swap entities, could force the Commission to divert resources from
investment adviser examinations if the increased funding provided for in Dodd-Frank is
not forthcoming.

As aresult of all these factors, we share the study’s conclusion that “the Commission likely will
not have sufficient capacity in the near or long term to conduct effective examinations of
registered investment advisers with adequate frequency” and that “The Commission’s
examination program requires a source of funding that is adequate to permit the Commission to
meet the new challenges it faces and sufficiently stable to prevent adviser examination resources
from periodically being outstripped by growth in the number of registered investment advisers.”

The study outlines three options for Congress to consider adopting to address this

“capacity constraint:”
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* imposing user fees on SEC-registered investment advisers to fund their examinations by
SEC inspection staff;

¢ authorizing one or more SROs to examine, subject to SEC oversight, all SEC-registered
investment advisers; or

e authorizing FINRA to examine dual registrants for compliance with the Advisers Act.

We believe the user-fee approach outlined in the SEC report offers the best option for funding
enhanced inspections in a way that promotes investor protection while minimizing added costs to
industry. As a general principle, we believe in funding government agencies to do their jobs
rather than farming out those responsibilities to private entities. Moreover, as a government
agency, the SEC is more transparent and more accountable than a private regulator is likely to
be. Funding increased investment adviser oversight through user fees also has the benefit of
being supported by the investment adviser community, at least in part because they believe it
would impose lower costs, particularly for small advisers.

Identifying the Issues an SRO Proposal Must Address

In the past, CFA has categorically opposed delegating investment adviser oversight to an
SRO, particularly one dominated by broker-dealer interests and particularly if that SRO were
given rule-making authority. However, having spent the better part of two decades arguing for
various approaches to increase SEC resources for investment adviser oversight with nothing to
show for our efforts, we have been forced to reassess our opposition to the SRO approach.
Specifically, we have concluded that a properly structured SRO proposal would be a significant
improvement over the status quo. Too often, however, the SRO approach is presented as an easy
solution by individuals who have not adequately confronted the many thorny issues it presents.
The SEC study does an excellent job, in our view, of laying out the issues that would need to be
addressed 1f Congress were to pursue this approach. Only by answering the following questions
can Congress develop an SRO proposal that adequately protects investor interests while avoiding
imposing undue costs on small advisers.

e How should such an approach be structured in light of the diversity in the investment
adviser community?

* How can the risks of industry capture be avoided?

+  What would the costs of effective SRO oversight be, and how would they be borne by the
many small investment adviser firms?

e What resources would the SEC need in order to provide effective oversight of any such
SRO or SROs to which this responsibility might be delegated?

¢ Should an SRO be an inspection-only SRO, or should it also have broader rule-making
authority?



124

o What entity (or entities) is best suited to this task?

Ultimately, whatever approach Congress chooses to take, we share the view expressed by SEC
Commissioner Elisse Walter in her statement on the study, “that the current resource problem is
severe, that the problem will only be worse in the future, and that a solution is needed now.” We
urge you to act to resolve this problem sooner rather than later.

The Draft Investment Adviser SRO Legislation

Late last week, the Subcommittee released a draft bill to create an investment adviser
SRO. The legislation, which is closely modeled on the SRO registration requirement for broker-
dealers serving retail customers, is obviously a serious attempt to address this issue. The
following section of this testimony will provide our initial assessment of that bill in terms of the
previously identified principles for effective self-regulation. Given the short time we’ve had to
review the legislation, however, our assessment will of necessity be only preliminary.

e How should such an approach be structured in light of the diversity in the investment
adviser community?

The draft legislation deals with this issue at least in part by exempting those investment
advisers that primarily serve institutional clients of various types — advisers to mutual funds,
hedge funds, and venture capital funds, for example, as well as those where 90 percent or more
of the investors are qualified purchasers.”® Because of the way the exemptions arc drafted, using
percentage of assets rather than percentage of clients as the basis for the exemption, the
legislation could end up exempting a number of advisers with a significant retail investor
clientele. The sponsors may therefore want to look at whether this approach would actually have
the intended effect of subjecting advisers with largely retail clientele to SRO oversight. The
draft legislation also allows for more than one investment adviser SRO. Thus, if fee-only
investment advisers or another subset of advisers wanted to form a separate SRO, they would be
able to do so, provided they could find a way to do so that was not cost prohibitive.

While this approach of singling out retail-oriented advisers for SRO oversight will make
for a more homogenous population of advisers subject to SRO oversight, it may not do much to
reduce the resources needed at the SEC to provide effective investment adviser oversight. Under
this approach, after all, many of the largest advisers and those with the most complex operations
would remain under the SEC’s jurisdiction. According to the Section 914 study, these are the
advisers whose examinations are the most labor intensive and require the most sophisticated
expertise for staff conducting those examinations.

¢ How can the risks of industry capture be avoided?
The draft bill includes two mechanisms to limit industry capture. It requires, as a

condition of recognition as an investment adviser SRO, that the association have rules that
“assure a fair representation of the public interest and the investment adviser industry in the

% That, at least, is how we read exemption (c), although the drafting is somewhat ambiguous and needs clarification.
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selection of its directors and the administration of its affairs.” It elaborates on this point by
requiring that a majority of the SRO’s directors “shall not be associated with any member of the
association or any investment adviser or broker-dealer.” While it may be appropriate to further
clarify who would qualify as an independent board member, the Commission could do so under
the bill’s grant of rulemaking authority. That Commission oversight, both in approving the
registration of an SRO and in overseeing its operations and approving its rules, provides
additional protection against industry capture, if effectively implemented and adequately funded.
While these provisions help to reduce the risk of industry capture, they do not eliminate entirely
a risk that is inherent in the notion of an industry self-regulatory organization.

e What would the costs of effective SRO oversight be, and how would they be borne by the
many small investment adviser firms?

The bill seeks to ensure an “equitable allocation of reasonable dues, fees, and other
charges.” Tt remains unclear, however, that the SRO approach is a more cost-effective approach
to oversight that funding SEC oversight through user fees. This is of particular concern for the
many small investment advisers who would be affected by this proposal. Before moving
forward with legislation, sponsors should seek to better understand the likely fees these advisers
would face and whether those fees would exeeed the user fees necessary to fund a more robust
SEC oversight program.

e What resources would the SEC need in order to provide effective oversight of any such
SRO or SROs to which this responsibility might be delegated?

As we noted above, it is not clear that delegating oversight of smaller, retail-oriented
advisers to an SRO would significantly reduce the resources the SEC needs to provide effective
investment adviser oversight since the most labor intensive inspections would remain under the
SEC’s jurisdiction. In addition, as the draft bill makes clear, the SEC would also have extensive
responsibilities associated with oversight of the new adviser SRO. That oversight responsibility
would be magnified if there were more than one SRO. By creating the potential for a race to the
regulatory bottom between associations anxious to attract members, having multiple SROs
would necessitate strong Commission oversight to prevent that outcome. It would therefore be a
dangerous fallacy for supporters of this approach to assume that it would reduce the pressure on
SEC resources significantly if at all.

One anomaly of the proposed approach is that it would put the Commission in charge of
overseeing an SRO whose members include state-registered advisers. In order to ensure that
SRO and state oversight of these state-registered advisers is consistent, it may be appropriate to
provide state regulators with a more formal role in overseeing the agency. We have not had a
chance to think through how that could be structured. However, it scems only appropriate that
state securities regulators would have some say in ensuring that SRO rules affecting state-
registered investment advisers would be consistent with state law.

* Should an SRO be an inspection-only SRO, or should it also have broader rule-making
authority?
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The sponsors have chosen to give the proposed investment adviser SRO a full range of
rulemaking authority, subject to oversight and approval by the Commission. If the bill results in
creation of more than one SRO, this would create a potential for inconsistency in the rules — and,
under the worst case scenario, a competition between the SROs to attract members by adopting
less rigorous rules. This would place a premium on effective SEC oversight of the SRO or SROs
to ensure that any rules adopted are strong, reflect the public interest, and are consistent, which
would require adequate agency funding to permit that oversight.

+ What entity (or entities) is best suited to this task?

The legislation is neutral as to who would serve as the investment adviser SRO, and
leaves open the possibility that there might be more than one such entity. While having more
than one SRO creates challenges in terms of SEC oversight, the potential for regulatory
oversight, and consistency of rules and enforcement, we believe the benefits of this approach
outweigh the risks. While it seems certain that FINRA would serve this role for dual registrants,
those advisers who are registered exclusively as advisers may prefer to establish an alternative
SRO oriented toward their fee-only business model. It would be important to ensure that any
such alternative SRO had adequate resources to regulate effectively. The legislation appears to
give the Commission adequate authority to ensure that any such entity would have the necessary
capacity to perform the required functions.

. Responses to Questions from the Subcommittee

The invitation to testify from the Subcommittee poses a series of specific questions with
regard to these issues. While the above testimony includes a detailed discussion related to
certain of those questions, this section of my testimony will provide brief additional responses to
each of those questions.

1) Is there sufficient empirical data to support a new standard of care for broker-dealers?

As we discuss in greater detail above, we believe there are a number of reasons the new
standard for brokers is justified.

s First, brokers should never have been allowed to transform themselves into advisers
without being regulated as advisers. The new standard is needed to rectify a past
regulatory failure that permitted brokers to offer investment advice that was more than
solely incidental to their role as brokers without subjecting them to regulation under the
Advisers Act. The Commission has gone out of its way to propose the least disruptive
approach possible to correct that regulatory error.

* Second, there is extensive evidence that investors cannot make an informed choice
among investment professionals and expect all financial advisers to act in their best
interests. Because investors cannot factor the difference in legal standards into their
choice of investment professional, regulators must step in and ensure that all advisers
meet the appropriate standard.
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» Third, there is a strong cconomic case for imposing a fiduciary duty on brokers when
they provide personalized investment advice to retail investors. While the data is difficult
to compile, particularly given the Commission’s limited resources for economic analysis,
the evidence can be found in harmful conduct that is permissible under the suitability
standard that would be prohibited under a fiduciary duty. A focus should be on practices
that increase costs to investors or deprive them of benefits.

While the SEC did not include that empirical data in its Section 913 Study, it has since appointed
a study team to collect that data. We believe it is proceeding appropriately.

2) Should a rulemaking for a new standard of care for broker-dealers be undertaken at the
expense of other statutorily-mandated rulemakings?

Retail investors suffered devastating losses as the collateral damage of a financial crisis
that otherwise had little to do with them. They desperately need federal regulators, including the
SEC, to adopt tough regulations required under Dodd-Frank to restore the market integrity on
which all our financial security depends. But individual investors suffer equally devastating
effects every day when they are victimized by a “financial advisor” who preys on their financial
naiveté. For the investor whose ability to retire in comfort is put at risk, it doesn’t really matter
whether the harm was the result of a failure to protect against systemic risks or a failure to
protect against predatory brokers. In short, this question poses a false choice based on an
artificially created limitation on SEC resources. Investors’ need for protection from both types
of investment risks shouldn’t be sacrificed because Congress has chosen to deprive the
Commission of the resources necessary to do its job. That some would force the Commission to
make such choices is particularly cynical, since it is within Congress’s power to fully fund the
SEC at the level authorized under Dodd-Frank without adding a dime to the deficit and while
still allowing for a reduction in industry-paid fees. Should the Commission find it necessary to
make trade-offs in order to free up the staff resources to proceed with the fiduciary rulemaking, it
would be far better for it to do so by delaying its recently announced review of existing
regulations, which will eat up agency resources without adding any new investor protections.

3) If arulemaking on a new standard of care for broker-dealers should be undertaken, what
should the new standard of care be?

As we discuss in detail above, we believe the Commission has proposed an approach in
its Section 913 Study that simultaneously strengthens investor protections, minimizes the
disruption to industry, and maintains investor choice. That approach has won the praise of a
wide range of interested partics, including investor advocates, state securities regulators,
investment adviser and financial planning groups, and the major broker-dealer trade associations.
As such, we believe it is the best approach for the Commission to adopt in pursuing a rulemaking
in this area.

4) What potential problems could arise if the Securities and Exchange Commission moves
forward with a standard of care rulemaking for broker-dealers in light of the standard
rulemaking proposed by the Department of Labor?
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While we have concerns about the Department of Labor’s proposed fiduciary rulemaking,
they are entirely unrelated to the SEC’s fiduciary proposal. Indeed, one concern we have with
the DOL’s proposed definition is that it contains an overly broad seller’s exemption that
threatens to create precisely the same problem in the pension market that the SEC is trying to fix
with its proposed fiduciary duty for brokers acting as advisers. Moreover, the difficulties raised
by the DOL proposal are the result of restrictions in the ERISA statute and have nothing to do
with the proposed SEC rulemaking. For example, we believe industry concerns are probably
justified that brokers might abandon the individual retirement account market if they were
subject to ERISA’s restrictions on third-party compensation and its tough sanctions for
violations. The answer, however, is to ensure that the DOL proposal is implemented in a way
that more closely resembles the approach advocated by the SEC. In short, while there may be
good reasons to request further clarification from DOL on how it expects to implement its
proposal before its rule is finalized, there is absolutely no reason that controversies over the DOL
approach should impede progress on the SEC’s fiduciary rulemaking.

5) Isincreased oversight over investment advisers or a new standard of care for broker-
dealers more essential to investor protection?

As we discuss in detail above, we believe both a new standard of care for broker-dealers
and increased oversight over investment advisers are needed. And we see no reason why these
priorities should be mutually exclusive. If forced to choose a higher priority, however, it would
clearly be the new standard of care for brokers providing investment advice. Once the economic
harm resulting from “advice” offered under a suitability standard is measured, we believe the
resulting excess costs and lost returns will measure in the tens of billions of dollars a year, if not
more. In contrast, while we believe examinations can serve an important investor protection
function by detecting and deterring fraud, there is actually no evidence that the current system,
despite its inadequate resources, is resulting in anything like that level of harm.

The most commonly cited example, the Madoff Ponzi scheme, is simply not pertinent.
Madoff was a broker, regulated exclusively as a broker, throughout the vast majority of the
fraud. There was no Madoff “investment adviser” until 2006, when the SEC began regulating
commission-based discretionary accounts as advisory accounts. So the story line that FINRA
and its predecessor NASD missed the fraud because they did not have the necessary authority
over Madoff’s advisory activities simply does not hold water. The truth is that Madoff lied about
what his business consisted of, and the regulatory oversight provided by NASD and FINRA was
insufficient to detect that lie. As we noted above, FINRA has since conducted a very credible
independent board examination of its failure in the Madoff and Stanford cases and appears to be
working to resolve the short-comings in its regulatory oversight uncovered in that investigation.

Meanwhile, the SEC’s regulatory failure in the Madoff case had relatively little to do
with the inadequacy of its investment adviser oversight, and a great deal to do with failings in its
handling of whistleblower complaints. The agency is working to fix the latter problem, which
was also addressed in the Dodd-Frank Act. The one exception to the above characterization is
that, once the agency required Madoff to register as an investment adviser in 2006, it should have
done more to carcfully inspect that operation. With greater resources at its disposal, it might
have done so, though we can never know for sure.
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6) What are the positives and negatives about the options presented in the Section 914 study
for increased oversight of investment advisers?

As we noted above, we prefer the user fee approach, which provides a stable and secure
funding source to support a vigorous oversight program. This approach is not without its risks,
however. One risk of this approach is that Congress would reduce appropriations to off-set any
increase from user fees, though legislation could be drafted in a way that would guard against
that risk. The biggest negative of this approach is that Congress seems to be dead set against
adopting it. The biggest positives of the SRO approach are that it allows for a stable and
sufficient source of funding and that it allows for pay levels for SRO employees that are
sufficient to attract and retain highly qualified staff. While the SEC has long been successful in
attracting qualified staff, it has been less successful in retaining them over the long-term. The
biggest risk of the SRO approach is that Congress will not provide adequate resources for the
SEC to provide effective oversight of the SRO and to maintain an effective investment adviser
oversight program where it retains jurisdiction. Whichever approach Congress chooses to take,
it must ensure that it allows for secure and robust funding and strong oversight.

7) What are your comments on the draft legislation to create an investment adviser SRO?

As we have described in greater detail above, we believe the draft bill represents a
reasonable approach should Congress choose to move forward with creation of an investment
adviser SRO. Before moving forward, however, we urge the sponsors to more carefully assess
the potential costs of this approach for the many small investment adviser firms, to get additional
input from other members of the investment adviser and financial planning community who
would be directly affected by this proposal, and to ensure that this offers the most cost-effective
means of enhancing investment adviser oversight.

Iv. Conclusion

In a market that appears to have gone mad, investors are more dependent than ever on
advice from trusted investment professionals. But neither the standard of care governing
investment advice by brokers nor the quality of regulatory oversight of investment advisers
provides adequate protections for vulnerable investors. The Section 913 and Section 914 studies
mandated by Dodd-Frank provide a strong foundation for a new, more pro-investor approach to
regulation of the brokers, investment advisers, and financial planners investors rely on for
advice. The reforms they call for are long overdue. We urge Congress to support the
Commission in making these reforms a reality without further delay.
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Appendix A

Consumer Federation of America
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May 9, 2011

The Honorable Spencer Bachus The Honorable Barney Frank

Chairman Ranking Member

Financial Services Committee Financial Services Committee

U.S. House of Representatives U.S. House of Representatives

Washington, D.C. 20515 Washington, D.C. 20515

The Honorable Scott Garrett The Honorable Maxine Waters

Chairman Ranking Member

Capital Markets and Government Capital Markets and Government
Sponsored Entities Subcommittee Sponsored Entities Subcommittee

Financial Services Committee Financial Services Committee

U.S. House of Representatives U.S. House of Representatives

Dear Chairman Bachus, Ranking Member Frank, Chairman Garrett and Ranking Member
Waters:

I am writing on behalf of the Consumer Federation of America (CFA) in response to
concerns expressed by some members of this Committee regarding the Securities and Exchange
Commission’s proposal to impose a fiduciary duty on brokers when they offer personalized
investment advice to retail investors. While CFA has long advocated a universal fiduciary duty
for personalized investment advice, we understand that Members of Congress are likely to be
concerned when they hear claims that imposing a fiduciary duty on brokers could increase costs
to middle income and rural investors or cause them to lose access to valued products and
services. The SEC proposal, as outlined in the Section 913 study, should lay those fears to rest.

With the release of its Section 913 study, the SEC made clear that it is very sensitive to
the need to preserve the broker-dealer business model and, with it, investor access to affordable,
transaction-based advice paid for through commissions on product sales. With those concerns in
mind, the SEC proposed to impose the fiduciary duty through parallel rules under the *34 Act
and the "40 Act, rather than regulating brokers directly under the Advisers Act, and to do so ina
way that preserves brokers’ ability to charge commissions, sell proprietary products, sell from a
limited menu of products, and offer transaction-based advice. While issues remain to be worked
out regarding exactly how the fiduciary duty would be applied in various situations, they are
precisely the type of issues that are appropriately resolved during the rule-making progress.
Moreover, our own discussions with members of the broker-dealer community suggest that these
issues are imminently resolvable.
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For these reasons, the SEC proposal has engendered a significant, if not unprecedented
breadth of support. Most remarkably, the proposal has won praise not just from the traditional
advocates of a fiduciary duty — investor advocates, state securities regulators, and investment
adviser and financial planning groups — but also from the major broker-dealer groups. In its
official statement on the report, for example, SIFMA praised the agency for recognizing “that
any fiduciary standard should not pick business model winners and losers.” The Financial
Services Institute was, if anything, even more positive, noting that the study had addressed its
concerns regarding the fiduciary duty proposal by acknowledging “the importance of investor
choice and access to services” and proposing “a means to reduce the costs associated with the
proposed regulatory changes.”

Unfortunately, a relatively small but highly vocal portion of the broker-dealer community
continues to attack the SEC proposal on the grounds that it would harm middle income and rural
investors. In doing so, as the attached document is intended to show in greater detail, proponents
of this view ignore serious short-comings in existing investor protections as well as the
significant steps the SEC proposes to take to ensure that the fiduciary duty would be applied in a
way that is consistent with the broker-dealer business model. We are concerned that arguments
with so little basis in fact appear to be persuading some Members to advocate a go-slow
approach on this top investor protection priority for retail investors.

We recognize that some Members share the concern, expressed by SEC Commissioners
Casey and Paredes in their dissent, that the SEC has failed to provide sufficient economic
justification for moving forward with a rule. We view this argument with mixed sentiments. On
the one hand, we believe the SEC report clearly documents a serious market failure in need of a
regulatory solution: that brokers and investment advisers offer personalized investment advice
under two very different regulatory standards; that investors are unable to make an informed
choice between the two types of service providers because they cannot tell them apart and do not
realize they are subject to different standards; and that disclosure alone cannot resolve this
investor confusion.

On the other hand, we believe there is a powerful economic argument to be made in favor
of holding brokers to a fiduciary duty when they give investment advice. Specifically, an
effectively enforced fiduciary duty could save investors tens of billions of dollars a year in
excess costs and reduced payouts by forcing brokers to make recommendations based on the best
interests of the investor rather than their own bottom line. While it may be impossible to
precisely quantify this economic benefit, we believe the best way for the SEC to satisfy the
demands to provide a stronger economic basis for rulemaking is to document the significant
costs that investors bear and the benefits they lose as a result of conduct that is permissible under
a suitability standard but unacceptable under a fiduciary duty.

In its study, the SEC has proposed a way to move forward on fiduciary duty that
maximizes investor protections while minimizing industry disruption. In doing so, it was won
broad support from industry and investor advocates alike. It would be tragic if opposition from a
few industry members intent on maintaining the status quo were able to derail that progress.

22



132

Despite the self-interested claims of certain industry members, it is the middle income investors
who must make every dollar count who are most in need of these enhanced protections.
Respectfully submitted,
jr A
T bam Kgae

Barbara Roper
Director of Investor Protection

cc: Members of the Committee

[
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Response to Arguments about Fiduciary Duty “Unintended
Consequences”

During congressional consideration of legislative proposals to impose a fiduciary duty on
brokers when they give investment advice, a concemn was raised that doing so may have the
effect of denying middle-income and rural investors access to valued products and services. The
Section 913 report mandated by the Dodd-Frank Wall Street Reform and Consumer Protection
Act and released earlier this year by the Securities and Exchange Commission (SEC) should lay
those fears to rest. With its proposal to impose the duty through parallel rules under the
Investment Advisers Act and the Securities Exchange Act, the agency has made clear its
intention: to apply the fiduciary duty only to brokers’ personalized investment advice to retail
customers and not to a broader range of brokerage services; to continue to permit brokers to
charge commissions for their services; to continue to permit brokers to sell proprietary products
and to sell from a limited menu of products; and to develop a workable approach to principal
trading consistent with a fiduciary duty.

The approach advocated by the SEC has won strong support from those groups that have
long advocated a fiduciary duty: investor advocates, state securitics regulators, and investment
adviser and financial planning groups. But it has also won praise from leading members of the
broker-dealer community. In particular, both of the two major broker-dealer trade associations -
SIFMA and the Financial Services Institute — have endorsed the regulatory approach proposed
by the SEC. SIFMA, for example, specifically praised the agency for recognizing “that any
fiduciary standard should not pick business model winners and losers.” FSI issued the following
favorable comment: “The Study acknowledges the importance of investor choice and access to
services. It proposes a means to reduce the costs associated with the proposed regulatory changes
and avoids picking winners and losers thereby leaving the choice of provider to investors. These
were major concerns for FSI and we are satisfied to see that the Study addresses them.”

Despite this important progress, a relatively small segment of the broker-dealer
community, particularly the brokers whose business model depends on the sale of often high-cost
variable annuities, continue to argue that imposing a fiduciary duty on brokers would harm Main
Street investors by increasing their costs or denying them access to valued products and
services.” We recognize that Members of Congress are understandably concerned by claims that
middle income or rural investors could be harmed by the fiduciary duty proposal, and as such
have attempted to analyze the basis for this claim. In doing so, we have found that those
expressing this concern fail to recognize or acknowledge serious short-comings in regulatory
protections under the existing standard, ignore those aspects of the SEC proposal designed to
protect the broker-dealer business model, and fail to provide any facts to support their claims
regarding the effect of a fiduciary duty on compliance costs. Given the lack of substantiation
offered, and the support for the SEC approach expressed by other members of the broker-dealer
community, we can only conclude that these concerns are unfounded.

? See, for example, the National Association of Insurance and Financial Advisors (NAIFA) issue brief on this topic
and earlier fact sheet on a LIMRA International survey of NATFA members.

24



134

L Critics ignore serious short-comings in existing regulatory protections.

A basic premise of the argument against extending a fiduciary duty to brokers offering
personalized investment advice is that the current system is working well, providing investors
with both adequate protection and the ability to choose whether to work with a broker or an
adviser. To arrive at that conclusion, however, one would need to ignore, deny, or gloss over
serious short-comings in the current system.

A. For example, it has been suggested that the suitability standard governing broker-dealers
is a more robust standard than the fiduciary duty. This is factually untrue.

.

A fiduciary duty requires extensive up-front disclosures of information important to
investor decision-making, particularly with regard to conflicts of interest. Brokers
operating under a suitability standard are not subject to comparable disclosure
requirements, though their conflicts of interest are typically greater.

Certain recommendations that satisfy the suitability standard would not be
permissible under a fiduciary duty. The following is a simplified example of how this
can harm investors.

A broker operating under a suitability standard and choosing between two
variable annuities to recommend would be free to recommend the one that pays
him the highest compensation as long as both were considered appropriate
investments for the customer. He would not have to disclose that conflict to the
customer.

A broker operating under a fiduciary duty would have to analyze the two options
to determine which of the two annuities would be best for the customer, for
example by determining which has the features most suited to the client’s
situation and would offer the highest payout. The broker would then have to
recommend that option. In addition, he would have to disclose all material
information about the recommendation, including conflicts that could affect his
judgment.

The difference in costs or payouts to the investor can amount to many thousands
of dollars, potential returns middle-income investors can ill afford to forego.

Those who are best able to judge the extent of the investor protections afforded by the
two standards — the federal, state, and industry self-regulators who enforce those
standards — all have stated repeatedly that the fiduciary duty affords important
protections not offered by the suitability standard. All have advocated extending the
fiduciary duty to brokers’ advisory activities.

B. Inaddition, it has been suggested that any differences in the two standards don’t matter
since investors are able to choose whether to work with a broker or investment adviser.
However:
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« Numerous surveys have shown that investors cannot distinguish between brokers and
advisers. The RAND Study found, for example, that focus group participants could
not tell whether their own financial professional was a broker or adviser, even after
the differences between the two had been explained to them.

s Surveys have also shown both that investors are unaware that brokers and advisers
are subject to different standards of conduct when providing investment advice and
that they expect advisers to act in their best interests.

e Absent an understanding of these most basic differences, investors cannot make an
informed choice of whether to work with a broker or adviser.

» Lacking financial sophistication, investors may be slow to recognize when they are
being taken advantage of, if that recognition comes at all.

I Critics ignore specifics of the SEC proposal when suggesting that the broker-dealer
business model would be harmed.

The argument that middle-income investors would be harmed by adoption of a universal
fiduciary duty for investment advice is based on the idea that doing so would require a dramatic
change in the way brokers operate and charge for their services. This was never a persuasive
claim, as investment advisers have adopted a wide variety of practice models consistent with a
fiduciary duty, including sale of securities for commissions. Now that the SEC has issued its
report clarifying its intent to preserve the ability of brokers to charge commissions, sell
proprietary products, sell from a limited menu of products, and offer transaction-based advice,
this argument has gone from being unpersuasive to being outright deceptive. The following
discussion briefly examines and refutes each component of this argument.

A. Some fiduciary opponents imply that, because most investment advisers typically charge
fees, imposition of a fiduciary duty would either prevent brokers from charging
commissions or force them to charge fees. Neither is true.

o The SEC has proposed to rely on Section 913(g) of the Dodd-Frank Act to impose the
fiduciary duty on brokers’ investment advice. To the degree that there was any doubt
about the ability to charge commissions under a fiduciary duty (a questionable claim
to begin with since many fiduciary financial planners charge commissions), that
subsection makes clear that fees and commissions are equally acceptable forms of
compensation.

» Since the SEC proposal would not require brokers to charge fees, statements that
most investors would choose to go without advisory services if their advisor charged
up-front fees of $2,500 are completely irrelevant to the question of whether investors
would be harmed by imposition of a fiduciary duty.
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¢ Similarly, statements that consumers want to be able to choose whether to pay for
advisory services through fecs or commissions are also irrelevant, since there is
nothing in the SEC proposal that would deny them that choice.

B. Similarly, some fiduciary opponents falsely imply that, because many investment
advisers serve wealthy clients, imposition of a fiduciary duty would force brokers to limit
the availability of their services to wealthy clients.

s Investment advisers typically offer on-going account management services,
comprehensive financial planning, or a combination of the two, services that are more
likely to be attractive to wealthier clients and for which they typically set account
minimums and charge up-front planning and/or on-going account management fees.

s The SEC proposal and the legislative provision on which it is based recognize the
benefit to investors of maintaining the availability of transaction-based advice.
Toward this end, it makes clear that there would be no on-going fiduciary duty where
there is no on-going advice.

* By preserving the ability of brokers to offer transaction-based advice, the proposal
preserves their ability to offer advisory services on terms that are more affordable for
middle-income investors.

e At the same time, the proposal would raise the standard that applies to those
transaction-based recommendations, ensuring that they serve the best interest of the
investor rather than primarily serving the bottom line of the broker.

C. By focusing solely on fees and ignoring commissions, some fiduciary opponents falsely
imply that services offered by brokers are more “affordable” than those offered by typical
nvestment advisers.

o Fees are not the only costs paid by investors, although they are the most visible.
Commissions also impose significant costs on investors by subtracting from the
amount that goes toward the investment.

¢ Consider, for example, variable annuities. These are considered to be among the
more expensive investment products marketed to average investors. As a recent
Smart Money article noted: “Variable annuities are notorious for the fees they charge.
Indeed, the average annual expense on variable annuity subaccounts (including fund
expenses plus insurance fees) is typically more than a full percentage point more than
on the average open-ended mutual fund. Unfortunately, variable annuity fees don't
stop there. Many variable annuities act like B shares of mutual funds, paying
commission from the ongoing fees; the average contract fee is $30 to $35.7°¢

**“What’s Wrong With Variable Annuities,” Smart Money, August 1,2010.
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These costs are exacerbated when brokers are free to recommend the variable annuity
(or other investment product) that pays them most, rather than the one that is in the
best interest of the investor.

A fiduciary duty would bring those costs, and the conflicts of interest associated with
them, out into the open and require brokers to consider costs to the investor, among
other factors, when making their recommendations.

Fiduciary opponents have offered no data to substantiate claims about increased
costs under a fiduciary duty.

Some fiduciary opponents have suggested that adopting a universal fiduciary duty for

investment advice would significantly raise compliance and liability costs for brokers and that
this could cause them to stop serving middle-income investors, reduce services to those
investors, or raise their costs. We are not aware, however, that those making this claim have
offered any hard data to support the contention that compliance and liability costs would increase
significantly under a universal fiduciary duty for investment advice. There are a number of
reasons to doubt this claim.

A. Some fiduciary opponents have suggested, for example, that compliance costs would

increase by as much as 15 percent if a universal fiduciary duty for investment advice
were adopted, but they have offered no factual basis to justify this figure.

However, these fiduciary opponents simultaneously maintain that they already follow
“know-your-customer” procedures adequate to satisfy a fiduciary duty, including:
spending a great deal of time getting to know their clients; requiring customers to fill
out detailed suitability questionnaires and to provide extensive documentation to
support their responses; reviewing this information and considering additional factors
to narrow the selection of financial products from the thousands available to a
narrower group of financial products that they believe are most appropriate for the
client’s objectives.

If this is an accurate description, there should be little additional compliance cost
associated with determining which of those products is best for the customer.

Moreover, a LIMRA survey of NAIFA members calls into question these concerns
about compliance costs. According to that survey, NAIFA members are more likely
to have dropped their broker-dealer registration primarily because of existing
compliance burdens (18 percent) than to have dropped their investment adviser
registration for the same reason (9 percent). This suggests that the compliance
burdens associated with being an investment adviser have proven no more onerous to
NAIFA members than regulation as a broker-dealer and indeed that the opposite may
be true.
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B. Claims about increased liability costs associated with a fiduciary duty are equally
unsupported and ignore the legal environment in which brokers currently operate.

» Some fiduciary opponents have suggested that brokers would be exposed to
greater liability under a fiduciary duty because fiduciary duty is an inherently
“amorphous” or ill-defined standard. But fiduciary duty is no more amorphous a
concept than suitability. Both are principles-based, facts-and-circumstances
specific standards.

* The SEC proposal makes clear that it intends to provide extensive guidance to
assist brokers in implementing the fiduciary duty.

e Brokers already face liability under a fiduciary standard, since violation of
fiduciary duty is the leading claim filed by investors in FINRA arbitration, and
arbitrators are not required to follow the law in reaching their decisions and thus
are free to make awards based on a perceived violation of fiduciary duty.

* Some state courts have also held brokers to a fiduciary standard in circumstances
where they determined that there was a relationship of trust and reliance.

IV.  Middle-income investors are among those most in need of the protections afforded
by a fiduciary duty.

Fiduciary opponents often cite concern over its potential impact on middle income
investors who may have only a few thousand dollars a year to invest. While it is true that such
investors cannot typically afford the account minimums or management fees charged by many
investment advisers, it is equally true that they cannot afford to pay the high commissions
charged by many brokers when lower cost options are readily available. The SEC proposal
protects the interest of these investors by preserving their access to commission- and transaction-
based services while simultaneously ensuring that those services are delivered with the investor’s
best interests in mind.

29



139

Invested in America

TESTIMONY OF JOHN TAFT
CHAIRMAN, SECURITIES INDUSTRY
AND FINANCIAL MARKETS ASSOCIATION
AND
HEAD OF U.S. WEALTH MANAGEMENT
RBC WEALTH MANAGEMENT

BEFORE THE
U.S. HOUSE OF REPRESENTATIVES
COMMITTEE ON FINANCIAL SERVICES
SUBCOMMITTEE ON CAPITAL MARKETS
AND GOVERNMENT SPONSORED ENTERPRISES

HEARING ON: THE REGULATION AND OVERSIGHT OF
BROKER-DEALERS AND INVESTMENT ADVISERS

SEPTEMBER 13, 2011

Introduction
Chairman Garrett, Ranking Member Waters, and members of the Committee:
My name is John Taft. T am the Chairman of the Securities Industry and Financial
Markets Association (“SIFMA”).! 1am also the Head of U.S. Wealth Management,
RBC Wealth Management, which has over 2,000 financial advisers operating in 200
locations in 42 states who serve over 800,000 client accounts. Thank you for the

opportunity to testify at this important hearing.

' SIFMA brings together the shared interests of hundreds of securities firms, banks and asset
managers. SIFMA’s mission is to support a strong financial industry, investor opportunity,
capital formation, job creation and economic growth, while building trust and confidence in the
financial markets. SIFMA, with offices in New York and Washington, D.C., is the U.S.
regional member of the Global Financial Markets Association (GFMA). For more
information, visit www.sifma.org.

Washington | New York
1101 New York Avenue, 8th Floor | Washington, DC 20005-4269 | P: 202.962.7300 | F: 202.962.7305

www sifma.org | www.investedinamerica.org
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Today [ will present SIFMA’s views:

@) in support of establishing a uniform fiduciary standard for broker-
dealers and investment advisers when providing personalized investment advice about
securities to retail customers; % and

(i)  in support of ensuring uniform examination, oversight and enforcement
of the uniform standard.

We believe that a uniform fiduciary standard for brokers and advisers is consistent with
current best practices in our industry, and we hope that it will ultimately resultina
heightened, industry-wide focus on serving the best interest of our retail customers.

Our support for this objective, however, is predicated upon our collective
willingness to achieve it in a manner that protects investors, preserves investor choice,
is cost-effective and business model neutral, and avoids regulatory duplication or
conflict. We will succeed only if we perform the necessary cost-benefit analysis that
supports and compels us to pursue fiduciary rulemaking consistent with these
requirements. Further, it is our strong view that the Department of Labor’s (“DOL’s™)
proposed, expansive, new definition of fiduciary under the Employee Retirement
Income Security Act (“ERISA™), absent any mandate from Congress, is, among other

things, in direct conflict with Section 913 (“Section 913™) of the Dodd-Frank Wall

% SIFMA’s position is limited to retail customers, 7.e., natural persons who use investment
advice for personal, family or household purposes.
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Street Reform and Consumer Protection Act (“Dodd-Frank™). Absent a re-proposal
and subsequent coordination with any Securities and Exchange Commission (“SEC™)
fiduciary proposal, the DOL proposal will directly contflict with the goals of protecting
investors and preserving investor choice while avoiding undue increase in costs to
investors. In short, while the SEC should methodically and deliberately approach its
authority to write a new uniform fiduciary standard of care, the DOL’s approach to
date has been to charge ahead absent sufficient study and analysis.

Since 2009, SIFMA has publicly expressed support for establishing a uniform
fiduciary standard, including in our testimony before Congress on two separate
occasions during 2009.% Since the enactment of Dodd-Frank, SIFMA has remained
equally engaged with the SEC, the Financial Industry Regulatory Authority
(“FINRA™), and Congress on all aspects of the SEC”s authorization to implement
Section 913 of Dodd-Frank. SIFMA has created a robust public record on the
fiduciary topic that includes several regulatory comment letters, economic and market

research, and our proposed framework for rulemaking under Section 913.* SIFMA has

* See, e.g., Hearing Before the H. Comm. on Financial Servs.. 111th Cong. 2-3 (2009)
(statement of John Taft, Head of U.S. Wealth Management, RBC Wealth Management on
behalf of SIFMA), available at

http://financialservices.house.gov/media/file/hearings/1 1 1/taft testimonv.pdf, Hearing Before
the H. Comm. on Financial Servs., 111th Cong. 21 (2009} (statement of Randolph C. Snook,
Executive Vice President, SIFMA), available at
http://financialservices.house.gov/media/file/hearings/1 | {/snook.pdf.

* See, e.g., SIFMA comment letter to SEC re: Section 913 Study (Aug. 30, 2010), available at
http://www.sifma.org/issues/item.aspx?id=22263 (“SIFMA Section 913 Comment Letter™);

3
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also engaged in numerous meetings and discussions with SEC and FINRA senior staff
and leadership on the fiduciary topic.

A. The critical need to pursue a carefully considered
and balanced approach.

As we are all keenly aware, Dodd-Frank has placed both the securities industry
and securities regulators in unchartered waters, facing an unprecedented number of
rulemakings over the coming years. The stakes are high. Poorly crafted regulations
could result in unintended consequences that harm economic growth, stifle job
creation, and result in capital markets “winners and losers.” It is imperative that we get
these regulations right.

The fiduciary issue is among our industry’s greatest concern in this regard.
During the debate on Dodd-Frank, SIFMA consistently asserted that Congress should
authorize the SEC to write the new uniform fiduciary standard as opposed to
prescriptively legislating it through statute, particularly given the issue’s complexity
and the varying historical and legal precedents. That said, this is a complex

undertaking that must be well thought-out and reflective of both the statute and

SIFMA economic study prepared by Oliver Wyman re: Section 913 (Oct. 27, 2010), available
at http//www sifma.org/issues/item.aspx?id=21999 (“Oliver Wyman Study”); SIFMA letter
to SEC re: Oliver Wyman Study (Nov. 17, 2010), available at
http://www.sifma.org/issues/item.aspx?id=22336 (“Oliver Wyman Study Supplemental
Letter”); SIFMA comment letter on FINRA RN 10-54 (Dec. 3, 2010), available at

http://www sifina.org/issues/item.aspx?id=22482; SIFMA comment letter to DOL re: fiduciary
rule proposal (Feb. 3, 2011), available at http://www sifma.org/issues/item.aspx?id=23239;
SIFMA letter to SEC re: framework for rulemaking under Section 913 (Jul. 14, 2011),
available at http://www sifma.org/issues/item.aspx2id=8589934675 (“SIFMA Framework
Letter™).
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Congressional intent. We believe strongly that Congress explicitly intended for the
SEC to craft a uniform fiduciary standard that not only protects investors, but also
preserves investor choice and access to cost-effective financial products and services
and is adaptable to the substantially different operating models of broker-dealers and
investment advisers. Congress expressly provided the SEC with the statutory tools
necessary to achieve these inextricably linked goals.

Specifically, Section 913 of Dodd-Frank requires that the uniform fiduciary
standard be “no less stringent than” the general fiduciary duty implied under the
Advisers Act, thus granting the SEC the latitude and ability to establish a separate,
unique uniform fiduciary standard that is appropriately tailored to the business models
of broker-dealers. The plain language of Section 913, together with the legislative
history of Dodd-Frank, makes clear that the “no less stringent™ language does not
require the SEC to impose the Advisers Act standard on broker-dealers.” As
Congressman Barney Frank stated in a recent letter to SEC Chairman Mary Schapiro,

If Congress intended the SEC to simply copy the [Advisers] Act and

apply it to broker-dealers, it would have simply repealed the broker-

dealer exemption — an approach Congress considered but rejected. The

new standard contemplated by Congress is intended to recognize and

appropriately adapt to the differences between broker-dealers and
registered investment advisers.’®

* Letter from Congressman Barney Frank to Chairman Mary Schapiro (May 31, 2011) (““no
less stringent’ ... was not intended to encourage the SEC to impose the ... Advisers Act...
standard on broker-dealers...”).

°Id
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A mere overlay of the Investment Advisers Act of 1940 (“Advisers Act”) onto
broker-dealers would negatively affect client choice, product access, and affordability
of customer services and, thus, by definition, would nof be in the best interest of retail
customers. Imposing the Advisers Act standard would also be problematic for broker-
dealers from a commercial, legal, compliance, and supervisory perspective, thereby
undercutting the SEC’s stated intent to take a “business model neutral™ approach. The
Dodd-Frank Act authorizes, the SEC’s Section 913 Study’ supports, and principles of
investor protection warrant taking a fresh approach by establishing, through SEC
rulemaking under Section 913 of Dodd-Frank, a uniform fiduciary standard for broker-
dealers and investment advisers that is separate from that implied under Section 206 of
the Advisers Act.

Investment advisers are generally engaged in the business of providing advice
about securities for a fee or managing assets on a discretionary basis. Broker-dealers
engage in the former activity on occasion (advice about securities}, but also provide a
broad range of other products and services. Broker-dealers provide, for example,
initial and follow-on public offerings and other underwritten offerings, and market
fixed-income and affiliated products, all of which contribute to the capital raising,

liquidity, best execution, and portfolio balancing functions of our securities markets.

7 See Commission Study on Investment Advisers and Broker-Dealers, as required by Section
913 (Jan. 2011), available at http://www.sec.gov/news/studies/2011/91 3studyfinal.pdf (“SEC
Section 913 Study™).
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Yet these services, which are beneficial to both individual investors and the economy
in general, often carry inherent {though generally accepted and well-managed)
conflicts of interest.

The general fiduciary duty implied under the Advisers Act, as developed
through case law, regulatory guidance, and other legal precedent, however, provides
incompatible and insufficient guidance for broker-dealers on how to manage, disclose,
or, where necessary, obtain consents to these conflicts. Again, Congress explicitly
recognized this in the statute when it limited the reference of the Advisers Act to
sections 206(1) and (2), thereby preserving the ability of brokers to engage in principal
transactions on behalf their clients and receive commissions under any new uniform
fiduciary standard.

These issues are important because failure of any new uniform standard of care
to recognize and adjust for them, while possibly increasing investor protection, will
certainly limit investor choice at a far greater cost than we believe was intended by
Congress. SIFMA commissioned an economic study by Oliver Wyman in October
2010 that clearly demonstrates this point.® This study, which we submitted to the SEC,
shows that the vast majority of retail investors prefer commission-based accounts at a

lower cost factor. If the new standard is not appropriately crafted to reflect broker-

§ See Oliver Wyman Study, and Oliver Wyman Study Supplemental Letter. Copies of both
documents are being filed together with SIFMA’s written testimony.
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dealers’ business models and investors’ needs. it could force the majority of these
investors into fee-based managed accounts at a higher cost factor. We do not believe
this is what Congress intended or, frankly, what the SEC proposed in their Section 913
Study, but it should be a concern.

In light of these issues, we believe that appropriately robust and rigorous cost-
benefit analyses are essential to inform and shape any SEC rulemaking, especially for
the type of “sea change” reform envisioned by Section 913. We support the cost-
benefit and other empirical analyses that we understand the SEC is currently
undertaking on Section 913, as well as any other analyses that may help inform the
optimal approach for implementing a uniform fiduciary standard. We are also willing,
as an industry, to facilitate such studies or analyses by providing appropriate data,
feedback, or other information that would result in the most accurate and meaningful
findings and conclusions. In sum, SIFMA stands ready and willing to further engage
with the SEC and others to help perform the due diligence and lay the foundation
necessary to support fiduciary rulemaking.

B. Establishing a uniform fiduciary duty for
broker-dealers and investment advisers.

Consistent with our intent to move forward on the fiduciary front, on July 14,

2011, SIFMA filed a detailed letter with the SEC that offers a framework and
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principles for rulemaking under Section 913 of Dodd-Frank.” As we explain in our
Framework Letter, the guiding principle that underpins the uniform fiduciary standard
is to act in the best interest of the customer. The rulemaking to articulate the standard
would address the following five key components:

1. Enunciate the core principles of the uniform fiduciary standard;

2. Articulate the scope of obligations under the uniform fiduciary standard;

3. Define “personalized investment advice;”

4. Provide clear guidance regarding disclosure that would satisfy the

uniform fiduciary standard; and

5. Preserve principal transactions and proprietary products.
The standard, and its key components, would be articulated through comprehensive
SEC rulemaking as a uniform standard of conduct that is “no less stringent than” the
general fiduciary duty implied under the Advisers Act.

The SIFMA Framework Letter explains in detail why a wholesale extension to
broker-dealers of the case law, regulatory guidance, and other legal precedent under the
Advisers Act would result in a host of adverse consequences for retail customers. The
SIFMA Framework Letter not only explains what won’t work and why, but also offers

a simple, straightforward, and integrated solution. Under our framework, the general

¥ See SIFMA Framework Letter. A copy of the SIFMA Framework Letter is also being filed
together with SIFMA’s written testimony.
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fiduciary duty implied under Section 206 of the Advisers Act, which derives from the
traditional, generally understood, and accepted common law,'" would be newly
articulated through SEC rulemaking under the Advisers Act, and through parallel,
consistent, and equally stringent rulemaking under the Securities Exchange Act of
1934 (“Exchange Act”), as contemplated by Section 91 3.

The fiduciary standard of conduct would apply equally to broker-dealers and
investment advisers when providing personalized investment advice about securities to
retail customers. The SEC would also issue rules and regulatory guidance to provide
the structure and detail necessary to enable broker-dealers and investment advisers to

apply the uniform fiduciary standard of conduct to their distinct operational models. "

' See SEC v. Capital Gains Research Bureau, 375 U.S. 180, 195 (1963) (“...Congress
codified the common law ‘remedially’ [in the Advisers Act] ... to prevent|]} fraudulent
securities transactions by fiduciaries™). See also Restatement of Agency (Third) (agency is the
fiduciary relationship that arises when one person (the principal) manifests assent to another
person (the agent) that the agent shall act on the principal’s behalf and subject to the principal’s
control, and the agent manifests assent or otherwise consents so 1o act). It is critical to note,
however, that existing case law regarding the fiduciary duty of investment advisers was
developed in the context of a business model which is inapplicable to broker-dealers, and
applying such case law in the broker-dealer context could have legal and regulatory
consequences that would undermine the broker-dealer business model, with no corresponding
benefit to retail customers.

Y Thus, the uniform fiduciary standard of conduct would conclusively satisfy Dodd-Frank’s
requirement that the standard be “no less stringent than” the standard implied under Section
206 of the Advisers Act.

2 Our proposed approach is consistent with that historically followed in agency and trust
contexts. The precise contours of the fiduciary obligation are molded to particular fiduciary
fields or contexts. Thereafter, common sets of facts are addressed through implementing rules
that apply the duties of loyalty and care to those circumstances. “The ... rules simplify
application of the fiduciary obligation to cases that fall within their terms, reducing decision

10
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The uniform fiduciary standard of conduct would begin with the core principle
mandated by Dodd-Frank that all broker-dealers and investment advisers, when
providing personalized investment advice about securities to retail customers, shall
“act in the best interest of the customer ....”"* Thus, the principle of “acting in the best
interest of the customer” would serve as the bedrock cornerstone of the SEC rules
promulgated under the Advisers Act and the Exchange Act.

Existing case law, guidance, and other legal precedent developed under the
Advisers Act would continue to apply to investment advisers. Thus, SIFMA does not
propose to modify the current Advisers Act standard applicable to the delivery of
investment advice to the institutional clients of investment advisers, or the existing
legal precedent developed under Section 206 of the Advisers Act. While there would
be many parallels, Section 206 legal precedent would nof apply to broker-dealers,
because: (1) broker-dealers provide a different range of products and services and
operate under an operational model distinct from that of investment advisers; " and (ii)

the uniform standard would be separate and distinct from the Advisers Act precedent.

costs.” See Robert H. Sitkoff, The Economic Structure of Fiduciary Law, 91 B.U. Law Rev.
1039, 1044-45 (2011).

¥ Section 91 3(g) of Dodd-Frank.
" While broker-dealers and investment advisers may at times provide similar services, there
are many substantive differences in the products, services, conflicts, and traditional

compensation practices between the two well-established and highly regulated business
models.

11
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Advisers Act precedent, therefore, would not apply to broker-dealers under a new, but
no less stringent, uniform fiduciary standard of conduct established under the Advisers
Act and the Exchange Act.

We believe that our framework for implementing a uniform fiduciary standard
is the optimal one. It would protect investors, preserve their choice of — and access to
- financial products and services, and would reflect the substantially different business
models of broker-dealers and investment advisers. Thus, we continue to urge the SEC
to newly articulate a uniform fiduciary standard of conduct, rather than attempting to
apply Advisers Act legal precedent to the broker-dealer business model with resulting

significant negative effects for investor protection and choice.

C. The problematic DOL rule proposal on whe is a fiduciary.

Another area of deep concern to SIFMA is DOL’s proposed amendments to its
regulations that redefine ~ and significantly expand — who is considered a fiduciary for
retirement plans and their participants under ERISA. The amendments would also
affect individual retirement accounts (“IRAs”) owned by millions of retail investors.
The DOL proposal would effectively upend a long-established and well-understood
definition that retirement plans and plan service providers have relied upon for over
thirty-five years.

The consequences of a broker-dealer being deemed a fiduciary under ERISA

include potential prohibitions on engaging in principal transactions, as well as

12
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difficulty receiving fees or commissions. In addition, the expanded definition of
fiduciary may cause broker-dealers to limit the advice, recommendations and
information they provide to investors regarding their retirement accounts. These
consequences would directly translate into a dramatic change in the manner in which
products and services are provided to plans, plan participants, and IRA account
holders.

The DOL proposal also conflicts with Section 913 of Dodd-Frank. We
understand that the staffs of the DOL and SEC intend to work to harmonize the DOL
rulemaking with the standard under Section 913. But neither the DOL nor the SEC
has articulated how it envisions the two standards would work together, and the DOL
continues to move forward without waiting to see what the SEC will propose. Absent
regulatory clarity and coordination, brokers and advisers could be subject to multiple
and conflicting regimes when dealing with their retail customers, and again, retail
customers could suffer reduced choice and higher costs.

The DOL has not yet undertaken a comprehensive cost-benefit analysis in
connection with its proposal, and the cost estimates the DOL has made focus on costs
to service providers as a result of the amendments — not the costs to investors. As we

have stated in our previous comments to the DOL and Congress,'> we believe that the

' See, e.g., Testimony of Kenneth E. Bentsen, EVP, Public Policy and Advocacy, SIFMA,
before DOL on the definition of fiduciary (Mar. 1, 2011), available at
http://www sifma.org/issues/item.aspx?id=23700; SIFMA supplemental comment letter to

13
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DOL has greatly underestimated the costs to service providers and, more importantly,
has not sufficiently examined the costs of its proposal on retirement plans and IRAs or
the effects of the proposal on retirement savings. We believe that this insufficient
analysis has led to a proposal that ultimately will harm investors by raising the costs of
saving, which would seriously undercut the ability of millions of investors to
efficiently save for retirement.

As noted previously, we have submitted several comment letters to this effect
to the DOL, and testified before both DOL and Congress on this matter. ' Based on
our extensive discourse with DOL, we strongly believe that the DOL proposal should
be withdrawn and re-proposed in a manner that, at a minimum, avoids prospective
conflicts with Section 913. Otherwise, we expect that the DOL proposal will likely
have a significant negative impact on millions of accountholders.

D. A uniform fiduciary standard necessarily calls for

uniform examination, enforcement, and oversight.
To be sure, the challenges are many to implementing smart fiduciary

regulations. But we should make every effort to meet those challenges for the benefit

DOL on proposed definition of fiduciary (Apr. 12, 2011), available at
hitp://www.sifma.org/issues/item.aspx?id=246590.

1 See, e.g., Id.; SIFMA comment letter to DOL on proposed definition of fiduciary (Feb. 3,
2011), available at hitp://www sifma.org/issues/item.aspx?id=23239; Testimony of Kenneth E.
Bentsen, EVP, Public Policy and Advocacy, SIFMA, before a U.S. House Committee on
“Redefining Fiduciary” (Jul. 26, 2011), available at
http://www.sifima.ore/issues/item.aspx?id=8589934878.

14
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of our clients and the integrity of our industry.

So, let us assume that we succeed in:

5] conducting reasonable cost-benefit analysis to set the foundation for
fiduciary rulemaking;

(ii)y  establishing a uniform fiduciary standard that is business model neutral
and protects investors without depriving them of choice of products and services at low
cost;

(iii)  avoiding an Advisers Act “overlay” on the broker-dealer business
model; and

(iv)  removing the conflicts between the DOL proposal and Section 913.
Where do we go from there? We think that is one of the central questions raised by
Section 914 of Dodd-Frank, which requires the SEC to “review and analyze the need
for enhanced examination and enforcement resources for investment advisers.”

The SEC’s Division of Investment Management (“IM”) completed their
Section 914 Study in January 2011."7 In the study, IM recommends that Congress
consider three approaches: 1) authorize the SEC to impose user fees on investment

advisers to fund their examination by the SEC; 2) authorize FINRA to examine dual-

Y7 SEC, Division of Investment Management, Study on Enhancing Investment Adviser
Examinations, as required by Section 914 (Jan. 2011), available at
hitp://sec.gov/news/studies/201 1/91 4studyfinal.pdf (“SEC Section 914 Study”). The
Commission has expressed no view regarding the analysis, findings or conclusions in the
study.

15
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registrants for compliance with the Advisers Act; and 3) authorize a self-regulatory
organization (“SRO”) to examine investment advisers.

With respect to the first option (SEC examination), we believe that SEC
budgetary and resource constraints will continue into the foreseeable future, resulting
in a continuing decline in the number and frequency of investment adviser
examinations by the SEC. Thus, we do not believe that the SEC is a viable or practical
candidate to fill the “examination enhancer” role contemplated by Section 914. With
respect to the second option (FINRA examination of dual-registrants), we believe such
an approach would be inconsistent with a uniform, harmonized approach to
examination and oversight, because it would not provide any enhanced oversight or
examination of retail, stand-alone advisory firms. Moreover, this approach could
represent a risk to retail investors, as it might encourage even more brokers to flee
from the highly-regulated broker-dealer environment -- which is subject to rigorous
FINRA and SEC oversight — in favor of a once-a-decade check-up by an overworked
and underfunded SEC with no FINRA scrutiny whatsoever.

We believe that the third option, the SRO option, is the most practical and
prudent approach. As we explain in greater detail in our comment letter to the SEC on

Section 914,"® oversight of broker-dealers is bolstered by the examination and

¥ SIFMA comment letter to SEC re: Section 914 (Jan. 12, 2011), available at
http://www.sifma.org/issues/item.aspx?id=22972.

16
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enforcement activities of SROs like FINRA, particularly with respect to conduct
directed toward retail customers. Consistent with the establishment of a uniform
fiduciary standard, we ought to uniformly hold broker-dealers and investment advisers
to that standard by ensuring uniform examination, oversight, and enforcement of the
standard. In the case of broker-dealers and independent investment advisers who
provide personalized investment advice to retail customers, we believe comparable
examination, oversight, and enforcement is most practically and readily achievable
through use of an SRO.

At the same time, and as we noted in our comment letter, our SRO
recommendation is limited to investment advisers that focus on providing personalized
investment advice to retail customers, which present different concerns than do
institutional advisers. Thus, we would not support legislation that extends SRO
oversight to institutional advisers. Finally, any SRO examination program should be
carefully tailored to investment adviser practices and to avoid regulatory duplication or
additional oversight costs where not necessary for improving investor protection.

Conclusion

Thank you, Chairman Garrett, Ranking Member Waters, and members of the
Subcommittee, for allowing me to present SIFMA’s views. SIFMA and its members
remain committed to being constructive participants in the process of establishing a

uniform fiduciary standard for broker-dealers and investment advisers, and ensuring

17
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uniform examination, oversight, and enforcement of that standard. We stand ready to
provide any further assistance requested by this Subcommittee on these critically

important topics.

18
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_sifma

Tnvested in America

November 17, 2010

Via email tor  rule-comments@sec.gov and JA-BDS

Elizabeth M. Murphy

Secretary

Securities and Exchange Comimission
100 F Street, NLE.

Washington, D.C. 20549-1090

Re:  Study Regarding Obligations of Brokers, Dealers, and Investment
Advisers: Exchange Act Release No, 62377; Investment Advisers
Act Release No. 3058: File No. 4-606

Dear Ms. Murphy:

The Securities Industry and Financial Markets Association (SIFMA)Y would like to
thank you for the opportunity to meet with representatives of the Securities and
Exchange Commission (SEC)Y on November 10™ to review our analysis of potential
changes to the standard of care for investors served by our member firms.? As noted in
our previous public statements, SIFMA supports harmonization of broker-dealer and
investment adviser regulations for those who provide personalized investment advice
to retail investors. We believe this can be accomplished in a way that does not restrict
customer choice or product access. We commend the SEC for the depth of review it is
undertaking in its current study.

The key findings from our study show that broker-dealers play an important role in
retail brokerage, which cannot be easily replicated with alternative service models.
Among the findings are:

= 95% of the households served by the firms participating in our survey use
commission-based brokerage accounts to meet their investment objectives today;

' SIFMA brings together the shared interests of hundreds of securities firms, banks and asset managers.
SIFMA’s mission is to support a strong financial industry, Investor opportunity, capital formation, job
creation and economic growth, while building trust and confidence in the financial markets. SIFMA,
with offices in New York and Washington, D.C., is the U.S. regional member of the Global Financial
Markets Association, For more information, visit www.sifina.org.

% Our study, filed with the SEC on October 27, 2010, is available at http://www.sec.gov/comments/d-
606/4606-2824,pdf.

Washington | New York
1101 New York Avenue, 8th Floor | Washington, DU 20005-4269 | P 202.962.7300 | F: 202,962.7308

www.sifma.org | www investedinamerica.org
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= Access to investment products traditionally offered on a principal basis {corporate
and municipal securities) is more common and more affordable through
commission-based accounts, particularly for small investors; and

= The realized cost of investment for investors under fee-based advisory accounts is
consistently higher (23-27 bps on average) than the commission-based brokerage
accounts used by the 38MM+ households covered by our study.

We recognize that the legislation does not prohibit commission-based compensation or
other common elements of the broker-dealer service model. Our survey results bear
out the relative value of commission-based accounts, particularly for smaller investors.
If these same brokerage services had to be provided under the existing provisions of
the Investment Advisers Act of 1940, however, it would negatively affect client choice
and access to products, such as those now available on a principal basis. Thus, we
continue to support a uniform federal fiduciary standard for broker-dealers and
investment advisers who provide personalized investment advice to retail clients, yet
that new standard must be “operationalized” to reflect the many different business
models currently in effect serving investors.

We have drafted this letter to respond to SEC staff requests for additional detail on the
methodology used to complete the study, the robustness of the data gathered, and
several exhibits contained in the original submission. Accordingly, our response is
organized as follows:

= Methodology for impact assessment
=  Robustness of data gathered
*  Additional data

We are grateful for the opportunity to respond to SEC staff questions and your
consideration of the findings from our study.

I. Methodology for impact assessment

SIFMA commissioned Oliver Wyman® to analyze the impact of potential changes to
the standard of care for investors served by our member firms. Oliver Wyman

* With more than 2,900 professionals in over 40 cities around the globe, Oliver Wyman is an
international management consulting firm that combines deep industry knowledge with specialized
expertise in strategy, operations, risk management, organizational transformation, and leadership

2
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designed a standard template (see appendix 2) that was distributed to ~30 member
firms to collect aggregated data on investment activity, asset allocation, and ‘realized
investment costs” across different client wealth segments and account types. Due to
restrictions on disclosure of personal financial data and operational constraints, client-
level data was not requested as part of the survey. Oliver Wyman supplemented the
aggregated member data with publicly available information in preparing the study.

In total, 17 firms provided SIFMA with sufficient data for analysis. These firms
represent a broad cross-section of SIFMA’s membership serving retail investors,
including global, national and regional full service broker-dealers, bank brokerages,
and discount brokers.

II. Robustness of data gathered

The data gathered to support the analysis covered 38.2MM households with $6.8TN
invested with member firms. To put these figures in context:

® The 38.2MM houscholds included in the data represent 33% of households in the
United States today, according to the most recent survey of consumer finances by
the Federal Reserve.! However, not all U.S. households hold investment accounts,

implying that the true percentage of investors covered by the data is higher than
33%.

= The $6.8TN in client assets captured in the data represents 27% of financial assets
held by investors in the United States. A significant share of the financial assets
identified by the Federal Reserve includes ‘investments’ that are not generally held
in brokerage or advisory accounts (e.g. pension assets), implying that the true
percentage of investor assets covered by the data is higher than 27%.

The objective of this study is to analyze the impact of potential changes to the standard
of care for investors served by our member firms — not necessarily to draw conclusions
on the broader investor population. This population of 38MM+ households represents

development. The firm helps clients optimize their businesses, improve their operations and risk profile,
and accelerate their organizational performance to seize the most attractive opportunities. Oliver
Wyman is part of Marsh & McLennan Companies [NYSE: MMC]. For more information, visit

www oliverwyman.con.

* Federal Reserve Board Survey of Consumer Finances 2007
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a meaningful share of the US investor population, which should be considered
carefully in the SEC study.

To our knowledge, this information set is unique in that it provides a window into the
underlying economics of different models for serving retail investors and is exceptional
both in its breadth of coverage and its usefulness in comparing realized investment
costs across different firms.

III. Additional data

The SEC staff attending the meeting on November 10" also requested additional detail
on asset allocation (provided in summary form on page 17 of the original submission).
A breakdown of asset allocation across different client wealth segments and account
types is provided in appendix 1 below.

Please let us know if we have adequately addressed your questions and requests for
additional information, or if there is anything more we may provide that would be

helpful to you.

Sincerely yours,

P Y i

Ira D. Hammerman
Senior Managing Director
and General Counsel

cc: Mary L. Schapiro, Chairman
Luis A. Aguilar, Commissioner
Kathleen L. Casey, Commissioner
Troy A. Paredes, Commissioner
Elisse B. Walter, Commissioner
Robert W. Cook, Director, Division of Trading and Markets
Andrew J. Donohue, Director, Division of Investment Management
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Appendix 1: asset allocation across wealth segments and account types
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Appendix 2: data collection template

i Assets, Revenues, and Costs for all accounts

Wealth Segment {ciient assats) ]
2009 data < 250,000 250,000-1MHM IMM-SMM >EMR
Number of hauseholds holding accounts (vear-end) | -
Total fees, commissions, other glient-related ravenues (SMM)

Total client assets (SMM) (year-end)
Asset composition (SMM)
Eg
Fixad income | Corporate Bonds
Fixed Incoms | Government and Agency Bonds

Fixed Incoms | Municipal Bonds
ritual Funds and ETFs
Structured Products
Alternatives {Hedge funds, private equity, managed fullires)
Qtfer Products (MM MF's, FCASH, CD'sy

. Assets, Revenyes, and Costs by sccount type

Wealth Segment (client assets)
< 250,000 250,000-1MM_IMM-SMM

2009 data »EMR

Number of households hol
Total fees, commissions, other clientrelated revenues (SMA)
Total client assets ($MM) {year-end)
Asset composition

Squities

Fixed income | Corporate Bands

Fixed Income | Government and Agency Bonds

Fixed Incoms | Municipal Bonds

Mutisal Funds and ETFs

Structured Prodhicts

Agternatives (Hedge funds, private equity, managed futures)
Other Products (MM MF's, FCABH, CD's)

avadisetiinig 2

ing acoounts {year-end)

1., Additional ‘chient profile’ data

‘Wealth Segment (client assets)
2009 data < 250,000 250,000-1MM 1MM-SMM
Number of clients hoiding [RA accounts {year-end}
Fes-based

Caommission-based
Numiber of clients holding both fee- and commission-based accounts {year-end}
Number of clients with concentrated pesitions >25% of assets in one position {yearend}
Number of clients executing less than 10 trades in 2002
Number of clients purchasing shares in FOs on principal basis in 2009
Mumber of clients purchasing Municipal Bonds on principal basis in 2608
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sifma

Invested in America

July 14, 2011
Vig Eemail

Mary L. Schapiro, Chairman
Securities and Exchange Commission
100 F Street, NE

Washington, D.C. 20549-1090

Re: Framework for Rulemaking under Section 913 (Fiduciary Duty)
of the Dodd-Frank Act: File No. 4-604

Dear Chairman Schapiro:

The Securities Industry and Financial Markets Association’ (“SIFMA™ appreciates the
opportunity to submit the following comments for consideration by the Securities and
Exchange Commission (the “SEC” or the “Commission”™) as it establishes, pursuant fo its
plenary authority under Sections 913(f) and (g) of the Dodd-Frank Wall Street Reform and
Consumer Protection Act of 2010 (the “Dodd-Frank Act”), a uniform fiduciary standard
of conduct for broker-dealers and investment advisers when providing personalized
investment advice about securities to retail customers.

Throughout the legislative process and debate that preceded the enactment of the Dodd-
Frank Act, SIFMA has supported the development of a uniform fiduciary standard of
conduct for broker-dealers and investment advisers when providing personalized
invesiment advice about securities to retail customers.”

' SIFMA brings together the shared interests of hundreds of securities firms, banks and
asset managers. SIFMA’s mission is to support a strong financial industry, investor opportunity,
capital formation, job creation and economic growth, while building trust and confidence in the
financial markets. SIFMA, with offices in New York and Washington, D.C., is the U.S. regional

fma.org.

? See, e.g., Hearing Before the H. Comm. on Financial Servs., 111th Cong. 2-3 (2009)
{statement of John Taft, Head of U.S. Wealth Management, RBC Wealth Management on behalf of
SIEMA), available at
hitp://financialservices. house.gov/media/file/hearings/1 L1 /taft_testimony.pdf; Hearing Before the
H. Comm. on Financial Servs., 111th Cong. 21 (2009) (statement of Randolph C. Snook, Executive
Vice President, SIFMA), available at

http://financialservices. house.gov/media/file/hearings/11 1/snook.pdf.
Washington T New York

1101 New York Avenue, 8th Floor | Washington, DC 20005-4289 | P 202.962.7300 | F: 202.962.7305

wyay.sifma.org | www. investedinamerica arg
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The purpose of this letter is to offer a framework and principles for rulemaking under
Section 913 of the Dodd-Frank Act to help inform the Commission’s rulemaking process.
We also seek to encourage further deliberation and dialogue about the optimal approach
for implementing a uniform fiduciary standard of conduct in accordance with the Dodd-
Frank Act that is designed to protect investors, preserve investor choice and access to cost-
effective financial products and services, and adapt to the substantially different operating
models of broker-dealers and investment advisers.

Consistent with these objectives, we also believe that appropriately robust and rigorous
cost-benefit analyses are essential to inform and shape any SEC rulemakings, particularly
those that call for the type of “sea change” reform envisioned by Section 913 of the Dodd-
Frank Act. Thus, we remain supportive of the current cost-benefit and other empirical
analyses that we understand the SEC is currently undertaking on this issue, as well as any
other analyses that may help inform the optimal approach for implementing a uniform
fiduciary standard of conduct. We also will support, as an industry, such studies or
analyses by providing appropriate data, feedback, or other information that would result in
the most accurate and meaningful findings and conclusions. Accordingly, we are eager to
further engage and communicate with the SEC and others on this important issue.
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Executive Summary

SIFMA supports the establishment of a uniform fiduciary standard of conduct for broker-
dealers and investment advisers when providing personalized investment advice about
securities to retail customers.” The guiding principle that underpins this uniform standard
is to act in the best interest of the customer. The standard should be articulated through
comprehensive SEC rulemaking as a uniform standard of conduct that is “no less stringent
than” the general fiduciary duty implied under the Investment Advisers Act of 1940 (the
“Advisers Act™).

The SEC’s Study on Investment Advisers and Broker-Dealers (the “Study™)* contains a
number of thoughtful findings. It does not, however, specify that the contemplated
uniform fiduciary standard of conduct for broker-dealers and investment advisers should
be separate and distinct from the general fiduciary duty implied under Section 206 of the
Advisers Act. Instead, the Study raised the serious concern among our member firms that
the SEC may be contemplating an “overlay” on broker-dealers of the existing Advisers Act
standard.” SIFMA strongly opposes imposing on broker-dealers the existing Advisers Act
standard together with its associated case law, guidance, and other legal precedent.

Our members are also concerned that the SEC could take the unnecessarily narrow view
that, because Section 913 of the Dodd-Frank Act requires that the uniform fiduciary
standard be “no less stringent than” the general fiduciary duty implied under Section 206
of the Advisers Act, the SEC’s latitude and ability to establish a separate, unique uniform
fiduciary standard is limited. We believe no such limitation exists or was intended under
the Dodd-Frank Act. The plain language of Section 913, together with the legislative
history of the Dodd-Frank Act, makes clear that the “no less stringent” langunage does not
require that the SEC impose the Advisers Act standard on broker-dealers.® As
Congressman Barney Frank has indicated,

¥ SIFMA’s position is limited to retail customers, i.e., natural persons who use investment
advice for personal, family or household purposes. SIFMA does not propose to modify the current
Advisers Act standard applicable to the delivery of investment advice to the institutional clients of
investment advisers, or the existing case law, guidance or other legal precedent developed under
Section 206 of the Advisers Act.

* Commission Study on Investment Advisers and Broker-Dealers, as required by Section
913 (Jan. 2011), available at http://www.sec.gov/news/studies/201 1/913studyfinal.pdf.

* Jd atpp. 109 and 111,

® Letter from Congressman Barney Frank to Chairman Mary Schapiro at p. | (May 31,
2011) (the “Frank Letter™) (“‘no less stringent’ ... was not intended to encourage the SEC to
impose the ... Advisers Act... standard on broker-dealers...”).
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“If Congress intended the SEC to simply copy the [Advisers] Act and apply
it to broker-dealers, it would have simply repealed the broker-dealer
exemption — an approach Congress considered but rejected. The new
standard contemplated by Congress is intended to recognize and
appropriately adapt to the differences between broker-dealers and registered
investment advisers.”’

Investment advisers are generally engaged in the business of providing advice about
securities for a fee, or managing assets on a discretionary basis. Broker-dealers engage in
the former activity on occasion (advice about securities), but also provide a broad range of
additional products and services. Broker-dealers provide, for example, initial and follow-
on public offerings and other underwritten offerings, and market fixed-income and
affiliated products, all of which contribute to the capital raising, liquidity, best execution,
and portfolio balancing functions of our securities markets. Yet, these services, which are
beneficial to both the economy and individual investors, often carry inherent (though
generally accepted and well-managed) conflicts of interest. The general fiduciary duty
implied under Section 206 of the Advisers Act, as developed through case law, guidance
and other legal precedent, however, provides incompatible and insufficient guidance for
broker-dealers on how to manage, disclose, or obtain consents to these conflicts.

In Section I, we explain in detail why a wholesale extension to broker-dealers of the case
law, guidance and other legal precedent under Section 206 of the Advisers Act would
entail a host of adverse consequences. Most importantly, it would rof be in the best
interest of retail customers, because it would negatively impact choice, product access and
affordability of customer services. It would also be problematic for broker-dealers from a
commercial, legal, compliance, and supervisory perspective, thereby undercutting the
SEC’s stated intent to take a “business model neutral” approach. The Dodd-Frank Act
authorizes, the SEC Study supports, and investor protection warrants, taking a fresh
approach by establishing, through SEC rulemaking under Section 913 of the Dodd-Frank
Act, a uniform fiduciary standard of conduct for broker-dealers and investment advisers.

In Section 111, we offer, for the first time, a proposed framework and principles to advance
the development of a fiduciary standard of conduct through SEC rulemaking under Section
913 of the Dodd-Frank Act. Under our proposed framework, the general fiduciary duty
implied under Section 206 of the Advisers Act, which derives from the traditional,
generally understood and accepted common law,® would be newly articulated through SEC

7.

¥ See SEC v. Capital Gains Research Burean, 375 U.S. 180, 195 (1963) (“...Congress
codified the common law ‘remedially’ [in the Advisers Act] ... to prevent{] fraudulent securities
transactions by fiduciaries”). See also Restatement of Agency (Third) (agency is the fiduciary
relationship that arises when one person (the principal) manifests assent to another person (the
agent) that the agent shall act on the principal’s behalf and subject to the principal’s control, and
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rulemaking under Section 211 of the Advisers Act and Section 15 of the Securities
Exchange Act of 1934 (the “Exchange Act™).” The standard of conduct would apply
equally to broker-dealers (through Section 15(k) of the Exchange Act) and investment
advisers (through Section 211(g) of the Advisers Act) when providing personalized
investment advice about securities to retail customers. The SEC would also issue rules and
guidance to provide the detail, structure and guidance necessary to enable broker-dealers
and investment advisers to apply the uniform fiduciary standard of conduct to their distinct
operational models. ™

The uniform fiduciary standard of conduct would begin with the core principle mandated
by the Dodd-Frank Act that all brokers, dealers and investment advisers, when providing
personalized investment advice about securities to retail customers, shall “act in the best
interest of the customer ....""" The complete phrase reads “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” (emphasis added). The italicized language could
be interpreted to require firms to operate a conflicts-free business (if read literally and not
in conjunction with other Section 913 statutory language that permits disclosure of, and
customer agreement to, material conflicts).'? It also appears to conflict with other Section
913 statutory language that allows commission-based compensation, proprietary products,
and a non-continuing fiduciary duty. Based upon our communications with the
Commission and their staff, however, we agree with their view that such language should
not represent an impediment to the SEC establishing a uniform fiduciary standard that is

the agent manifests assent or otherwise consents so to act). But see Section 11.B.2, explaining that
existing case law regarding the fiduciary duty of investment advisers was developed in the context
of a business model which is inapplicable to broker-dealers, and applying such case law in the
broker-dealer context could have legal and regulatory consequences that would undermine the
broker-dealer business model, with no corresponding benefit to retail customers.

° Thus, the uniform fiduciary standard of conduct would conclusively satisfy the Dodd-
Frank Act’s requirement that the standard be “no less stringent than™ the standard implied under
Section 206 of the Advisers Act.

" Our proposed approach is consistent with that historically followed in agency and trust
contexts. The precise contours of the fiduciary obligation are molded to particular fiduciary fields
or contexts. Thereafter, common sets of facts are addressed through implementing rules that apply
the duties of loyalty and care to those circumstances. “The ... rules simplify application of the
fiduciary obligation to cases that fall within their terms, reducing decision costs.” See Robert H.
Sitkoff, The Economic Structure of Fiduciary Law, 91 B.U. Law Rev. 1039, 1044-45 (2011).

1 Section 913(g) of the Dodd-Frank Act.

2 Jd. (“In accordance with [the rules promulgated under the uniform fiduciary standard of
conduct], any material conflicts of interest shall be disclosed and may be consented to by the
customer.”)
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sufficiently flexible, fairly balanced, business model neutral and, most importantly,
investor protection focused. Accordingly, the principle of “acting in the best interest of the
customer” would serve as the bedrock cornerstone of the SEC rules promulgated under
Section 211 of the Advisers Act and Section 15 of the Exchange Act.

Existing case law, guidance, and other legal precedent developed under Section 206 of the
Advisers Act would continue to apply to investment advisers. While there would be many
parallels, this Section 206 precedent would rot apply to broker-dealers, because: (i) broker-
dealers provide a different range of products and services, and operate under an operational
model distinct from that of investment advisers;'® and (ii) Section 206 precedent does not
now apply to broker-dealers. Section 206 precedent would therefore not apply in the
future to broker-dealers under the uniform fiduciary standard of conduct established under
Section 211 of the Advisers Act and Section 15 of the Exchange Act,™

Attached as Appendix 1 is a one-page graphical representation to help visualize the
framework we are now proposing. Our framework is built around the following five key
components:

1. Enunciate the core principles of the uniform fiduciary standard of conduct.

2. Articulate the scope of obligations under the uniform fiduciary standard of
conduct.

3. Define “personalized investment advice”.

4. Provide clear guidance regarding disclosure that would satisfy the uniform
fiduciary standard of conduct.

5. Preserve principal transactions.

' While broker-dealers and investment advisers may at times provide similar services,
there are many substantive differences in the products, services, conflicts, and traditional
compensation practices between the two well-established and highly regulated business models.
See, e.g., Letter to Elizabeth M. Murphy, SEC, from Ira D. Hammerman, SIFMA (Aug. 30, 2010),
available at littp://www.sec.gov/comments/4-606/4606-2553 .pdf (“SIFMA Section 913 Comment
Letter™); Frank Letter at p. 1.

" The express language of Dodd-Frank Act Section 913 appears to support this approach.
Section 913 pegs the uniform fiduciary standard to Sections 206(1) and (2) of the Advisers Act, but
not to Section 206(3), which restricts principal transactions, or to Section 206(4), which grants the
SEC authority to issue rules under Section 206. Thus, it may fairly be said that Congress did not
intend for Section 206 rules or other legal precedent to apply to broker-dealers under the uniform
fiduciary standard of conduct.
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Our proposal is intended to inform the Commission’s rulemaking process and encourage
further discussion about the optimal approach for implementing a uniform fiduciary
standard of conduct. We believe the optimal approach is one that fully protects investors,
preserves their choice of and access to financial products and services, and adapts to the
substantially different business models of broker-dealers and investment advisers. We
believe that our proposal, and call for a uniform fiduciary standard to be established
through SEC rulemaking, fully satisfies these criteria and will benefit millions of retail
investors for years to come. We are hopeful that the Commission will find this framework
constructive and useful to the process going forward.

While not a focus of this letter, SIFMA also generally supports the Study’s
recommendation that the SEC consider harmonizing other areas of broker-dealer and
investment adviser regulation, including advertising, the use of finders and solicitors,
supervisory requirements, licensing and registration of firms and associated persons, and
books and records, among others. We encourage further deliberation by the SEC regarding
these discrete regulatory areas, and we hope to engage the staff in future dialogue on these
topics.

L Introduction

We welcome the Commission’s efforts to develop a uniform fiduciary standard for broker-
dealers and investment advisers when providing personalized investment advice about
securities to retail customers. As we have previously stated, SIFMA’s position is limited
to retail customers, i.e., natural persons who use investment advice for personal, family or
household purposes, and we do not propose to modify the current Advisers Act standard
applicable to the delivery of investment advice to the institutional clients of investment
advisers, or the existing case law, guidance or other legal precedent developed under
Section 206 of the Advisers Act.

We believe the following key principles should guide the development of the standard: "

»  The interests of retail customers should be put first. When providing personalized
investment advice about securities to retail customers, broker-dealers and
investment advisers should deal fairly with these customers, and, at a minimum,
appropriately manage conflicts and provide retail customers with full disclosure
that is simple and clear and allows retail customers to make an informed decision
about a particular product or service.

m Investors should continue to have access to, and choice among, a wide range of
products and services. The standard of conduct should allow broker-dealers to

" SIFMA Section 913 Comment Letter.
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continue to offer products and services that are available today, such as providing
retail customers liquidity as principal, proprietary products and advice regarding
sophisticated investment strategies. The standard should allow retail customers to
choose among various models for compensating their financial services provider. 16

»  The uniform fiduciary standard of conduct should be “business model neutral.”

m The SEC should clearly define the standard of conduct and should provide
guidance as to how if can be implemented by broker-dealers, tailored to their
various business models.

®  Where products and services involve material conflicts of interest, broker-dealers
and investment advisers should be able to provide disclosures to customers in a
pragmatic way to clearly and effectively communicate, and receive the customer’s
consent to, these conflicts of interest. Similarly, the SEC should provide guidance
to clarify whether a customer’s affirmative consent is required or not, and if so, at
what point it should be obtained. 17

The Dodd-Frank Act authorizes the Commission to adopt rules to provide that the standard
of conduct for all broker-dealers and investment advisers, when providing personalized
investment advice about securities to retail customers, is to act in the best interest of the
customer. This standard of conduct shall be no less stringent than the fiduciary duty
applicable to investment advisers under Sections 206(1) and (2) of the Advisers Act.

As explained in detail in Section I, while we embrace the adoption of a uniform fiduciary
standard of conduct, we believe that a wholesale extension to broker-dealers of the general
fiduciary duty implied under the Advisers Act is not in the best interests of investors and is
problematic for the broker-dealer business model. Instead, we advocate for taking the sum
and substance of the general fiduciary duty implied under the Advisers Act and articulating
it through SEC rulemaking as the uniform fiduciary standard of conduct — a standard
which would:

= apply only to, and be tailored for, those services and activities involving provision
of personalized investment advice about securities to retail customers;

'® We note that the Dodd-Frank Act provides that the sale of only proprietary ot other
limited range of products, or the receipt of commission-based compensation, shall not, in and of
themselves, violate the uniform fiduciary standard of conduct.

17 See Section 11.C.4.b.v. and vi.



213

July 14, 2011
Page 10 of 24

= provide for reasonable approaches to managing conflicts;

wm provide adequate flexibility to preserve and enhance client choice, product and
service innovation, and capital formation; and

a  otherwise provide the detail and guidance necessary to enable broker-dealers and
investment advisers to apply the standard of conduct to their distinct operational
models.

In Section III below, we offer a framework for the uniform fiduciary standard of conduct to
inform the Commission’s rulemaking process. We believe that this proposed standard of
conduct, adapted to the substantially different operating models for broker-dealers and
investment advisers, offers the best approach for protecting investors and preserving
investor choice and access to cost-effective financial products and services.

1I. The Need for a New Articulation of a Uniform Fiduciary Standard of Conduct

A, Overview

In January 2011, the SEC published its Study, which contained a number of thoughtful
findings. It did not, however, specify that the contemplated uniform fiduciary standard of
conduct for broker-dealers and investment advisers would be separate and distinct from the
general fiduciary duty implied under Section 206 of the Advisers Act. Instead, the Study
raised serious concern among our member firms that the SEC may be contemplating an
“overlay” on broker-dealers of the existing Advisers Act standard, with its associated case
law, SEC guidance and other legal precedent.'®

The wholesale imposition of the Advisers Act fiduciary duty on broker-dealers would be
commercially impracticable. In light of the distinct differences between the operating
models of investment advisers and broker-dealers,'” and in order to maintain broker-dealer
products and services for investors, SIFMA believes the obligations of broker-dealers
when providing personalized investment advice about securities to retail customers under
the uniform fiduciary standard of conduct should not be governed by the existing rules,
case law, guidance or other legal precedent under Section 206 of the Advisers Act.””

¥ Study at pp. 109 and 111.
¥ See SIFMA Section 913 Comment Letter.

2 As explained in the Exccutive Summary, existing Section 206 legal precedent and
guidance would continue to apply to investment advisers.
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SIFMA therefore supports a new articulation, through SEC rulemaking, of the general
fiduciary duty implied under Section 206 of the Advisers Act as the uniform fiduciary
standard of conduct. SIFMA likewise opposes any approach that would extend the
existing rules, case law, guidance and other legal precedent under Section 206 of the
Advisers Act standard wholesale to broker-dealers.”’

B. The Adverse Implications of Imposing the Advisers Act on Broker-Dealers

The viability of a uniform standard is predicated upon a new articulation of the standard of
conduct for investment advisers and broker-dealers, because wholesale extension of the
Advisers Act standard to broker-dealers is unworkable and inconsistent with the purposes
of Section 913 of the Dodd-Frank Act, investor protection, and the broker-dealer business
model.

1. The Advisers Act was not designed to regulate broker-dealer activity. The Advisers
Act was not intended or designed to apply to the incidental advice offered by broker-
dealers,” and the interpretations that have been given under that Act have not taken into
account broker-dealer roles.

In passing the Dodd-Frank Act, Congress could have simply eliminated the broker-dealer
exception to the Advisers Act definition of “investment adviser” and applied to both
broker-dealers and investment advisers the general fiduciary duty implied under the
Advisers Act. Congress affirmatively clected nof to do s0.” Thus, Congress recognized
that the uniform fiduciary standard should “appropriately adapt to the differences between
broker-dealers and registered investment advisers.”**

2. The case law regarding the fiduciary duty of investment advisers was developed in
the context of a business model which is inapplicable to broker-dealers. There are very

2 See, e. ., SIFMA Section 913 Comment Letter; and SIFMA comment letter on FINRA
Regulatory Notice 10-54 (Dec. 2010), available at
http://www sifma.org/Issues/item.aspx?id=22482 (“SIFMA RN 10-54 Comment Letter™).

22 The definition of “investment adviser” in the Advisers Act specifically excludes “any
broker or dealer whose performance of such services is solely incidental to the conduct of his
business as a broker or dealer and who receives no special compensation therefor.” Section
202(a)(11) of the Advisers Act.

% See Restoring American Financial Stability Act of 2009, S. __, 111th Cong. § 913
(discussion draft as proposed by Senator Dodd, Chairman, Senate Comm. on Banking, Hous., &
Urban Affairs, Nov. 10, 2009), available at

http://banking.senate.gov/public/_filess/AYO09D44 xmlpdf See also Frank Letter at p. 1.

¥ Frank Letter at p. 1.
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few federal fiduciary cases brought against investment advisers. A primary reason is that
customers cannot suc their advisers for breach of their fiduciary duty under Section 206 of
the Advisers Act.®® The few existing case law precedents apply to a different business
model, and speak only in very general, high-level and vague terms about the fiduciary
standard and what is required to satisfy it. Yet, if the fiduciary duty applicable to
investment advisers is simply overlaid onto broker-dealers, these same precedents could
easily be misinterpreted and misapplied — by courts and regulators alike — in any number of
ways that would disadvantage and undermine the broker-dealer business model, and
without a corresponding benefit to retail customers.*®

3. SEC staff statements regarding the fiduciary duty of investment advisers under the
Advisers Act are not readily translatable to broker-dealers. Over the years, the SEC staff
has issued guidance regarding the fiduciary duty of investment advisers under Section 206
of the Advisers Act. These statements speak far more in terms of entirely avoiding
conflicts, rather than appropriately managing them.””  Accordingly, these statements

2 Transamerica Mortg. Advisors v. Lewis, 444 U.S. 11 (1979). In Transamerica, the
Court found that private plaintiffs can only sue their advisers under Section 215 of the Advisers
Act, which provides that contracts made or performed in violation of the Act are void.

* In addition, the nationwide body of state case law on whether broker-dealers owe
fiduciary duties and the scope of those duties also raises concerns, given that this body of law is so
uneven and inconsistent — a point on which courts and commentators overwhelmingly agree. See,
e.g., Patsos v. First Albany Corp., 741 N.E.2d 841, 848-51 (Mass. 2001) (“Courts in other States
have not been of single mind whether fiduciary duties inhere in every relationship between a
stockbroker and his customer.”); Johnson v. John Hancock Funds, 217 S.W.3d 414, 428 (Tenn. Ct.
App. 2006) (“The courts have not been of a single mind whether fiduciary duties inhere in every
relationship between a stock broker or investment advisor and his or her client™). See also
discussion and cases cited in the following five scholarly works: (i) Arthur B. Laby, Fiduciary
Obligations of Broker-Dealers and Investment Advisers, 55 Vill. L. Rev. 701 (2010) (“This sliver
of securities law doctrine comprises a bewildering inconsistency of judicial decisions.”); (if) Steven
A. Ramirez, The Professional Obligations of Securities Brokers Under Federal Law: An Antidote
for Bubbles?, 70 U. Cin. L. Rev. 527 (2002) (describing division in state courts regarding fiduciary
obligations of broker-dealers); (iii) Cheryl Goss Weiss, 4 Review of the Historic Foundations of
Broker-Dealer Liability for Breach of Fiduciary Duty, 23 Towa J. Corp. L. 65 (1997) (“Courts have
often failed to do a careful analysis of the duty, resulting in erroneous, confusing or poorly
explained opinions.”); (iv) Gregory A. Hicks, Defining the Scope of Broker and Dealer Duties —
Some Problems in Adjudicating the Responsibilities of Securities and Commodities Professionals,
39 DePaul L. Rev. 709 (1990) (noting the “uncertain significance of the fiduciary label often
attached to these [brokers and dealers], and an accompanying uncertainty about the legal duties
which the fiduciary label implies™); and (v) Carol R. Goforth, Stockbrokers Duties to their
Customers, 33 St. Louis U. L.1. 407 (1989) (discussing inconsistent judicial approaches to whether
and when fiduciary relationship arises between broker and customer).

77 See, e.g.. Release No, TA-3060, File No. $7-10-00 (“An adviser must ... seek to avoid
conflicts with its client....”); Information for newly-registered investment advisers, available at
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could be interpreted and applied in a manner more proscriptive than the “eliminate or
disclose conflicts” approach recommended in the Study.”® If such guidance were applied
to broker-dealers under the uniform fiduciary standard of conduct, it would create legal and
compliance uncertainty (described in greater detail below) that would in the worst case
prevent, and in the best case disincentivize, broker-dealers from offering many of the
beneficial products and services that they currently provide and that retail customers have
come to value and rely upon.

4. The inability to gauge compliance with, or legal exposure under, the Advisers Act
standard would undermine the broker-dealer business model. The Advisers Act standard
does not provide necessary guidance regarding, for example, what disclosures will be
adjudged complete and how and when consents must be obtained, when a broker-dealer
provides advice involving principal trades, structured products, receipt of commissions and
differential loads for different products. Nor does it provide necessary guidance regarding
when the fiduciary duty begins and ends, or how it applies in the context of, for example,
hybrid accounts or complex investment strategies, such as concentrated positions which
may in many instances be at the customer’s request.

Absent new rules and guidance -- issued under Section 211 of the Advisers Act and Section
15 of the Exchange Act, as authorized by the Dodd-Frank Act — to enable broker-dealers to
apply the fiduciary standard to their distinct operational models, broker-dealers cannot
adequately supervise or gauge their compliance with the standard, nor can they manage
litigation risks. Moreover, as noted above, customers cannot sue their advisers for breach
of their fiduciary duty under Section 206 of the Advisers Act.” Thus, application of the
Advisers Act standard to broker-dealers would subject broker-dealers to the unfair and
unharmonized (and likely Congressionally unintended) consequence that retail customers
could sue their broker-dealers, but not their investment advisers, for breach of the
“uniform” fiduciary standard. Under circumstances where the business and legal risks are
unmanageable, broker-dealers will withdraw from offering the affected products and
services, which would disserve the interests of retail customers.

http://sec.gov/divisions/investment/advoverview.htm (“You should not engage in any activity in
conflict with the interest of any client...”); In re Terence Michael Coxon, Release 1D-140 (Apr. |,
1999) (“A fiduciary must therefore refrain from putting himself in a position of conflict of
interest...”); In re Monetta Financial Services, Inc., Release No. [D-162 (Mar. 27, 2000) (same});
SEC No-Action Letter, National Deferred Compensation, Inc. (Aug. 31, 1987) (“An adviser may
not fulfill its fiduciary obligations if it ... imposes an additional fee on a client for choosing to
change his investment™).

2 Study at p. vii.

P Transamerica Mortg. Advisors v. Lewis, 444 U.S. 11 (1979).
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5. Empirical study shows that wholesale application of the Advisers Act duty to broker-
dealers would negatively impact choice, product access, and affordability of customer
services.

a. Choice. Notwithstanding the Dodd-Frank Act provision stating that
commission-based compensation alone would not violate the uniform fiduciary standard,
undifferentiated application of existing Advisers Act case law, guidance and other
precedents to broker-dealers could result in reduced access to brokerage accounts, given
the potential conflicts that could arise from charging commissions. Commission-based
brokerage accounts are overwhelmingly the preferred model for retail customers, with only
5% of households preferring the fee-based advisory platform. This is true across all wealth
segments, but particularly for smaller investors with less than $250,000 in assets. For
smaller investors, or those with more limited trading activity, a commission-based
brokerage account is likely to be the more economical choice.

b. Product access. Undifferentiated application of existing Advisers Act case
law, guidance and other precedents to broker-dealers could result in reduced access to
products distributed primarily through broker-dealers. Given their inherent (though
generally accepted and well-managed) conflicts, broker-dealers may not be able to
continue to act as principal and sell proprietary products, including: sales of underwritten
offerings (e.g., IPOs); providing retail customers liquidity through market making and
principal trading, including access to fixed-income products (e.g., municipal and corporate
bonds, which represent approximately 15% of assets held by retail customers); and sales of
proprietary and affiliated products (notwithstanding the Dodd-Frank Act provision stating
that such sales alone would not violate the uniform fiduciary standard).

¢. Affordability of advisory services. Undifferentiated application of existing
Advisers Act case law, guidance and other precedents to broker-dealers could result in
reduced access of broker-dealer customers to investment options with fee structures
adaptable to their needs, as well as the imposition of increased compliance, disclosure and
surveillance costs, which would disproportionately impact small investors.

For these reasons, the Advisers Act standard is unworkable for broker-dealers. It would
result in unfair treatment of broker-dealers vis-a-vis investment advisers, is inconsistent
with the principles of investor protection (and likely Congressional intent), and would
result in decreased access to products and services for retail customers. For a uniform

3 See SIFMA/Oliver Wyman study (Oct. 2010), available at
http://www.sifma.org/Issues/item.aspx?id=21999. The SEC has aiso acknowledged the negative
consequences of imposing the requirements of the Advisers Act, which include an adverse impact
on retail investor choice of products and services, and how investors pay for those products and
services. See Study at pp. 139-143.
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standard of conduct to work without fundamentally disrupting the broker-dealer business
model, it must employ a new articulation of the standard of conduct.

HI.  The Framework for Rulemaking

A.  Overview

We offer below a framework for a newly articulated fiduciary standard of conduct to
inform the Commission’s rulemaking process. We believe that a standard guided by these
principles, adapted to the substantially different operating models for broker-dealers and
investment advisers, is the best approach for protecting investors and preserving investor
choice and access to cost-effective financial products and services.

B. The Standard

The Commission’s rulemaking under Section 913 shall “provide that the standard of
conduct for all brokers, dealers, and investment advisers, when providing personalized
investment advice about securities to retail customers... shall be to act in the best interest
of the customer....” Material conflicts of interest should be disclosed and may be
consented to by the customer. Section 913 also provides that the newly articulated
standard must be no less stringent than Sections 206(1) and (2) of the Advisers Act, and is
not constrained by the principal transactions restrictions of Section 206(3) of the Advisers
Act.

As explained in the Executive Summary, under our proposed framework, the general fiduciary
duty implied under Section 206, which derives from the traditional, generally understood and
accepted common law, would be newly articulated as the uniform standard.”’ Under Section
211 of the Advisers Act and Section 15 of the Exchange Act (as authorized by the Dodd-Frank
Act), the SEC would issue rules and guidance to provide the detail, structure and guidance
necessary to enable broker-dealers to apply the fiduciary standard to their distinct operational
model. In addition, while many parallels would occur, existing Section 206 investment
adviser case law, guidance, and other legal precedent would continue to apply to investment
advisers, but would rnof likewise apply wholesale to broker-dealers, in recognition that broker-

* In the Executive Summary, we noted that our proposed approach is consistent with that
historically followed in agency and trust contexts. We also note that it is not unprecedented for a
federal regulator to borrow and restate standards applicable to one group of financial services
professionals in order to promote clarity and transparency in regulations applicable to a different
set of financial services professionals. For example, the Department of Labor (“DOL”), rather than
requiring bank collective funds to complete SEC Form N-1A, extracted the elements of certain
calculations set forth in the Form and incorporated them into a DOL regulation. See 29 CFR Part
25350, Fiduciary Requirements for Disclosure in Participant-Directed Individual Account Plans, 75
Fed. Reg. 64910 at 64940 (October 20, 2010), available at
http://webapps.dol.gov/FederalRegister/PdfDisplay.aspx?Docld=24323.
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dealers provide a different range of products and services, and operate under a distinct
operational model.

C.  Rulemaking Principles to Implement Dodd-Frank Act Section 913

Commission rulemaking to articulate the uniform standard of conduct must provide retail
customers with tangible protections and affordable choices, while maintaining sufficient
flexibility to accommodate distinct operational models for financial service providers. To
facilitate the Commission’s rulemaking under Section 913 of the Dodd-Frank Act, we
recommend that the following key principles be addressed:*

1. Enunciate the core principles of the uniform fiduciary standard of conduct. SEC
rulemaking should clearly enunciate the core principles that underpin the uniform standard
applicable to all brokers, dealers, and investment advisers. First, the standard for all
brokers, dealers, and investment advisers, when providing personalized investment advice
about securities 1o retail customers, should be to act in the best interest of the customer.™
Second, the standard should be no less stringent than the standard applicable to investment
advisers under Sections 206(1) and (2) of the Advisers Act.** Third, material conflicts of
interest should be disclosed and may be consented to by the customer.” Finally,
consistent with Section 913, unless otherwise agreed with the customer, a broker or dealer
or registered representative should not have a continuing duty of care to the customer after
providing personalized investment advice about securities.*

2. Articulate the scope of obligations under the uniform fiduciary standard of conduct.
SEC rulemaking should articulate the scope of a broker-dealer’s obligations under the
uniform standard of conduct. For example:

a. Commencement of the standard of conduct. The standard of conduct should
commence when the customer agreement is signed by the customer (or, if earlier, upon the
making of trades based on personalized investment advice about securities) and should
apply only when providing personalized investment advice about securities to retail
customers. Introductory discussions regarding the nature of the relationship would not be
subject to the standard of conduct. Broker-dealers and investment advisers may discuss

* It is critical that the Commission provide for a reasonable phase-in period for the new
rules, to facilitate the transition for broker-dealers and thus for their retail customers.

3 Derived from the explicit language of Section 913 of the Dodd-Frank Act.
M
3y

% 1d
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the different types of relationships available with a potential client without the standard of
conduct applying to these discussions.

b. Shape of the standard of conduct. A broker-dealer’s obligations to a retail
customer under the standard of conduct should be specified in the customer agreement.
The obligations may be crafted to reflect the specific agreement and objectives of the
parties. For example, the customer agreement might specify that the broker-dealer’s
obligations do not extend beyond the particular sale, or might address the broker-dealer’s
obligations in the case of “hybrid” accounts; or the obligations may appropriately be
limited to assets over which the broker-dealer has been given discretionary authority,
specific recommendations about securities that are available through the broker-dealer, or
such other limitations and disclosures to which the customer agrees.”’

c. Application of the standard of conduct to an account. The uniform fiduciary
standard of conduct should apply on an account-by-account basis, when providing
personalized investment advice about securities, pursuant to the written customer
agreement. Application on an account basis is consistent with they way firms currently
enter into agreements with customers, and document customer relationships. Application
on an account basis is also consistent with broker-dealers’ records requirements to
document investment objectives on an account basis.

d. Inclusion of traditional product sales or compensation. Traditional types of
broker-dealer product sales or compensation arrangements should not be viewed to violate
the standard of conduct. For example, the sale of proprietary-only, or other limited range
of products, should not violate the standard, as applied to a broker or dealer, provided there
is appropriate disclosure to and possibly consent by the customer, and the fiduciary (*best
interest of the customer’) standard is otherwise satisfied.”® In addition, receipt of
compensation based on commissions or other fees or standard forms of compensation
including, without limitation, annual marketing or distribution fees on mutual funds,
revenue sharing or shareholder accounting, should not violate the standard of conduct with
appropriate customer disclosure.*

The SEC might consider “scenario planning™ as part of the rulemaking process so
that it can comprehensively examine, taking a bottom-up approach, the areas of particular
concern to broker-dealers (e.g., advice involving principal trades, structured products,

*" There is, of course, a mandatory core to the fiduciary duty that cannot be overridden by
agreement. For example, the principal cannot authorize the fiduciary to act in bad faith. The
fiduciary must always act in good faith and deal fairly with and for the principal. See Sitkoft, 91
B.U. Law Rev. at 1046.

® 1

¥ 1
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hybrid accounts, complex investment strategies, concentrated positions, and receipt of
commissions and differential loads for different products). The SEC should provide the
necessary rule-based guidance regarding when the fiduciary duty begins and ends and what
disclosures and consents, if any, are necessary to satisfy the duty, and otherwise address
how broker-dealers can satisfy the uniform fiduciary standard of conduct under these
various scenarios.

3. Define “personalized investment advice.” The standard of conduct applies only
“when providing personalized investment advice about securities to retail customers.”
Thus, SEC rules should define with specificity which business activities fall within, and
which remain outside, the scope of “personalized investment advice.”¥

A general definition might provide that “personalized investment advice™ about securities
means investment recommendations about securities that are provided to address the
objectives or needs of a specific retail customer after taking into account the retail
customer’s specific circumstances. !

SEC rules should also provide specific guidance on personalized investment advice. For
. . . e . 2
example, personalized investment advice about securities should include:*

® communications to a specific customer recommending that the customer purchase
or sell one or more securities;

m communications about securities to one or more targeted customers encouraging
the particular customers to purchase or sell a security;

m technology that analyzes a customer’s financial or online activity and sends specific
investment suggestions that the customer buy or sell a security;43 and

0 SEC rules should likewise adequately define the term “retail customer” to appropriately
limit the scope of the new standard to, for example, natural persons that do not meet the “Qualified
Institutional Buyer,” or QIB, threshold.

4 Derived from p. 125 of the Study.
2 Derived from p. 124 of the Study.

# NASD Notice to Members 01-23, “Online Suitability” (“NTM 01-23”). NTM 01-23,
however, also cites several examples of electronic applications that would fall outside the
definition of “recommendation™ and thus, in our view, should also fall outside the definition of
personalized investment advice.
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discretionary decisions regarding securities bought, sold, or exchanged by the
person or firm exercising investment discretion.

Personalized investment advice about securities should #ot include: *

providing general research and strategy literature;

discussing general investment and allocation strategies;

seminar content that is not specific to a customer;

general marketing and education materials that are not specific to a customer;

financial planning tools and calculators that use customer information but do not
recommend specific securities;

broker-dealer investing web sites where retail customers use tools to analyze
securities to make self-directed investment decisions;

holding securities, including concentrated positions, or other complex or risky
investment strategies, at the customers’ request in a nondiscretionary account;

taking and executing unsolicited customer orders;

account and customer relationship maintenance {e.g., periodic contact to remind
customers to rebalance assets to match allocations previously established, absent
efforts to recommend changes to the allocation percentages);

needs analysis {(e.g., meetings to determine customers’ current and any new
investment objectives and financial needs);

providing ancillary account features and services (e.g., debit card, cash sweep, and
margin lending);

market making, absent efforts to recommend the traded securities;

underwriting, absent efforts to recommend the underwritten security;

* Derived generally from p. 126 of the Study, and Section 913 of the Dodd-Frank Act.



223

July 14,2011
Page 20 of 24

m referring customers to affiliated or third-party providers of financial or financial
related services; or

m use of social media to convey investment strategies to a broad audience.

4. Provide clear guidance regarding disclosure that would satisfy the uniform fiduciary
standard of conduct, Adequate disclosure guidance should be in place on or before the
date the Section 913 standard of conduct becomes operative. Otherwise, broker-dealers
cannot reasonably be expected to comply with or manage liability risks under the uniform
fiduciary standard.

Establishment of clear guidelines regarding what disclosure is adequate and reasonable is
particularly pressing for broker-dealers, whose activities involve conflicts that have not
previously been subject to a “customer best interest” standard of conduct. Without clear
guidelines, broker-dealers face the unquantifiable risk of courts and arbitrators second-
guessing the adequacy of their disclosure of these conflicts on a post-hoc basis, and
ultimately holding them liable as guarantors of their products or services based on
inadequate disclosure or consent. This, in turn, creates the very real risk that broker-
dealers would withdraw from offering many products and services, many of which are
helpful to investors who wish to develop portfolios tailored to their needs and tolerance for
risk.

a. Prospective guidance on disclosure should incorporate the following
Qrincigl.‘zs:"‘5

1. Clear disclosure. Section 913 of the Dodd-Frank Act requires
“simple and clear disclosures to investors.. 7% Retail customers will benefit from
disclosure that is concise, direct, and in plain English.

ii. A layered approach. Detail can overwhelm key facts. A layered
approach to disclosure should be used to provide retail customers with the clearest, most
relevant information at the time it is most important to their decision making, and therefore
most likely to be read, with greater detail simultaneously made available to the customer if
desired. For example, broker-dealers and investment advisers could provide printed
materials applicable to all retail customers at the time of account opening, with more
detailed disclosures that are relevant to particular transactions available on the internet.

* These principles were also set forth in the SIFMA RN 10-54 Comment Letter.

* Section 913(g) of the Dodd-Frank Act.
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iii. Web-based disclosure.” Web-based disclosure is an effective manner
to make immediate information available to many customers at a time that is most relevant
to their investment decisions. It is also well adapted to providing layered disclosure that
provides supplemental information to customers at the level of detail they desire.*® Web-
based information is also always available, while paper disclosures are easily discarded
and easily forgotten. Of course, paper disclosures should be provided to customers that
lack effective Internet access or that otherwise so request.

b. Specific disclosure guidance would address the following areas:

i Prospective customers. Web-based disclosures should accompany
web-based marketing materials for prospective customers that have had direct contact with
a broker-dealer.

il.  Account opening. Disclosures should include:

o the type of relationships available from the broker-dealer or
investment adviser, and the scope of the standard of conduct that
would apply to those relationships;

o the services that would be provided as part of the relationships,
and information about applicable fees;

o material potential conflicts of interest that apply to these
relationships, including conflicts arising from compensation

47 SIFMA has been a consistent advocate of the benefits of web-based disclosure for over
five years. See, e.g., Letter from George R. Kramer, Vice President and Acting General Counsel,
Securities Industry Association, to, Jonathan G. Katz, Secretary, SEC (April 12, 2004) (comments
on proposed point of sale disclosure requirements for transactions in certain mutual funds),
available at http://www.sec.gov/rules/proposed/s70604/sia041204.pdf; Letter from Elizabeth
Varley, SIFMA, to Department of Labor (Fuly 24, 2007) (comments on request for information
regarding fee and expense disclosures to participants in individual account plans), available at
http://www.sifma.org/issues/item.aspx?id=232: Letter from Ira D. Hammerman, Senior Managing
Director and General Counsel, SIFMA, to, Kim Allen, International Organization of Securities
Commissions (Oct 2, 2008), available at hitp://www.sifma.org/issues/item.aspx?id=355
(comments on IOSCO’s point of sale disclosure issues paper).

8 For example, where the customer has the ability to effectively access documents
furnished in electronic form, a “notice and access™ delivery option should be available, whereby
the firm posts material on its internet website and sends a notice to the customer that the materials
are available online. The SEC successfully followed this approach in the E-proxy rules. See
http://www.sec.gov/rules/final/2010/33-9108.pdf.
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arrangements, proprietary products, underwritten new issues,
types of principal transactions,” and customer consents thereto;

o the availability of many products under other fee structures and
from other providers;

o disclosure and consents regarding any aggressive or
sophisticated investment strategy, including concentrated
positions; and

o disclosures of the background of the firm and of its associated
persons, building upon existing systems, such as FINRA’s
BrokerCheck database.

iii.  Point-of-sale. If applicable, in appropriate circumstances, disclosures
might include: the nature of the product; the nature of the fees involved; and the specific
conflicts of interest applicable to that product. The regime should be sufficiently flexible
to allow for verbal disclosures with further details made available via confirmation or
online information.

iv.  Disclosure updates. Updates, if necessary or appropriate, should be
permitted through an annual notification that provides a website address where specific
changes to a firm’s disclosure are highlighted.

v.  Consents, generally. Guidance should be provided to clarify when a
customet’s affirmative consent is required and when it is not.™® When it is required, the
rules should facilitate obtaining customer consent, including, in appropriate circumstances,
through global consents granted at account opening. In general, the consent regime should
focus particular attention on ensuring that it can be practically implemented and readily
integrated into the current broker-dealer operational model. ™

* In omitting any reference to Section 206(3) of the Advisers Act in the legislative
language of Section 913 of the Dodd-Frank Act, the Congressional intent was to preserve for
broker-dealers the ability to engage in principal transactions under the uniform standard of conduect.
Accordingly, SEC rules should atfirmatively provide this relief for broker-dealers. See further
discussion on principal transactions in Section HL.C.5. infra.

¥ Section 913 of the Dodd-Frank Act does not appear to contemplate consent in every
instance. See Section 913(g)(1) (“...conflicts of interest shall be disclosed and may be consented
to by the customer.”).

' For example, as our industry has long argued, the Advisers Act framework for consent
to principal transactions would be unworkable for broker-dealers. See further discussion on
principal transactions in Section IIL.C.5. infra.
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vi.  Consents from existing customers.”> Guidance should be given that
would allow customers with accounts established prior to the effective date of the uniform
fiduciary standard to consent to disclosures of conflicts by continuing to accept or use
account services after receiving written disclosures.

Because customers often do not provide affirmative responses even to repeated requests
from broker-dealers, requiring written consent to conflicts from existing retail customers
would risk an interruption of services for these customers until the new account
arrangements were in place.

For existing retail customers, consent by continuing to accept or use account services after
disclosure should be permitted due to the impracticability of obtaining signatures from all
existing retail customers.

5. Preserve principal transactions. In omitting any reference to Section 206(3) of the
Advisers Act in the legislative language of Section 913 of the Dodd-Frank Act, Congress
intended to preserve for broker-dealers the ability to engage in principal transactions under
the uniform fiduciary standard of conduct. Accordingly, new SEC rules should
affirmatively provide this relief for broker-dealers. One possible formulation is as follows:

A broker-dealer may, acting as principal for his own account, sell any security to or
purchase any security from a customer, or acting as broker for a person other than such
customer, effect any sale or purchase of any security for the account of such customer, if
(A) such broker or dealer is not acting as an investment adviser in relation to such
transactions; or (B) the customer has consented in writing prospectively authorizing the
broker or dealer to act in any such capacity after receiving disclosure of material conflicts
of interest that the broker or dealer may have and the compensation or ranges of
compensation the broker or dealer may receive in such transactions.™

1Vv. Conclusion

SIFMA supports the Commission as it undertakes to address various, interrelated investor
protection concerns. We urge the Commission to newly articulate a uniform fiduciary
standard of conduct, rather than attempting to apply Section 206 legal precedent to the
broker-dealer business model with significant negative effects for investor protection and
choice. By adhering to the principles outlined above, and the additional principles noted in
our prior comment letters, the Commission can develop a regulatory structure for the
uniform fiduciary standard of conduct that ensures that investors are protected and are able
to access the financial services they want and need to achieve their investment goals.

*2 This point was also made in the SIFMA Section 913 Comment Letter.

> Modeled after the language of Section 206(3) of the Advisers Act.
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We hope we can continue to serve as a constructive and insightful voice of the securities
industry during the course of what we expect will be a significant undertaking and multi-
step process.

Sincerely yours,

P I i

Ira D. Hammerman
Senior Managing Director
and General Counsel

ce:  Luis A. Aguilar, Commissioner
Kathleen L. Casey, Commissioner
Troy A. Paredes, Commissioner
Elisse B. Walter, Commissioner
Robert W. Cook, Director, Division of Trading and Markets
Eileen P. Rominger, Director, Division of Investment Management
Jennifer B. McHugh, Senior Advisor to the Chairman
Rule-comments@isec.gov
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Executive Summary

Investment advisers manage assets for a wide array of individual and institutional
investors. Currently, approximately 11,500 investment advisers are registered with the SEC,
collectively managing assets totaling $43.8 trillion for more than 14 million individual and
institutional clients. Investment advisers engage in a wide range of advisory activities and
investment strategies on behalf of their clients, including constructing securities portfolios
pursuant to client directives, recommending a particular asset allocation plan, providing portfolio
analysis and evaluation, assisting in selecting and monitoring other advisers, and providing
wealth management or financial planning services. In addition to those activities, some of which
are more oriented toward individual clients, investment advisers manage assets for mutual funds,
hedge funds, private equity funds, pension plans, state and municipal entities, banks, insurance
companies, charitabie endowments, foundations, and corporations, and serve as sub-advisers to
funds offered by other advisers. These activities play a critical role in helping investors, both

individually and through pooled investment vehicles, achieve their financial goals.
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While investment advisory firms run the gamut from small, local or regional firms to
large global financial institutions with varying business models, the overwhelming majority of
investment advisory firms are small businesses. Indeed, half of all federally-registered advisers
employ fewer than five and more than two-thirds employ fewer than ten non-clerical employees.
The legal and regulatory regime for the advisory profession must be sufficiently robust and
flexible to address the enormous diversity among advisers. This flexibility is provided for in the
Investment Advisers Act of 1940 (Advisers Act), which prescribes a largely principles-based

statutory framework governing the conduct of those who provide investment advice.

The core principle underlying the Advisers Act is the fiduciary duty imposed on
investment advisers, in whom clients place their trust and confidence. As fiduciaries, investment
advisers must act in their clients’ best interests at all times, placing their clients’ interests above
their own. The fiduciary duty thus serves as a bedrock principle of investor protection. The IAA
believes that the fiduciary standard of care should apply to the relationship with all clients who
receive personalized investment advice about securities, regardless of which financial

professional is providing the advice.

Section 913 of the Dodd-Frank Act directed the SEC to conduct a study of the standards
of care applicable to investment advisers and broker-dealers. It also authorized the SEC to
promulgate rules providing that the standard of conduct for brokers, dealers, and investment
advisers when providing personalized advice about securities to retail customers shall be to act in
the best interest of the client without regard to the financial or other interest of the broker, dealer,
or investment adviser. Section 913 further specified that, if the SEC promulgates such rules, the

standard of conduct be no less stringent than the fiduciary duty imposed by the Advisers Act.

After extensive study, the SEC released its Section 913 staff report recommending that it
issue rules providing for a uniform fiduciary standard for both advisers and broker-dealers
providing personalized advice about securities to retail clients, along with rulemaking or
interpretive guidance addressing the components of the standard. We support the SEC staff’s
recommendation, but would oppose any measures that would weaken or water down the

fiduciary standard for advisers in the process.

()
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The Advisers Act fiduciary duty is well-established and has been consistently interpreted
and enforced for decades by the SEC and the courts. While we appreciate the desire for
specificity by brokers unfamiliar with fiduciary duties, we are concerned that in the process of
providing that guidance, the SEC may inadvertently create an inflexible narrowly tailored regime
antithetical to the principles-based underpinning of the fiduciary standard. One of the greatest
strengths of the fiduciary standard is precisely its breadth — the standard has allowed the
regulation of advisers to remain dynamic and relevant in changing business and market

conditions.

The 1AA has consistently supported this overarching fiduciary duty as a core component
of meaningful regulation of the investment advisory profession. However, effective examination
of advisers is also a critical component of meaningful oversight. To achieve this goal, we
continue to support strongly regulation and oversight by the SEC, a single governmental
regulator, fully accountable to Congress and the public, subject to rules mandating transparency,

and that places investor protection as its paramount mission.

Dodd-Frank Act Section 914 directed the SEC to conduct a study to review and analyze
the need for enhanced examination and enforcement resources of investment advisers. The SEC
issued a staff report expressing concern that it will not have sufficient capacity to conduct
effective examinations of investment advisers with adequate frequency, and setting forth three
options for addressing this concern: (1) imposing user fees on federally-registered investment
advisers to fund their examinations by the SEC; (2) authorizing one or more SROs to examine all
SEC-registered investment advisers; and (3) authorizing FINRA to examine dual registrants for
compliance with the Advisers Act. In its analysis of these options, the report finds the greatest
number of advantages, and the least number of disadvantages, with respect to user fees. It also
includes a thorough discussion of the problems inherent in designating an SRO for the diverse
investment advisory profession. Other reputable reports and studies — including by the Chamber
of Commerce, the Government Accountability Office, and an independent consultant retained by

the SEC — also catalogue the drawbacks, costs, and inefticiencies of the SRO model.
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We strongly oppose an SRO for the advisory profession. The substantial drawbacks to an
SRO outweigh any potential benefits. These drawbacks include insufficient transparency,
accountability, and oversight by the SEC and Congress, due process issues in disciplinary
proceedings, and the absence of any requirement for a cost-benefit analysis for proposed rules.
Further, the substantial costs and bureaucracy of an additional, unnecessary layer of SRO
regulation and oversight would have a significant adverse impact on small businesses and job
creation. For these reasons, we oppose the draft legislation circulated last week that would
require investment advisers to become members of an SRO, subject to SRO rules, regulations,
and oversight. We particularly oppose extending FINRA’s jurisdiction to investment advisers for
these reasons and due to its questionable track record and bias favoring the broker-dealer

regulatory model.

The SEC, with its 70 years of substantive expertise and experience with the Advisers Act,
is in the best position to govern the activities of advisers. We also believe that the costs of user
fees would be significantly less than the costs to the industry for SRO oversight because the SRO
would need to hire, train, and oversee inspection staff, develop investment adviser expertise, and
incur significant start-up costs. Further, as documented in the recent Boston Consulting Group
study required under Section 967 of the Dodd-Frank Act, the SEC would still have to expend
significant resources to exercise appropriate oversight of the SRO; indeed, this independent
study recently concluded that the SEC does not provide sufficient oversight of the SROs

currently under its jurisdiction, particularly FINRA.

We believe that the SEC should continue its implementation of reforms designed to
streamline and enhance its investment adviser examination program with existing resources.
Further, the number of investment advisers under SEC jurisdiction will decrease substantially as
a result of provisions in the Dodd-Frank Act. Should the combination of streamlined
examinations and re-allocated SEC resources, together with the decrease in the number of
advisers, fail to alleviate concerns about the examination program - and, as an alternative to an
SRO - we believe that Congress should consider properly structured user fees. We would be
pleased to assist the Subcommittee in drafting such legislation, which should include provisions

that: (1) specifically preclude any investment adviser SRO if such fees are imposed; (2) clarify
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that such user fees will be dedicated to an increased level of investment adviser examinations
(instead of simply being used as substitute funding for the existing level of examinations); and
(3) set forth specific reporting requirements and review of any such user fees by Congress and

the public.

The user fee approach provides many benefits. User fees would provide stable yet
scalable resources to support and strengthen the Commission’s examination of investment
advisers. The fees collected would be used solely to fund enhancements to the investment
adviser examination program, and set a level designed to achieve an acceptable frequency of
examinations. This stable source of funding would enable the SEC staff to conduct long-term
strategic planning, especially with respect to technological modernization that could enhance its
risk assessment and monitoring capabilitics. Importantly, the reporting and accountability
embedded in the user fee approach would provide substantial transparency and opportunity for

congressional oversight and public input.

We look forward to participating fully in the discussion of how best to protect the
interests of investors by ensuring effective and efficient oversight of investment advisers and

other financial services providers.
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Introduction

The Investment Adviser Association (IAA)! greatly appreciates the opportunity to appear
before the Subcommittee today to discuss the studies mandated by the Dodd-Frank Act on the
standards of care applicable to broker-dealers and investment advisers and on the need for

enhanced examination resources for investment advisers.

The TAA commends the Subcommittee for convening this hearing. We support
appropriate rulemaking by the SEC to ensure that investors receive investment advice that is
given in their best interest, regardless whether the advice is provided by an investment adviser or
broker-dealer.> We also strongly support giving the SEC the tools it needs to conduct an
effective investment adviser examination and oversight program.® The TAA stands ready to
assist the Subcommittee in undertaking the critical task of ensuring robust protection for all

investors.

I The TAA Supports the SEC Staff Recommendation to Apply the Fiduciary Duty
Standard to Advisers and Brokers.

Section 913 of the Dodd-Frank Act required the SEC to conduct a study and submit a
report to Congress evaluating the current standards of care for broker-dealers and investment

advisers providing personalized investment advice and recommendations about securities to

! The 1AA is a not-for-profit association that represents the interests of SEC-registered investment adviser firms.
Founded in 1937 as the Investment Counsel Association of America, the IAA’s membership consists of more than
500 firms that collectively manage in excess of $10 trillion for a wide variety of individual and institutional
investors, including pension plans, trusts, investment companies, private funds, endowments, foundations, and
corporations. For more information, please visit our web site: www investmentadviser.org.

* Letter from David G. Tittsworth, Exec. Dir., [AA, to Elizabeth Murphy, Secretary, SEC re: Study Regarding
Obligations of Brokers, Dealers, and Investment Advisers, Rel. No. [A-3058; File No. 4-606 (Aug. 30, 2010) (“1AA
Section 913 Letter’™), available on our web site under “Comments & Statements.”

? Letter from David G. Tittsworth, Exec. Dir., IAA, to Elizabeth Murphy, Secretary, SEC, re: SEC Study on
Enhancing Investment Adviser Examinations under Section 914 of the Dodd-Frank Wall Street Reform and
Consumer Protection Act, (Oct. 19, 2010) (“IAA Section 914 Letter”), available on our web site under “Comments
& Statements.” See also Strengthening Investor Protection, Enhancing Oversight of Private Pools of Capital, and
Creating a National Insurance Office Hearing Before the H. Comm. on Fin. Services, 111th Cong. (Oct. 6, 2009)
(statement of David G. Tittsworth, Exec. Dir. and Exec.Vice President, [AA), available on our web site under
“Comments and Statements.”
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retail customers. In the study, the SEC was required to assess whether there are gaps in the
relevant law and regulations, evaluate the effectiveness of current standards of care, and consider
many other topics such as the potential impact and cost of regulatory changes. Section 913
further authorizes the SEC to promulgate rules to provide that the standard of care for investment
advisers and broker-dealers when providing personalized investment advice to retail customers is
to act in the best interest of the customer without regard to the financial or other interest of the
broker or adviser. The law provides that this standard is to be no less stringent than the fiduciary

duty currently applicable to investment advisers under the Advisers Act.

Section 913 includes provisions specifically designed to address broker-dealers’ concerns
raised during congressional consideration of the Dodd-Frank Act about the application of
fiduciary duty to their business practices. Among other things, these provisions confirm that
charging commissions and offering proprietary products do not constitute breaches of fiduciary
duty. In addition, Section 913 provides that application of the fiduciary duty does not in and of
itself require brokers to have a continuing duty to a retail customer after providing investment

advice.

The Commission established a cross-divisional staff task force to conduct the study and
submitted its final report to Congress on January 22, 2011.% After extensive review and
consideration of the factors set forth by Congress, the SEC released its staff report
recommending that the SEC establish a uniform fiduciary standard for investment advisers and
broker-dealers when providing investment advice about securities to retail customers that would
require advisers and brokers to act in the best interests of their clients. The report recommends
that this standard be consistent with, and no less stringent than, the standard applied to
investment advisers under the Advisers Act. The report recommends that the Commission
engage in rulemaking or guidance addressing the minimum components of the uniform fiduciary

standard to provide guidance for brokers unfamiliar with the standard.

* Staff of the U.S. Sccurities and Exchange Commission, Study on Investment Advisers and Broker-Dealers (Jan.
21,2011) (“913 Report™).
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Importantly, the staff expressed its view that existing guidance and precedent under the
Advisers Act regarding fiduciary duty will continue to apply. The staff report made a number of
recommendations designed to address brokers’ concerns about cost, investor choice, and the
scope of the duty. Further, the staff considered but rejected alternatives to the uniform fiduciary
standard that would result in imposing the entire investment adviser regulatory regime on broker-
dealers. The staff, however, recommended consideration of harmonization of broker-dealer and
adviser regulation in certain areas “to the extent that harmonization appears likely to add

meaningful investor protection.”™

SEC Commissioners Casey and Paredes issued a joint dissenting statement to the Section
913 Report expressing their view that the Report did not include sufficient analysis of the
potential costs of changes to regulation or adequate discussion of whether there is in fact a
problem with the current regulation of broker-dealers and advisers. On March 17, Chairman
Garrett and other members of the Capital Markets Subcommittee sent a letter to Chairman
Schapiro expressing similar concerns. SEC Chairman Schapiro has stated that she has requested
the staff to conduct further analysis of these issues. We appreciate the need for thorough cost-

benefit analysis in the rulemaking process and support the SEC’s additional efforts in this regard.

1. The Fiduciary Standard of Care Provides More Protection to Investors than the Suitability
Standard.

The TAA strongly supports the SEC staff recommendation to apply a fiduciary standard
no less stringent than that currently applied to investment advisers to both investment advisers
and brokers who provide personalized investment advice about securities to retail clients. The
fiduciary duty is the highest standard of care recognized under the law and serves as a bedrock

principle of investor protection.

Pursuant to the Advisers Act, as a fiduciary, “an investment adviser must at all times act

in its clients’ best interests, and its conduct will be measured against a higher standard of conduct

fd at 102.
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than that used for mere commercial transactions.”® In practical terms, fiduciary duty means that,
in the course of providing advice to clients, advisers must disclose all material information and
conflicts of interest to their clients, including the fees that they charge, how they plan to
recommend securities to clients, and any material disciplinary information involving the firms or
their investment personnel. Moreover, as fiduciaries, advisers must treat their clients fairly and
not favor one client over another, especially if they would somehow benefit from favoring one
particular client or type of client. Most important, whenever the interests of investment advisers
differ from those of their clients, advisers must explain the conflict to the clients and act to
mitigate or eliminate it, ensuring they act in the interests of the client and not for their own

benefit.

This well-established standard has been consistently interpreted and applied by the SEC
and the courts to require investment advisers to serve their clients with the highest duty of loyalty
and duty of care.” Among the specific obligations that flow from an adviser’s fiduciary duty are:
(1) the duty to have an adequate, reasonable basis for its investment advice; (2) the duty to seek
best execution for clients’ securities transactions where the adviser directs such transactions; (3)
the duty to render advice that is suitable to clients’ needs, objectives, and financial
circumstances; (4) the duty not to subrogate clients’ interests to its own; (5) the duty not to use
client assets for itself; (6) the duty to maintain client confidentiality; and (7) the duty to make full

and fajr disclosure to clients of all material facts, particularly regarding conflicts of interest.®

® Thomas P. Lemke and Gerald T. Lins, Regulation of havestment Advisers, at 2:33 (2010); see also SEC v, Capital
Gains Research Bureauy, 375 U.S. 180 (1963) (“Capital Gains™).

" In a seminal decision in 1963, the U.S. Supreme Court held that the Advisers Act imposes a fiduciary duty on
investment advisers. The Court found embodied in the Advisers Act an adviser’s affirmative duty of utmost good
faith and full and fair disclosure of all material facts to its clients as well as an affirmative obligation to employ
reasonable care to avoid misleading its clients. Capital Gains, supra note 6. These duties of a fiduciary were applied
by the SEC and the courts long before the Supreme Court in Capital Gains found them to be embodied in the anti-
frand provisions of the Advisers Act. See, e.g., In the Matter of Arleen W. Hughes, Exchange Act Rel. No. 4048
(Feb. 18, 1948).

# See Amendments to Form ADV, Investment Advisers Act Rel. No. TA-3060, (July 28, 2010); Suitability of
Investment Advice Provided by Investment Advisers; Custodial Account Statements for Certain Advisory Clients,
Investment Advisers Act Rel. No. [A-1406, note 3 (Mar. 16, 1994) (“Suitability Release”) (noting duty of full
disclosure of conflicts of interest, duty of loyalty, duty of best execution, and duty of care); Applicability of
Investment Advisers Act to Financial Planners, Pension Consultants, and Other Persons Who Provide Investment
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Broker-dealers that manage assets for clients under discretionary authority or for a fee are
already subject to the Advisers Act fiduciary duty.” The existing standard of care for broker-
dealers that provide non-discretionary advice for a commission, such as making
recommendations about securities to brokerage customers, is the suitability standard. Under
FINRA Rule 2310, broker-dealers that provide investment advice to retail customers are required
to ensure that the advice is “suitable” for the client. In addition, FINRA Rule 2010 requires
broker-dealers when dealing with customers to “observe high standards of commercial honor and
just and equitable principles of trade.” The FINRA rules are essentially standards of fair

treatment reflecting a commercial relationship rather than a relationship of trust and confidence.

The broker suitability standard differs significantly from the Advisers Act fiduciary duty.
Indeed, the duty to provide suitable investment advice is merely one aspect of the fiduciary
duty. 1 For example, brokers under a suitability duty may make recommendations or make
investment decisions as long as they are “suitable” for that client under the client’s particular
circumstances, even if they are not in the best interests of the client. Moreover, even if brokers
are motivated to provide particular advice because significant benefits accrue to them (such as
receipt of a financial benefit for recommending a particular security), suitability does not require

disclosure of such conflicts.

Virtually every regulator, consumer, and industry group that has commented on this issue

agrees that the fiduciary standard provides more protection to investors than the suitability

Advisory Services as a Component of Other Financial Services, Investment Advisers Act Rel. No. TA-1092, (Oct.
16, 1987) (discussing fiduciary duties); see also Capital Gains, supra note 6.

* The SEC has interpreted the exclusion for brokers from investment adviser regulation as not extending to broker-
dealers that have discretionary authority over client assets. See, e.g., Opinion of the General Counsel Relating to
Section 202(a)(11)(C) of the Investment Advisers Act of 1940, Investment Advisers Act Rel. No. 2 (Oct. 28, 1940);
Certain Broker-Dealers Deemed Not To Be Investment Advisers, Investment Advisers Act Rel. No. 2340 (Jan. 6,
2005); see also Letter from Christopher Gilkerson, Charles Schwab & Co., Inc. to Elizabeth Murphy, Secretary,
SEC (Aug. 30, 2010).

1 See Suitability Release, supra note 7 (“Investment advisers are fiduciaries who owe their clients a series of duties,
one of which is the duty to provide only suitable advice”).
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standard.!" The SEC, state regulators, consumer advocates, academics, financial commentators,
and industry trade groups representing investment advisers, financial planners, investment
companies, private fund advisers, and broker-dealers have written in support of extending
fiduciary duty to all financial professionals giving advice.'> Indeed, the major trade association

representing broker-dealer firms supports the SEC staff recommendation as well. 13

A vocal minority of brokers has argued that extending the Advisers Act fiduciary duty to
brokers will disrupt business models and reduce investor choice. These arguments are not

supported by any facts or evidence. The Advisers Act fiduciary duty has accommodated a broad

" During an October 2009 hearing before the House Committee on Financial Services, Rep. Spencer Bachus asked
cach of the witnesses on the panel on Strengthening Investor Protection whether fiduciary duty or suitability was the
higher standard. Each witness responded that fiduciary duty was the higher standard: Denise Voigt Crawford,
Texas Securities Commissioner, Securities Administrators Board, on behalf of the North American Securities
Administrators Association; Richard Ketchum, Chairman and CEQ, Financial Industry Regulatory Authority;
Mercer E. Bullard, Founder and President, Fund Democracy, Inc.; John Taft, Head of Wealth Management, RBC
Wealth Management, on behalf of the Securities Industry and Financial Markets Association; David G. Tittsworth,
Executive Director, IAA; Bruce W. Maisel, Vice President and Managing Counsel, General Counsel’s Office,
Thrivent Financial for Lutherans, on behalf of the American Council of Life Insurers; see also Statement of David
G. Tittsworth, Exec. Dir. and Executive Vice President, JAA, supra note 3; Industry Perspectives on the Obama
Administration’s Financial Regulatory Reform Proposals, Hearing Before the H. Comm. On Fin. Servs., 111th
Cong. 16 (July 17, 2009) (statement of Paul Schott Stevens, President and CEQ, Investment Company Institute);
Enhancing Investor Protection and the Regulation of Securities Markets — Part Il, Hearing Before the S. Comm. On
Banking, Housing and Urban Affairs, 111th Cong. 12 (Mar. 26, 2009) (statement of Fred J. Joseph, Colorado
Securities, Comm’r and President, North American Securities Administrators Association, Inc.); Enhancing Investor
Protection and the Regulation of Securities Markets - Part I, Hearing before S. Comm. On Banking, Housing and
Urban Affairs, 11 1" Cong. (Mar. 26, 2009) (statement of Barbara Roper, Consumer Federation of America); Letter
from 1AA, Consumer Federation of America, Fund Democracy, NASAA, Financial Planning Association, National
Association of Personal Financial Advisers, and CFP Board of Standards to the Hon. Barney Frank and the Hon.
Spencer Bachus, H. Comm. on Fin. Servs. (July 14, 2009), available on our web site under “Comments and
Statements.”

2 See 913 Report, supra, note 4, at 107, see also, e.g., Jane Bryant Quinn, Will Brokers Have to Put Your Interest
First?, janebryantquinn.com, (May 6, 2010), available at htp./ianebryaniquinn. com/2010/0 3/ will-brokers-have-to-
put-vour-interests-first/; Tara Siegel Bernard, Trusted Adviser or Stock Pusher? Finance Bill May Not Settle It, N.Y.
Times, Mar. 3, 2010, available at hup://www. nytimes. com/2010/03/04/your-money/brokerage-and-bank-
accounts/04advisers html; Paul Sullivan, Broker? Adviser? And What's the Difference, NY. Times, Feb. 18, 2010,
available hitp:/fwww nytimes.con/201 0/02/18/vour-money/financial-planners/1 STRUST html; Tara Siegel Bernard,
Struggling Over a Rule for Brokers, N.Y. Times, Feb. 15, 2010, available ar

hitp:/hwww. nvtimes.com/2010/02/16/business/ I 6adviser. html; Jason Zweig, The Fight Over Who Will Guard Your
Nest Egg, Wall St. 1., Mar. 28, 2009, available at htip //online wsi.com/article/SB1 2381959624226 1401 hrml.

'3 See Letter from Ira D, Hammerman, Senior Managing Director and General Counsel, SIFMA, to Mary L.
Schapiro, Chairman, SEC, re: Framework for Rulemaking under Section 913 (Fiduciary Duty) of the Dodd-Frank
Act (July 14, 2011) (“SIFMA 913 Framework Letter”). See also SEC Standard of Care Study Recognizes Strengths
of Broker-Dealer Regulatory System, Financial Services Institute Press Rel. (Jan. 24, 2011) (commending SEC staff
for addressing FSI concerns regarding fiduciary standard).
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spectrum of advisory-related activities and vastly different business models for many decades.
One of the strengths of the fiduciary standard is its flexibility to apply to a range of activities and
services. Extension of this flexible standard will not result in less investor choice or wholly
infeasible requirements on those who choose to provide advice to individual clients.”* For
example, opponents of the fiduciary duty base their claims on the incorrect assumption that
brokers would no longer be able to charge commissions or provide advice about proprietary
products. That is not the case now under the Advisers Act fiduciary duty, and indeed Section
913 and the SEC staff report confirm that brokers will continue to be able to charge commissions

and advise regarding proprietary products under the fiduciary standard.

It is also important to note that the SEC staff’s recommendation will not impose the
Advisers Act fiduciary duty on all broker-dealer activity. The recommendation narrowly
addresses only the provision of persenalized investment advice about securities to retail clients.

The fiduciary duty would not, for example, apply to market-making or underwriting activities.

2. SEC Should Resist Efforts to Weaken the Advisers Act Fiduciary Duty.

We believe that the key issue is not whether brokers should have a fiduciary duty when
giving personalized investment advice about securities to retail clients, but how that duty should
be implemented. To that end, we applaud the SEC staff’s recommendation that existing
guidance and precedent under the Advisers Act fiduciary duty will continue to apply to
investment advisers and be extended to broker-dealers, as applicable. The Advisers Act fiduciary
duty is well-established, has been consistently interpreted by courts and the SEC for decades, and

has worked well in protecting investors.

We strongly disagree with those who assert that the existing case law, guidance and other
legal precedent developed under the Advisers Act should not apply to broker-dealers and that an

entirely new body of law should be developed - in effect a new standard. These commenters

" See, e.g. Letter from Barbara Roper, Director of Investor Protection, Consumer Federation of America, to
Spencer Bachus, Chairman, H. Comm. on Fin. Sves,, et al,, (May 9, 2011), available at
http://www.consumerfed.ore/pdfs/CFA-fiduciary-consequences-letter-5-9-201 I .pdf,
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argue that, because the fiduciary duty case law was not developed in the context of broker-dealer
business models, they are not able to “gauge compliance with, or legal exposure under, the
Advisers Act,” and believe that existing fiduciary duty precedent would “undermine the broker-

dealer model.”"?

This assertion is not supported by the facts. Tndeed, brokers that provide
discretionary advice or advice for a fee, as well as financial planners, have operated under the
fiduciary duty for many years. Further, as noted by the SEC staff report, brokers have been
subject to fiduciary duty pursuant to state law under various circumstances. % We recognize,
however, that certain issues unique to the broker-dealer business model, such as principal
trading, may need to be addressed under the fiduciary standard. The SEC staff appropriately has
indicated its intent to provide guidance regarding these issues. In so doing, it is not necessary to

implement a new or different standard that potentially could weaken or alter the fiduciary duties

owed by investment advisers or by brokers providing discretionary advice.

Further, preserving the interpretations and precedents under the Advisers Act brings with
it the benefit of ensuring that the fiduciary duty applies equally to all investment advisory clients,
whether individual or institutional. Section 913 authorizes the SEC to adopt rules for “retail
customers or clients (and such other customers or clients as the Commission may by rule
provide).” The provision’s focus on applying the fiduciary duty to brokers when they give
“personalized investment advice to retail customers™ should not lead to modification of
investment advisers’ fiduciary duty applicable to all clients, both retail and institutional. The
TAA strongly believes that all investment advisory clients deserve the protections afforded by the
Advisers Act fiduciary duty. Different standards of care may result in lowering the current
standard with regard to certain advisory clients and result in inconsistent application of the law to

similar facts, an outcome we would oppose.

The SEC staff report recommends that the Commission provide guidance addressing the
parameters (e.g., definition of personalized investment advice) and components of the fiduciary

duty, including identifying specific examples of conflicts of interest to assist brokers unfamiliar

' SIFMA 913 Framework Letter, supra note 13.

1©913 Report, supra note 4, at 54.
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with the fiduciary duty. Although we do not take issue with this approach conceptually, we
would urge the Commission in so doing not to reduce the obligations that flow from fiduciary
duty to a checklist or prescriptive set of narrowly tailored rules. "7 The breadth and flexibility of
the fiduciary duty of investment advisers have allowed the regulation of investment advisers to
remain dynamic and relevant in changing business and market conditions. ¥ Because the duty is
a principles-based standard and investment advisers must place the interests of their clients
before their own in every circumstance, the overarching fiduciary duty of investment advisers

cannot - and should not - be circumscribed by a rule book, no matter how voluminous.

We have offered to work with the SEC to develop strong, sensible regulations that
maintain the investor protection of advisers’ current fiduciary duty under the Advisers Act and to

extend this protection to all retail customers receiving personalized investment advice.

3. Any “Harmonization” of Broker-Dealer and Investment Adviser Regulations Should
Recognize that Adviser Regulation Is Specifically Designed for Advisory Activities.

The SEC staff report extensively reviewed the investment adviser and broker-dealer
regulatory frameworks and discussed a number of potential areas in which the Commission
could consider harmonizing differences in these regimes. The staft took a thoughtful approach in
recommending harmonization in both directions ~ that is, application of certain Advisers Act
rules to brokers and application of certain broker rules to advisers. We nevertheless would

encourage the Commission to continue to bear in mind that the Advisers Act rules and

17 See Michael Koffler, Six Degrees of Separation: Principles to Guide the Regulation of Broker-Dealers and
Investment Advisers, 41 Sec. Reg. & Law Rep. 776 (Apr. 27, 2009) (“Given the equitable nature of fiduciary law, it
is not tenable to set forth a fiduciary’s responsibilities in a detailed manner or to specify a convention to govern their
activity. Nor would it be in the public interest to do so. And it certainly would not be consistent with the way
fiduciary law has evolved and been interpreted for hundreds of years™).

'8 Over the years, the SEC has favored a flexible approach to fiduciary duty. See, e.g., Investment Adviser Codes of
Ethics, Investment Advisers Act Rel. No. 1A-2256 (July 9, 2004) (“proposal left advisers with substantial flexibility
to design individualized codes that would best fit the structure, size and nature of their advisory businesses™);
Compliance Programs of Investment Companies and Investment Advisers, Investment Advisers Act Rel. No. JA-
2204 (Dec. 17, 2003) (“Commenters agreed with our assessment that funds and advisers are too varied in their
operations for the rules to impose of a single set of universally applicable required elements.”); Proxy Voting by
Investment Advisers, Investment Advisers Act Rel. No. 1A-2106 (Jan. 31, 2003) (“Investment advisers registered
with us are so varied that a ‘one-size-fits-all’ approach is unworkable.”).
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regulations are specifically designed for the provision of investment advice, whereas the broker-

dealer regime is designed for different core activities.

Despite the investment advisory profession’s wide range of ownership structures,
investment strategies, and business models, the core of the profession is portfolio management.
Virtually all SEC-registered investment advisers have ongoing discretionary authority to make
investment decisions on behalf of their clients. 68% of the more than 11,500 SEC-registered
investment advisers are not engaged in any business activity other than giving investment advice.
Only 561 SEC-registered investment advisers (4.86 %) are dually registered as broker-dealers. 1
While investment advisers are generally focused solely on managing client assets or financial
planning, broker-dealers engage in a wider range of activities, including selling securities,
mutual funds, and variable annuities; selling interests in limited offerings or private placements;
margin lending; securities lending; taking custody of client funds or securities; executing trades;
acting as a market maker, dealer, syndicator or underwriter; acting as a distributor for issuers;

and engaging in stock exchange floor activitics.

Many of the differences in the regulations governing brokers-dealers and investment
advisers appropriately reflect their different business models and the services they provide. For
example, different rules apply to disclosure, codes of ethics, proxy voting, contractual
requirements, and advertising.”” Broker-dealer rules derive from the historic role of brokers
executing transactions and selling financial products to consumers (thus, the brokerage industry

is commonly referred to as the “sell side”™).”' Investment adviser rules derive from the historic

' In 2011, 87.7% of all investment advisers reported having discretionary authority over client accounts. Indeed, of
the $43.8 trillion assets under management reported by SEC-registered advisers in 2011, only $5 trillion were
reported as non-discretionary. See Investment Adviser Association and National Regulatory Services,
Evolution/Revolution 2011: A Profile of the Investment Advisory Profession (August 201 1) (“Evolurion/Revolution
20117), at4. Data presented are as of May 1, 2011. In addition, approximately 75.6% of advisers provide portfolio
management for individuals and/or small business, 63.7% of advisers provide portfolio management for business or
institutional clients (other than mutual funds); 41.3% of advisers provide financial planning services; and 31% of
advisers assist clients in selecting other advisers. Id at 15.

% An exhaustive comparison of the various regulations applicable to broker-dealers and investment advisers when
providing investment advice is attached as Appendix A to the IAA Section 913 Letter, supra note 2.

! Proponents of “harmonization” at times fail to discern basic differences between the sales-based, transaction-
oriented brokerage industry and ongoing advisory services provided by the investment advisory profession. See, e.g.
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role of advisers in providing investment advisory services to clients, including managing client

portfolios (thus, the advisory profession is commonly referred to as the “buy side™).

Despite major changes in both the brokerage and advisory industries during the past 70
years, there continue to be significant differences between the core activities of most broker-
dealers and most investment advisers. The range in which brokers” and advisers” activities
overlap is relatively narrow. Accordingly, we believe it would be inappropriate and
counterproductive to import the sales-based broker-dealer regime for investment advisers or to
impose Advisers Act protections on non-advisory activities of broker-dealers. We have offered
to work with the Commission to analyze thoughtfully any areas in which enhancement of
investment adviser regulation would provide additional meaningful protections to advisory

clients.

il The IAA Supports Efforts to Strengthen the SEC’s Investment Adviser Examination
Program.,
The JAA has consistently supported meaningful regulation of the investment advisory
profession, including an effective examination program. We support the SEC’s efforts to

. . . . 2
strengthen the examination program for investment advisers. ™

Section 914 of the Dodd-Frank Act required that the SEC conduct a study to review and
analyze the need for enhanced examination and enforcement resources for investment advisers.
Section 914 required the examination of: (1) the number and frequency of examinations of
investment advisers by the SEC over the five years preceding the date of the enactment of the

Dodd-Frank Act; (2) the extent to which having Congress authorize the SEC to designate one or

Madoff Investment Securities Fraud: Regulatory and Oversight Concerns and the Need for Reform, Hearing Before
S. Comm. on Banking, Housing and Urban Affairs, 11 1™ Cong. (Jan. 27, 2009) (statement of Stephen Luparello,
Interim Chief Executive Officer, FINRA) (the solution is “greater regulatory harmonization — creating a regulatory
system that gives retail investors the same protections and rights no matter what product they buy,” including that
for every “transaction,” there be consistent: (1) licensing requirements; (2) advertising requirements; (3)
“appropriateness” standards for products, and (4) full disclosure for the “products being sold.”) (emphasis added).

2 See, e.g., Letter from David G. Tittsworth, Exec. Dir., IAA, to The Hon. Mary L. Schapiro, Chairman, SEC re:
SEC Exams of Investment Advisers (July 29, 2009), available on our web site under “Comments and Statements.”
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more SROs to augment the SEC’s oversight of investment advisers would improve the frequency
of examinations of investment advisers; and (3) current and potential approaches to examining
the investment advisory activities of dually-registered broker-dealers and investment advisers

and registered investment advisers that are affiliated with a broker-dealer.

In January, the staff of the SEC delivered the required report to Congress™ reflecting
concern regarding the SEC’s capacity to inspect investment advisers and setting forth a range of
options for enhancing investment adviser examinations, including: (1) imposing user fees on
federally-registered investment advisers to fund their examinations by the SEC; (2) authorizing
one or more SROs to examine all SEC-registered investment advisers; and (3) authorizing

FINRA to examine dual registrants for comphiance with the Advisers Act.**

In the report, the SEC staff found that the SEC’s oversight capabilities had not kept pace
with the recent growth in the investment advisory profession and that, as a result, the frequency
of investment adviser examinations has decreased significantly. Although the number of SEC-
registered investment advisers is expected to fall significantly due to changes mandated by
Dodd-Frank,” the report projects that there could be as many as 13,908 registered advisers
collectively managing more than $70 trillion by fiscal year 2021. The report further states that
even if the SEC hires more examiners, the number of examination staff is unlikely to keep pace
with future growth among advisers. Additionally, the staff notes that SEC's new examination
obligations under Dodd-Frank will “further strain resources.” These concerns form the basis for

the staff’s recommendation that Congress should consider the user fees and SRO options.

* Staff of the Division of Investment Management of the U.S. Securities and Exchange Commission, Study on
Enhancing Investment Adviser Examinations (Jan. 19, 2011) (“914 Report™).

* Because fewer than 5% of registered investment advisers are members of FINRA, the savings the SEC would
derive from delegating Advisers Act examination authority for these advisers to FINRA is limited. Therefore, this
third option is acknowledged in the report as a less comprehensive solution and has not drawn wide support.

* The SEC staff estimated that after implementation of Title IV of the Dodd-Frank Act (increasing the threshold for
federal registration of investment advisers from $25 million to $100 million in assets under management and
requiring certain private fund advisers to register with the SEC) the number of registered advisers would drop 28.2%
from 11,888 to 8,538. 914 Report, supra note 23, at 16-17. We note that these numbers will need to be revised. See
Rules Implementing Amendments to the Investment Advisers Act of 1940, Investment Advisers Act Rel. No. JA-
3221, at 9 (June 22, 2011) (estimating that 900 more advisers will remain SEC-registered); Evolution/Revolution
2011, supra note 19, at 2 {noting decline in number of SEC-registered advisers as of May 1, 2611).
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The TAA recognizes that the SEC’s examination staff currently does not have the
capacity to conduct frequent examinations of investment advisers. As the SEC staff notes,
however, in 2012, the investment adviser population will decrease to close to its 2004 levels as a
result of Dodd-Frank changes. The staff expects that this decrease could enable more frequent
examinations in the near term.?® Further, we would encourage the SEC staff to re-examine its
future projections in light of more recent data. This year — for the first time since 2001 — the
umber of SEC-registered investment advisers has decreased, albeit slightly.”’ Given the maturity
of the industry, the re-allocation of responsibilities between the SEC and states, and the
increasing costs and barriers to entry, the historical annual increase in the number of SEC-

registered advisers may not persist.

Further, we support the SEC’s ongoing efforts to leverage its existing resources,
streamline the examination program, and conduct more “smart” exams. As the staff recognizes,
frequency of examinations is only one factor in an effective examination and oversight
program.”® An effective examination program focuses on preventing, detecting, and deterring
fraud and other abusive practices rather than on numerical examination targets or technical
violations that may not result in investor harm. Key components of an effective examination
program include experienced staff with in-depth expertise, detailed information-gathering
systems, selection of examination candidates, examination results, and robust risk assessment

analysis.

914 Report, supra note 23, at 21.
3 Evolution/Revolution 2011, supranote 19, at 2.

2 914 Report, supra note 23, at 26 n. 46. See also 156 Cong. Rec. 85920 (daily ed. July 15, 2010) (statement of
Sen. Christopher Dodd stating with respect to Section 913: “in this review, the paramount issue is effectiveness. If
regulatory examinations are frequent or lengthy but fail to identify significant misconduct — for example,
examinations of Bernard L. Madoff Investment Securities, LLC — they waste resources and create an illusion of
effective regulatory oversight that misleads the public™).
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The SEC has been taking meaningful steps to enhance the effectiveness of the current
oversight program of advisers and the examination staff’s expertise in the securities markets®
including: (1) placing a greater emphasis on fraud detection in addition to identitying potential
violations of securities laws; (2) strengthening internal controls to maximize resources; (3)
recruiting examiners with specialized skills; and (4) increasing examiner expertise through
training.”® Importantly, the examination staff has moved aggressively to implement reforms and
has focused its strategy to “identify the areas of highest risk and deploy [its] examiners against
these risks, in order to improve compliance, prevent fraud, monitor risk and inform policy-
makingf’n In addition to these initiatives over the last several years, the examination staff will
“improve surveillance and risk identification/assessment capabilities and the targeting of exams

to areas and firms that present the greatest risk of harm to investors and the markets.”*

The Commission recently has adopted significant changes to Form ADV (the registration
form for advisers) and will soon adopt new Form PF (to gather information about private fund
advisers). Both filings will provide the SEC with substantial additional detailed information
about advisers” business practices to assist in risk-targeted examinations, enforcement, and
oversight of advisers.”® OCIE has also implemented a new governance structure intended to

improve communication and z:lccountalbility.34 It has taken steps to better coordinate its broker-

% See 914 Report, supra note 23 at 15, 28; The Stanford Ponzi Scheme: Lessons for Protecting Investors from the
Next Securities Fraud, Before the H. Sub. on Oversight and Investigations,, 11 I Cong. (May 13, 2011) (testimony
of Robert Khuzami, Dir. of SEC Div. of Enforcement, and Carlo di Florio, Dir. of SEC Office of Compliance
Inspections and Examinations);, Budger and Management of the U.S. Securities and Exchange Commission;
Hearing before the H. Sub. on Capital Markets, Insurance and Government-Sponsoved Enterprises, 1 12" Cong.
(Mar. 10, 2011) (testimony of Carlo di Florio, Dir. of Office of Compliance, Inspections and Examinations, SEC)
(“SEC Testimony™).

¥ See, e.g., Examinations by the Securities and Exchange Commission, Office of Compliance Inspections and
Examinations, (Feb. 201 1) (“OCIE Examinations™), available at -
http://www.sec.gov/about/offices/ocie/ocieoverview.pdf.

3! See SEC Testimony, supra note 29, at 13.
32 See, e.g, SEC FY2012 Justification in Brief (Feb. 2011)at 5.

% Reporting by Investment Advisers to Private Funds and Certain Commodity Pool Operators and Commodity
Trading Advisors on Form PF, Investment Advisers Act Rel. No. IA-3145 (Jan. 26, 2011).

914 Report, supra note 23, at 28,
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dealer and investment adviser programs. In addition, the Division of Enforcement has
implemented significant changes focused on investment advisers, including enhanced staff
training with specialized skills. We applaud these positive steps to strengthen the Commission’s

enforcement and examination program.

Finally, we encourage the SEC staff to continue to review and assess its allocation of
resources. For example, the staff report notes that the number of staff dedicated to examining
registered investment advisers and investment companies has fallen from 477 to 460 employees
since 2004.%° It does not explain, however, why more examiners were not allocated to
investment adviser examinations, given the high priority the SEC accords this program. Indeed,
almost as many examiners (380)36 were assigned to broker-dealer examinations as adviser
exams, even though there are fewer than half as many broker-dealers as advisers and the SEC

has delegated broker-dealer examinations to FINRA.

1L Congress Should Consider Imposing User Fees on Advisers In Lieu of an SRO.

Should the combination of streamlined and re-allocated SEC resources discussed above,
together with the decrease in the number of advisers fail to alleviate concerns about the
examination program, Congress should consider imposing user fees on investment advisers.
Such fees would provide resources to strengthen and support the SEC’s investment adviser
examination program.”’ The fees would be a stable source of funding that is scalable to
increases or decreases in the adviser population and could be set at a level designed to achieve

the SEC’s desired examination frequency and scope.

*1d. at 10.
%913 Report, supra note 4, at A-15.

7914 Report, supra note 23, at 25.

20
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User fees are already an important source of funding for inspections and examinations at
many federal agencies.”® The SEC has previously supported user fees in testimony related to
legislation under consideration in 1990. Additionally, investment advisers already pay user fees
to support the [ARD, the electronic system through which investment advisers make filings with
state and federal regulators.”® The JARD system therefore provides an existing infrastructure to

collect user fees at a relatively small marginal cost.

The SEC staff report found that the user fees option would permit OCIE to improve the
effectiveness of its examinations through long-term strategic planning that would better use
modern technology and its workforce. A stable source of funding would permit use of
technology-based solutions that can take years to develop and implement.*’ Stable resources
would also provide the examination program with increased flexibility to react to emerging risks
associated with advisers and better target staffing and strategic resources as appropriate. The
staff observed that retaining responsibility for investment adviser examinations will better enable
the staff to understand how the private fund advisers and securities-based derivative instruments
now under its jurisdiction fit into the broader markets. ¥ Knowledge gained from the investment
adviser examination program would greatly assist in gathering the intelligence and expertise
critical to the regulatory process. Further, the improvements to the examination program
discussed above could be further leveraged with the funding provided by user fees. These

benefits would not accrue to the SEC from the SRO model.

** The 914 Report notes that “user fees fund inspections of banks conducted by the Office of Comptroller of the
Currency, examinations of credit unions by the National Credit Union Administration, inspections of nuclear
facilities by the Nuclear Regulatory Commission, inspections of national marine fisheries by the National Oceanic
and Atmospheric Administration, and quality examinations of agricultural commodities and processing plants by the
Department of Agriculture.” /d. at 25-26.

¥ 1d at 26.
* Jd at26-28.

id atn47.
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Indeed, in its analysis of the various options, the 914 Report finds the greatest number of
advantages, and the least number of disadvantages, with regard to user fees.” The report
observes that “imposing user fees would avoid the difficult scope of authority, membership,
governance, and funding issues raised by an SRO...It would avoid the need for the Commission
to use resources to staff an expanded SRO examination program.”® Funding from adviser user
fees would give the SEC greater flexibility and would be a less costly option than establishing an

SRO.

The report notes that in many ways, user fees may be a smarter, more efficient use of
funds.* Allowing OCIE to charge user fees would empower it to build on the expertise and
infrastructure it has already established.*” Within the SEC, OCIE examination staff benefit from
close working relationships with other SEC legal and policy staff.*® In contrast, an SRO would
be an isolated cost center that would require extra resources and hiring to build even a

preliminary infrastructure.

Further, an SRO would still require an increase in the SEC’s management and
coordination costs in order to oversee the SRO." In fact, the SEC staff expressed concern that
the SRO oversight may one day be underfunded because there is no certainty that the level of
resources available to the Commission over time will provide for effective oversight.*® In

addition, with the user fee option, “the chance that inconsistencies would emerge in

2 See, e. g, Statement on Study Enhancing Investment Adviser Examinations, by Commissioner Elisse B. Walter
(Jan. 2011) at 7 (noting with disappointment that the “study attributes virtually no disadvantages to the user fee
option, but many disadvantages to the SRO and FINRA dual registrant options™).

* 914 Report, supra note 23, at 27.

* See 914 Report, supra note 23, at 27; see also 1AA Section 914 Letter, supra note 23; MFA 914 Letter, infra note
50, at 10; Oversight of the Mutual Fund Industry: Ensuring Market Stability and Investor Confidence, Before the H.
Sub. on Capital Markets and Government Sponsored Enterprises, 112" Cong. (June 24, 2011) (statement of Paul
Schott Stevens, President and CEO, Investment Company Institute).

* 914 Report, supra note 23, at 28, 30.

14 at 28.

7914 Report, supra note 23, at 27.

® rdat 28.

[
(%)
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interpretation or application of the Advisers Act and its rules between a third-party examining
body (such as an SRO) and the statute’s and rules’ primary administrator (the Commission)

would be eliminated.”*

For all of these reasons, the user fee option is far superior to the SRO option. We would
be pleased to assist the Subcommittee in drafting legislative language, which should include
provisions that: (1) specifically preclude any investment adviser SRO if such fees are imposed;
(2) clarify that such user fees will be dedicated to an increased level of investment adviser
examinations (instead of simply being used as substitute funding for the existing level of
examinations); and (3) set forth specific reporting requirements for the purposes of the review of

any such user fees by Congress and the public.

V. The IAA Strongly Opposes the SRO Option for Investment Advisers.

We strongly oppose an SRO for the advisory profession. Many other organizations,
including those principally representing investment advisers, concur. For example, the Managed
Funds Association, the Alternative Investment Management Association, the, Certified Financial
Planner Board of Standards, Inc., the Financial Planning Association, the National Association of
Personal Financial Advisors, the American Institute of Certified Public Accountants, the North
American Securities Administrators Association, and the CFA Institute submitted letters to the

SEC opposing an SRO for investment advisers.™

A‘)Id

50 See Letter from Richard H. Baker, President and CEO, Managed Funds Association, to Elizabeth M. Murphy,
Secretary, SEC, (Dec. 16, 2010) (“MFA 914 Letter™); Letter from Barry C. Melancon, President and CEO,
American Institute of Certified Public Accountants, to Elizabeth M. Murphy, Secretary, SEC, (Nov. 24, 2010)
(“AICPA 914 Letter”); Letter from David Massey, President, North American Securities Administrators
Association, Inc., to Elizabeth M. Murphy, Secretary, SEC, 3 (Nov. 22, 2010) (“NASAA 914 Letter™); Letter from
Kevin R. Keller, Chief Executive Officer, Certified Financial Planner Board of Standards, Inc., Marvin W. Tuttle Jr.,
Executive Director, Financial Planning Association, Ellen Turf, Chief Executive Officer, National Association of
Personal Financial Advisors to Elizabeth M. Murphy, Secretary, SEC (Dec. 16, 2010); Letter from John D. Rogers,
President and Chief Executive Officer, CFA Institute, to Elizabeth M. Murphy, Secretary, SEC (Dec. 3, 2010);
Letter from Mary Richardson, Director of Regulatory & Tax Department, Alternative Investment Management
Association, to SEC (Jan. 12, 2011) (“AIMA 914 Letter™).
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A number of other reputable studies and reports have shared these concerns regarding the
SRO model, including those from the Government Accountability Office,”! Boston Consulting
Group,” and the U.S. Chamber of Commerce.™ Indeed, the SEC staff report described

significant shortcomings involved in the SRO optiorL54

1. There Are Significant Drawbacks to the SRO Option

There are numerous significant drawbacks to imposing an SRO on advisers. The 914
Report discussed many challenges to designing and implementing the SRO option, including
questions regarding governance, scope of authority, membership, conflicts of interest, and
funding.”® For example, the report observes that an adviser SRO presents unique governance
issues because of the diversity of the industry, in that it will be challenging to ensure that no
business model dominates or is given a competitive advantage by the SRO.*® The staff also
notes the concern that an SRO might have access to unique data and could seéek to sell related
services to members it regulates. With respect to scope, if the SRO concentrates on investment
advisers serving retail customers, or is limited in its membership by some other characteristic,
many advisers will still be left under the SEC’s ovcrsight.57 Exclusions from mandatory SRO
membership would be difficult to craft given the diverse client bases of most advisers. In

addition, significant exclusions from coverage could negatively affect the SRO’s funding model.

3! Private Fund Advisers: Although a Self-Regulatory Organization Could Supplement SEC Oversight, It Would
Present Challenges and Trade-Offs, U.S. Gov’t Accountability Office (July 2011) (“GAO Report™).

%2 The Boston Consulting Group, Inc., U.S. Securities and Exchange Commission Organizational Study and Reform,
65-85 (Mar. 10, 201 1) (“BCG Report™), available at httpi//www sec.govinews/studies/201 1/967study. pdf.

2 U.S. Capital Markets Competitiveness: The Unfinished Agenda, U.S. Chamber of Commerce ( July 19, 2011)
(“Chamber of Commerce Report™), available at:

htttps://www.uschamber.cony/sites/default/files/reports/1 107_UnfinishedAgenda WEB.pdf.

*914 Report, supra note 23, at 31-37.

* Id See also AICPA 914 Letter, supra note 50; NASAA 914 Letter supra note 50, at 3 (citing “collaboration,
fransparency, accountability, and conflict issues™ as well as a recent deterioration in government regulators’ ability
to oversee and collaborate with existing SROs).

914 Report, supra note 23, at 33-36; see MFA 914 Letter, supra note 50, at 9.

57914 Report, supra note 23, at 35.
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If the SEC and an SRO (or multiple SROs) share regulatory authority over advisers, the regime
will be vulnerable to regulatory arbitrage and inconsistent interpretations and applications of the

Advisers Act.™®

The report noted that, like any SRO, an SRO for advisers will present the challenge of the
conflict of interest inherent in self-regulation and a lack of accountability to the investing
public.”® Finally, delegating responsibility for adviser examinations to an SRO would eliminate
the benefit to the SEC of its cxamination staff serving as a resource for legal, policy, and other
SEC staff.® The exam staff may gradually lose its expertise and its ability to gain important

. . P 61
information about advisers’ activities and the markets generally.

A recent GAO report studying a potential SRO for private fund advisers similarly found
serious drawbacks to the SRO model, including its potential to (1) increase the overall cost of
regulation by adding another layer of oversight: (2) create conflicts of interest, in part because of
the possibility for self~regulation to favor the interests of the industry over the interests of
investors and the public; and (3) limit transparency and accountability, as the SRO would be
accountable primarily to its members rather than to Congress or the public.”® In addition, the

report noted that the SRO model “expose(s) firms to duplicative examinations and costs.”®

8 1d. at 28, 35; see also MFA 914 Letter, supra note 30, at 8 (noting that an inexperienced SRO could lead to
“inconsistent regulation and uncertainty for managers in operating their businesses™).

%% 914 Report, supra note 23, at 35; see also AICPA 914 Letter, supra note 50.

“914 Report, supra note 23, at 27-28; see also Letter from Karrie McMillan, General Counsel, Investment
Company Institute, to Elizabeth M. Murphy, Secretary, SEC, (Oct. 25, 2010y (“1C1 914 Letter™) at 4.

* 914 Report, supra note 23, at 38.
2 GAO Report, supra note 51, at 20.

m[d.
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2. An SRO Would Impose Unnecessary Costs and Burdens on Taxpayers and Small
Businesses.

While self-regulation may shift some of the taxpayer-funded regulation costs to industry,
appropriate government oversight is required in any SRO structure and thus requires dedication
of significant government resources. The 914 Report observes that an SRO would not free all of
the resources the SEC currently devotes to investment adviser examinations. “SEC resources
would still be required to oversee the operations of any SRO by... conducting oversight
examinations of the SRO, considering appeals from sanctions imposed by the SRO, and
approving SRO fee and rule changes. Substantial resources of both [the inspection staff and the
policy staff] are currently employed to oversee the activities of FINRA."™ Indeed, much more
substantial SEC expenditures are necessary in the future even to oversee effectively the current
SROs under its jurisdiction‘(’i

Further, most investment advisory firms are small businesses with limited resources.
The costs of any SRO are bome by the regulated entities and will obviously impact all
investment advisers, including thousands of small advisory firms. The SEC staff report notes
that these costs will be substantial. Ultimately, those costs may be passed on to investors. If
pricing resistance is such that all of the costs cannot be passed on, they will have a significant
impact on job retention and creation in these small businesses -- in which human resources

account for the vast portion of the cost structure.

The IAA believes that it would be more cost effective to use the industry’s funds that
would be spent on an SRO to bolster the SEC’s oversight efforts, for example through the user

fees option discussed in the 914 Report.”” Because user fees likely are a less expensive option

* 914 Report, supra note 23, at 30.

S BCG Report, supra note 52, at 39-41.

% Evolution/Revolution 2011, supra note 19, at 2 (stating that half (49.8%) of al} federally registered advisers have
fewer than 5 non-clerical employees and more than 90% of all federally registered investment adviser firms have

fewer than 50 non-clerical employees).

7 See JAA Section 914 Letter, supra note 3; AICPA 914 Letter, supra note 50.
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than an SRO, they will have a less severe effect on small businesses and the costs passed on to

investors.

3. The SRO Model is Not Effective or Efficient.

We also submit that the effectiveness of the SRO model has not been demonstrated.*®
When SROs have pursued major cases or sought fundamental changes, they typically have been
following investigations by others (e.g., SEC, state attorneys general, media reports, efc.). As the
914 Report noted, major financial jurisdictions outside the U.S. do not rely on SROs for
advisers.®’ For example, in the late 1990°s, the UK. government transferred SRO regulatory
powers to the FSA due to the complexities and inefficiencies of the U.K. SRO system.” For
these and other reasons, the idea of establishing one or more SROs for investment advisers has

been raised and rejected a number of times over the past 45 years,”!

Most recently, in a study required by Section 967 of the Dodd-Frank Act, the Boston
Consulting Group found numerous problems in the SEC’s relationship with SROs including

inadequate oversight of the SROs and a lack of standards to measure SRO effectiveness.”” The

8 See, e.g., Letter from Mari-Anne Pisarri, Pickard & Djinis LLP, to Elizabeth M. Murphy, Secretary, SEC (Jan. 12,
201 1) (“Pickard and Djinis 914 Letter”) available at:
http://sec.gov/comments/df-title-ix/enhancing-ia-examinations/enhancingiaexaminations-36.pdf. During the Dodd-
Frank Act debates, some called for the MSRB to be merged into the SEC due to its ineffectiveness. See Andrew
Ackerman, MSRB Won't Amend Rule G-37, Bond Buyer, April 7, 2009 (noting that in testimony before the Senate
Banking Committee, former SEC chairman Arthur Levitt said “that self regulation through the MSRB does not work
and that it should be folded into the SEC.”); see also Legislative Proposals to Improve the Efficiency and Oversight
of Municipal Finance, Hearing Before the H. Comm. On Fin. Servs., 111th Cong. (May 21, 2009) (statement of
Keith D. Curry, Past Pres., Nat'l Ass’n of Indep. Pub. Fin. Advisors); Enhancing Investor Protection and the
Regulation of Securities Markets; Hearing Before the S. Comm. On Banking, Housing & Urban Affairs, 111th
Cong. 7 (Mar. 10, 2009) (statement of Thomas Doe, founder and CEO of Municipal Market Advisors) (“End the
MSRB as an SRO™).

%914 Report, supra note 23, at 32 (citing ATMA 914 Letter). See also TAA Section 914 Letter, supra note 3, at 2.
™ Even the chairman of the Securities and Investments Board, the most important of the SROs, “acknowledged that
self-regulation had failed in the UK. and seemed unable to restore investor confidence.” Enhancing Invesior
Protection and the Regulation of Securities Markets, Hearing Before the S. Comm. on Banking, Housing & Urban
Affairs, 111th Cong. 35-36 (Mar. 10, 2009) (statement of Prof. John C. Coffee, Jr., Columbia Univ. Law School).
1914 Report, supra note 23, at 29.

” BCG Report, supra note 52,
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Boston Consulting Group found that “[g]iven the role of SROs in the regulatory framework, it is
vital that the SEC develop both a clear set of standards for how SROs are to regulate and a
means for assessing whether SROs are complying with those standards... To strengthen its
oversight of SROs, however, there are additional actions that can be taken; each will strengthen

the SEC’s oversight of SROs:

- Enhance SRO disclosures regarding their regulatory operations
- Institute metrics to monitor SROs and minimum standards for their regulatory activities

- Enhance FINRA oversight.””

The BCG Report observed that SROs are not accountable to the SEC and that the agency and
SROs are not coordinating effectively.”® The report noted that were the SEC to be funded
adequately, rather than expanding the role of SROs, “there are strong arguments and global
precedents to consolidate more regulatory activitics from SROs into the national regulator. This
will reduce real and/or perceived conflicts of interest that SROs may have, ensure greater control
and visibility into market information for the SEC, and clarify the governance of securities

regulation.””

In addition, the SEC has not been able to fully leverage and oversee SROs due to certain
legal issues. For example, FINRA has been reluctant to share examination and other information
with the SEC, asserting that under the “state actor” doctrine, such sharing could cause FINRA to
be deemed a government actor for various purposes, including the constitutional rights of
defendants in enforcement actions. Further, the SEC’s ability to review SRO rules is limited in

scope to assessing consistency with the Exchange Act.’

" 1d at 134.

™ Id. at 65-67, 237-238 (“Given the important role SROs play in the governance of securities markets today, it is
critical that the SEC maintain a robust level of oversight over their regulatory operations.”).

" 1d at 150.

*1d at 65.

28
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4. The SEC is in the Best Position to Regulate Advisers.

We believe that the SEC has the necessary expertise and experience to continue to be the
primary regulator of the investment advisory profession. For decades, the SEC has dealt
extensively with disclosure requirements and the Advisers Act fiduciary standard — the bedrock
principles underlying investment adviser regulation. Given the great diversity among advisory
firms — from small financial planners to private fund advisers using complex investment
strategies to global asset managers with operations worldwide — expertise and experience
regarding the investment adviser industry and regulation is critical in regulating and overseeing

the profession.

No other organization has expertise in investment adviser regulation and oversight. As
SEC Commissioner Aguilar has indicated, the SEC is “the only entity with experience
overseeing investment advisers, an industry governed by the Advisers Act, which is based on a
principles-based regime. By contrast, broker-dealer SROs primarily regulate through the use of
very detailed, specific sets of rules and are not well versed in the oversight of principles-based

1r<:gulation.”77

Moreover, the SEC, as a single, governmental regulator — operating without confusion of
overlapping regulation, regulators and “stovepipes™ — is directly accountable to Congress and the

public.

5. An SRO Would Result in Unnecessary Duplication of Regulations.

The current regulatory framework for investment advisers is robust and protects
investors. There is no evidence that a second layer of regulation imposed by an SRO is needed.
Investment advisers are comprehensively regulated through the rules and requirements

promulgated by the SEC and are subject to inspections and oversight by the agency. As

" SEC’s Oversight of the Adviser Industry Bolsters Investor Protection, by Comm’n Luis A. Aguilar, SEC (May 7,
2009), available at http://sec. govinews/speech/2009/spch0507091aa htm; see also IAA Section 914 Letter, supra
note 3.
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discussed above, the overarching fiduciary duty requires investment advisers to act in their

clients” best interest and disclose all material facts and conflicts of interest.

In addition, all SEC-registered investment advisers are required to submit a very detailed
registration (Form ADV, Part 1) and update it at least annually and promptly for material
changes.”™ Advisers are also required to provide clients with a brochure and brochure
supplement (Form ADV, Part 2). The brochures are filed with the SEC and are publicly
available. The brochure and brochure supplement provide extensive information regarding each
investment adviser.” Advisers are required to disclose detailed information about their firms,
including: the educational and business background of each person who determines provides
advice to clients; the adviser’s basic fee schedule (including how fees are charged and whether
such fees are negotiable); types of investments and methods of securities analysis used; how the
adviser reviews client accounts; the adviser’s other business activities; material financial
arrangements the adviser has with a wide variety of entities; certain referral arrangements; and
numerous other disclosures that describe activities that may pose potential conflicts of interest
with the adviser’s clients, including specific disclosures relating to trading and brokerage
practices. Form ADV, Part 2 requires advisers to prepare a plain English brochure and brochure
supplement explaining many of these disclosures in a parrative format.®® In addition, the SEC
will soon require advisers to private funds to disclose extensive information about their holdings,

counterparty exposures, and leverage on the new Form PF.

Investment advisers also are subject to a variety of requirements relating to insider
trading, proxy voting, books and records, custody, privacy, best execution, business continuity,

advertising, and referral armns_zcments.81 Importantly, the assets managed by investment advisers

78 See Tnvestment Advisers Act of 1940 § 203, 15 U.S.C. § 80b-3; Rules and Regulations, Investment Advisers Act
of 1940, 17 C.F.R. § 275.203~1 (2010).

7 See Investment Adviser Public Disclosure Web Site: www.adviserinfo.sec.gav.
80 See Amendments to Form ADV, Investment Advisers Rel. No. 1A-3060 (July 28, 2010).
* See, e.g., Rules and Regulations, Investment Advisers Act of 1940, 17 C.F.R. §§ 275.204-1, 275.204-2,

275.206(4)-1, 275 206(4)-2, 275.206(4)-3, 275.206(4)-6, 275.206(4)-7 (2010), Regulation $-P, 17 C.F.R. § 248.1 er.
seq.
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must be held at registered broker-dealers or banks. Investment advisers must adopt written codes
of ethics, which must set forth standards of conduct expected of advisory personnel and address
conflicts that arise from personal trading by advisory personnel.®? Advisers also must adopt and
implement written policies and procedures reasonably designed to prevent violations of the
Advisers Act, review the policies and procedures at least annually to determine the adequacy and
effectiveness of their implementation, and designate a chief compliance officer responsible for
administering the policies and procedures.®® Under these rules, advisers have the flexibility to

tailor their policies and procedures to the nature of their business and clientele.

This regulatory framework is appropriate to the nature, scope, and risks of the investment
advisory business. No additional layer of regulation is warranted. Further, the SRO-style
command-and-control requirements that seek to impose a one-size-fits-all solution for various
legal and regulatory issues do not lend themselves to this widely divergent community of

advisers.®

6. The JAA Opposes Designation of FINRA as an SRO for Advisers.

We particularly oppose extending FINRAs jurisdiction to investment advisers. FINRA —
a self-described “non-governmental regulator” with 3,000 employees and an annual budget of
almost $1 billion — was designed and developed to oversee broker-dealer activity.®
Nonetheless, it has repeatedly indicated its desire to exercise oversight and regulation of

investment advisers % The TAA strongly opposes extending FINRA’s jurisdiction to investment

¥ 17 C.ER. § 275204A-1 (2010).

817 CF.R.§275.206(4)-7 (2010).

¥ See, e.g., IC1 914 Letter, supra note 60, at 2; IAA 914 Letter, supra note 3; AICPA 914 Letter, supra note 50.
& See FINRA, 2010 Year in Review and Annual Financial Report (June 2011) available at:

http://www.finra.org/web/groups/corporate/@corp/@about/@ar/documents/corporate/p123836.pdf (“FINRA 2010
Report™).

¥ See, e.g., Capital Markets Regulatory Reform: Strengthening Investor Protection, Enhancing Oversight of Private
Pools of Capital, and Creating a National Insurance Office: Hearing Before the H. Comm. on Fin. Servs., 111th
Cong. (Oct. 6, 2009).
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advisers due its lack of adviser expertise, lack of accountability, lack of transparency, excessive

cos’(s,87 and questionable track record.®®

Further, designation of FINRA as the adviser SRO would raise conflicts of interest with
potential adverse competitive implications for advisers.¥ As noted above, brokers are the “sell
side” of the securities industry, while advisers are the “buy side.” The potential for conflict is
demonstrated by FINRA’s explicit advocacy of extending the broker-dealer regulatory

% Conflicts may arise in that broker-dealers engage in arms-length

framework to advisers.
transactions with investment advisers in various capacities, including as service providers,

counterparties, market makers, and syndicators and underwriters. An association representing

¥7 See FINRA, Report of the Amerivet Demand Committee of the Financial Industry Regulatory Authority, Inc. 86
(Sept. 13, 2010), available ar hitp://www finra.org/web/groups/corporate/@corp/documents/corporate/p122217.pdf
(FINRA benchmarks its senior management compensation based on levels in the financial services industry and
states that “non-profit organizations and governmental agencies were inadequate comparables for compensatjon
purposes™). As disclosed in FINRA’s 2010 Annual Report, salary and bonuses for FINRA's top executives average
$1,057,787. See FINRA 2010 Annual Report, supra note 85.

8 See, e.g, Letter from Project on Government Oversight (POGO) to Congress calling for increased oversight of
financial self-regulators (Feb. 23, 2010), available at http://www pogo org/pogo-files/letters/financial-oversight/er-
fra-20100223-2.html. See also FINRA Report of the 2009 Special Review Committee on FINRA’s Examination
Program in Light of the Stanford and Madoff Schemes (Sept. 2009) at 5, available at

hitp://www. finra.org/web/groups/corporate/(@corp/documents/corporate/p 1 20078 pdf (“FINRA examiners did
come across several facts worthy of inquiry associated with the Madoff scheme that, with the benefit of hindsight,
should have been pursued.”™); The Madoff Investment Securities Fraud: Regulatory and Oversight Concerns and the
Need for Reform: Hearing Before the S. Comm. on Banking, Hous., and Urban Affairs, 111th Cong. (Jan. 27, 2009)
(testimony of John C. Coffee, Jr., professor at Colum. Univ. Law School) (noting that Madoff’s advisory activity
was within the NASD’s and FINRA’s jurisdiction); SRO Regulation in the Dodd-Frank Era, by Stewart D. Aaron,
Elissa J. Preheim, and William Miller, Arnold & Porter LLP, published in Law360 (April 11, 2011) (“public
perceptions about the effectiveness of self-regulation were not helped by events such as FINRA’s failure to detect
Lehman Brothers’ controversial Repo 105 accounting, or FINRA declaration of Bear Stearns’ capital adequacy on
the very day Bear Stearns collapsed™); Pickard & Djinis 914 Letter, supra note 68 (“there is no question that the
NASD/FINRA had both the authority and the responsibility to investigate Madoff’s fraudulent conduct™).

8 Alleged Stanford Financial Group Fraud: Regulatory and Oversight Concerns and the Need for Reform, Hearing
Before the S. Comm, on Banking, Housing and Urban Affairs 111th Cong. (August 17, 2009) (statement of Prof.
Onnig H. Dombalagian, Tulane University) (“[t]he conflicts of interest between the brokerage industry and the
investment advisory industry... are too great for FINRA to exercise a meaningful role in the oversight of investment
advisers™).

% See Letter from FINRA to SEC re: File Number 4-606 Study Regarding Obligations of Brokers, Dealers and

Investment Advisers (Aug. 25, 2010). See also Letters from FINRA to SEC re: Certain Broker-Dealers Deemed
Not to Be Investment Advisers, Rel. No. 34-50980; File No. $7-25-99 (Feb. 11, 2005 and Apr. 4, 2005).
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private tund advisers has observed that these competing relationships “would present challenges

to an SRO responsible for overseeing these types of firms fairly and cquitably."’(”

FINRA’s lack of accountability makes it particularly ill-suited to extend its reach to
investment advisers. The BCG Report repeatedly stated that SROs are not accountable to the
SEC and that the agency and SROs were not coordinating effectively.® In this regard, it stated
that FINRA “merits particular attention given its size and scope.” For example, the report
observes that “FINRA conducts extensive risk assessment activities in support of its

examinations,” but does not share its analysis with the SEC.”

Similarly. the recent U.S. Chamber of Commerce report entitled “U.S. Capital Markets
Compelitiveness: The Unfinished Agenda,” released on July 19, 2011, focused on the lack of
accountability by certain nongovernmental policymakers with significant and growing influence,

most notably including FINRA:

“Despite their tremendous influence over the workings of the capital markets, these
organizations are generally subject to few or none of the traditional checks and balances
that constrain government agencies. This means they are devoid of or substantially lack
critical elements of governance and operational transparency, substantive and procedural
standards for decision making, and meaningful due process mechanisms that allow

market participants to object to their determinations.”*

The U.S. Chamber of Commerce report observes that these organizations are not bound
by the congressional appropriations process or other comparable checks on their power.

According to the report, FINRA's members no longer have a meaningful role in establishing its

*' MFA 914 Letter, supra note 50, at 10.
2 BCG Report, supra note 52, at 65-67, 237-238.
P 1d at67.

% Chamber of Commerce Report, supra note 53, at 3.
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policies and priorities, and the organization is not moving toward greater transparency and
accountability. The report states that “[t]ransparency into FINRA’s governance, compensation,
and budgeting practices is extremely limited and superficial. Furthermore, FINRA is not subject
to the Freedom of Information Act or the APA, nor is it required to conduct a cost-benefit
analysis when it engages in rulemaking or exercises its policy-making functions.”® Unlike the
SEC, FINRA is not subject to the Government in the Sunshine Act and its board of directors
does not hold open meetings. On the other hand, FINRA claims that it is a governmental or
quasi-governmental regulator when it suits its interests, such as claiming sovereign immunity
when sued. Similarly, FINRA is not accountable to any entity with respect to its budget -

neither to Congress nor to the SEC.

These shortcomings reflect that FINRA's organizational structure is, in some respects,
the worst of both worlds: it is not fully accountable to the members that fund it, nor is it

accountable to Congress or the public as a government entity.

V. The JAA Opposes Discussion Draft Legislation That Would Require Advisers to be
Members of an SRO.

For the reasons discussed above, we oppose the draft legislation circulated last week that
would require both federally- and state-registered investment advisers to be members of a
registered national investment adviser association —i.e. an SRO. Regulation and oversight of
investment advisers should not be outsourced to an quasi-government entity that is not
accountable to Congress or the public, and is not subject to requirements related to the
Administrative Procedures Act, the public records laws, due process, the Freedom of Information

Act, the requirement to conduct cost-benefit analysis, and other critical protections.

Further, there is simply no compelling reason to outsource oversight of investment
advisers to either a new or any existing entity that has no expertise with the investment adviser

industry or its regulatory framework. We believe that the SEC is the most efficient and effective

7 1d. at 23.
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regulator of SEC-registered investment advisers. Where resources are an issue, our members are
prepared to provide the SEC with resources specifically designated to investment adviser

oversight.

We are not aware of any analysis or empirical data demonstrating the need for this
legislation or that the costs of the legislation would outweigh the benefits. This draft legislation
would disproportionately target thousands of small businesses that serve small and mid-size
investors with the costs and burdens of a duplicative and unnecessary layer of regulation and
bureaucracy. The substantial costs of this over-regulation on these small businesses will
adversely impact job creation, and, if the costs are passed on to investors, negatively affect

retirement savings and investment.

We also believe that the draft legislation’s disparate treatment of investment advisers
with different types of clientele would lead to inconsistent standards for advisers engaging in the
same types of activities. Indeed, the draft legislation could result in regulatory arbitrage as firms
restructure their businesses and/or dismiss retail and small business clients to avoid SRO over-
regulation. And, as noted above, the SEC is facing challenges in overseeing the SROs already
under its purview. These challenges would be magnified not only by the extension of SRO
jurisdiction to SEC-registered advisers but also to the thousands of state-registered advisers
which the SEC does not regulate96 As a result, this proposal likely would not address the SEC
resource concerns underlying the issues Congress raised for consideration in the 914 Report.”’
Indeed, the draft legislation may result in a double layer of expenditures — investment advisers
would be required to pay substantial fees to an SRO for regulation and the SEC would have to
re-allocate substantial funds to take on extensive additional oversight responsibilities for the

SRO, as contemplated by numerous provisions of the draft legislation.

% See 914 Report, supra note 23, at 34 (“it would be difficult for the Commission to oversee an SRO that enforced
different state regulatory requirements”™).

7 Indeed, NASAA estimates that after investment advisers with less than $100 million switch to state registration in
early 2012, there will be approximately 19,000 state-registered advisers. See State Securiries Regulators Report on
Regulatory Effectiveness and Resources with respect 10 Broker-dealers and Investment Advisers, submitted in
response to SEC request for comments on Section 913 study (Sept. 24, 2010).
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We would be pleased to provide the Subcommittee with additional information as we

continue to study the recently released discussion draft.

Conclusion

The TAA supports the SEC staff’s recommendation that it use the authority provided it by
the Dodd-Frank Act to ensure that retail investors are protected by the same fiduciary standard of
care whether they go to an investment adviser or a broker-dealer for investment advice. The
1AA further supports appropriate measures to ensure that the SEC conducts a strong and
cffective examination program of investment advisers. We strongly oppose establishment of an
SRO for investment advisers and urge the Subcommittee to instead consider the user fee

approach.

We appreciate the opportunity to share our views with the Subcommittee. We look

forward to working with Congress and the SEC on these important issues.



Statement Regarding Regulatory Oversight of
Broker-Dealers and Investment Advisers

Subcommittee on Capital Markets and Government Sponsored Enterprises
House Financial Services Committee

September 13, 2011

The American College appreciates the opportunity to submit this written statement
regarding the oversight of broker-dealers and investment advisers. We thank
Representative Garrett, Representative Waters, and the other members of the
Subcommittee for conducting this hearing and allowing us to share a few thoughts with
you on this important subject.

The American College, a non-profit academic institution with an 84-year heritage and the
highest level of accreditation, has a unique, educator’s view of the financial services
landscape. We work with banks, insurance companies, broker-dealers, financial
planning firms, and independent advisers to raise the professionalism of our students
and, by extension, the financial services industry as a whole. We are keenly aware of
how the education we provide ultimately impacts the financial security of individuals,
families, and businesses throughout the country.

Since our founding in 1927 by Dr. Solomon S. Huebner of the Wharton School, more
than 160,000 professionals have earned graduate degrees or financial services
designations from The American College. Along with other top credentials and two
accredited master’s degrees, we confer the prestigious CLU® for insurance
professionals, have educated more advisors for CFP® certification than any other
institution, and offer the ChFC® for advanced financial planners.

We are concerned that proposals from the SEC to extend a fiduciary standard of
care to broker-dealers will backfire, hitting lower- and middle-income investors the
hardest. The work has not been done to quantify the ultimate cost of expanding the
fiduciary standard to broker-dealers as the SEC intends. The SEC staff study was not
able to determine how this approach will impact investors in terms of higher expenses
and reduced access to valuable products and services. Many families and individuals
do not have the assets necessary to move to a fee-for-service model and cannot afford
to pay $2,500 for a stand-alone financial plan before any investments or insurance
products are purchased. While regulators are not proposing that a fee-based model be
mandated for broker-dealers — and Dodd-Frank specifically states that such a change is
not required in the context of a broader fiduciary standard — it may be the practical,
unintended result of the SEC’s new regulations. In fact, senior executives at brokerage
firms have already observed an increasing number of broker-dealers moving to a fee-
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based model to get ahead of any changes the SEC may propose. The same risks to
smaller investors hold true for the DOL’s recent initiative to rewrite 36-year-old rules
defining fiduciary status under ERISA for retirement plans: the middle-income IRA
investor could be the one who's most damaged by their well-intentioned, if misguided,
changes in regulations.

The SEC and the DOL must have persuasive answers to two key questions before they
act: (1) what consumer harm is being done under the current standards of care that will
be ameliorated by broader application of a fiduciary duty; and (2) what will the uitimate
cost be to consumers in terms of expense, product limitations, or reduced access to
advice? There is no clear evidence of what problem the SEC is attempting to solve with
their proposed change. While there may be some level of consumer confusion about
various business models, that issue could be addressed in a much simpler fashion. Our
fear is that the SEC’s suggested standard-of-care adjustments and the related
compliance complexity and costs will drive broker-dealers to target higher-income
markets, focusing on clients who are the most economically viable under the new model
to the exclusion of lower- and middle-income investors. The SEC should be responsible
for demonstrating convincingly why this will not be the case prior to taking any action to
broaden applicability of the fiduciary standard.

The “best interest” fiduciary standard the SEC is considering for broker-dealers
would be very difficult to enforce. The vast majority of successful financial
professionals work with transparency and diligence to serve the best interest of their
clients. Any other approach would make it impossible to recruit and retain clients and
gain referrals to grow a long-term, successful practice. While serving a client's best
interest may be a simple concept philosophically, it can actually be quite complex to
regulate. How would the concept work, for example, with variable insurance products?
Suppose the market proves to be exceptionally turbulent and declines significantly. In
hindsight, would a policy sold in a client’s “best interest” have been one with the most
guarantees and minimal market exposure? What if the reverse happens and we see a
vigorous bull market. Wouldn't a client have been better off with broader exposure to
equities? Who will determine “best interest,” and over what timeframe: Two quarters?
Two years? Ten years? Variable products, with their insurance and investment
components, are already more highly regulated than many other offerings regulators
oversee, and yet the burdensome impact to these very products are often not
considered when the SEC pursues rulemaking activity. Clearly any adverse effect to
these products must be included in the SEC’s comprehensive cost-benefit analysis prior
to taking any action on a broader fiduciary standard.

Suitability, the strict rules-based standard broker-dealers must adhere to now,
may actually protect consumers more effectively than a vague, principles-based
standard. Experts do not all agree that a principles-based, fiduciary approach will
protect consumers more effectively than the current rules-based, “suitability” standard
broker-dealers must use. Rules-based enforcement focuses on controls "before the
fact.” Allowable behaviors are clear before a recommendation is made to a retail
investor. Principles-based enforcement — the fiduciary approach — focuses on controls
“after the fact.” Essentially, it's up to regulators to know a violation after they've seen it,
and sometimes quite long after the consumer harm has occurred. While broker-dealers
are currently subject to inspection every two years for their compliance with specific
rules, investment advisers, on the other hand, are inspected on average every decade,
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allowing a Bernie Madoff to escape detection for years. One third of investment
advisers, according to the SEC, have never been inspected. Discussion of any change
in the standard of care for broker-dealers must be linked to the issue of inadequate
enforcement under the current adviser model.

Your committee has the right focus in addressing the disparity in enforcement
between broker-dealers and investment advisers. In fact, a FINRA enforcement
model applicable to investment advisers may do more than a standard-of-care change
for broker-dealers to protect consumers. There must be rules, standards of practice, and
metrics in place for effective, efficient enforcement. FINRA has the scale and scope to
raise the bar for investment adviser inspections quickly, following a similar approach to
what that organization has done for broker-dealers and creating the best of both worlds
for consumers. Properly enforcing both standards, while protecting consumer choice,
will be an ideal outcome.

The SEC must do its homework prior to taking an action that could harm lower-
and middie-income investors. While some investors may have the assets to benefit
from a fee-based arrangement, it is vital to protect business model choices for the rest of
the investing public. Unless and until the SEC can clearly demonstrate what harm is
being done under the current broker-dealer approach and fuily articulate the costs of
abandoning an option consumers clearly value, there should be no contemplation of
expanding the fiduciary standard. Instead, moving investment adviser examinations and
enforcement closer to the rigor and frequency applied to broker-dealers could be a
productive area of meaningful, consumer-oriented reform.

Thank you for the opportunity to comment on these issues impacting the investing
public. The professors, staff, and management of The American College are available to
help you in any way that we can in your important work.

Contact for Questions or Follow-up:

Keith Hickerson, Senior Strategy Consultant
The American Coliege

270 S. Bryn Mawr Ave.

Bryn Mawr, PA 19010

Keith hickerson@theamericancoliege.edu
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JACLI

Financial Security...for Life.

Statement for the Record

House Financial Services Committee,
Subcommittee on Capital Markets and
Government Sponsored Enterprises

“Ensuring Appropriate Regulatory Oversight of Broker-Dealers and Legislative
Proposals to Improve Investment Adviser Oversight”

September 13, 2011
10:00 a.m.
Rayburn 2128

1. Policy Position on Sec. 914, Study on Enhancing Investment Advisor Examinations,
Dodd-Frank Wall Street Reform and Consumer Protection Act

2. ACLI Statement, “Redefining 'Fiduciary”: Assessing the Impact of the Department of
Labor’s Proposal on Workers and Retiree,” for the House Education and Workforce
Committee, Subcommittee on Health, Employment, Labor and Pensions on July 26,
2011,

a. ACLI Comment Letter to the Department of Labor, February 3, 2011
b. ACLI Statement for the Department of Labor Hearing, March 1, 2011
c. ACLI Additional Comments in Response to Hearing Questions, April 12, 2011
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ACLI Policy Position

Policy Position on Sec. 914, Study on Enhancing Investment Advisor
Examinations,
Dodd-Frank Wall Street Reform and Consumer Protection Act
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Position on Investment Adviser SRO (September 9, 2011)

1. We believe that any response by Congress to the "Study on Enhancing Investment Adviser
Examinations,” prepared by the staff of the Securities and Exchange Commission (SEC)
under Section 914 of Dodd Frank, must consider and advance the objectives of Section 913
and the SEC’s related charge to create consistent standards of care for 1As and BDs when
providing personalized investment advice fo retail customers and to promote the
harmonization of the broker-dealer and investment adviser regulatory regimes, including
through investment adviser examinations and oversight.

2. If Congress determines that in order to enhance the ongoing examination and oversight of
investment advisers by the SEC and to promote harmonization of the investment adviser
regulatory regime, it is necessary to authorize the SEC to impose “user fees” on investment
advisers registered with the Securities and Exchange Commission pursuant to Sections 203
and 203A of the Investment Advisers Act, the ACLI would support such authorization,
subject to further discussion and comment on the method of calculation of these “user fees”.

3. If Congress determines that in order to enhance the ongoing examination and oversight of
investment advisers, it is necessary to authorize the creation and registration of a self-
regulatory organization to examine, subject to the SEC’s supervision, investment advisers,
the ACLI would support a single self-regulatory organization (SRO)that would have limited
examination authority over those investment advisers who, in accordance with Sections 203
and 203A of the Investment Advisers Act, provide personalized investment advice about
securities directly to retail customers, provided that the SEC remains the sole holder of
authority to develop regulatory policy under the investment Advisers Act.

{a) ACLI would support the SRO having limited rulemaking authority to address
matters collateral to the exercise of examination autherity (such as authority
to require maintenance of records).

(b) ACLI would only support giving the SRO examination or other authority over
those investment advisers providing personalized investment advice directly
to retail customers. It is ACLI's position that the authority to examine and
regulate other investment advisers must remain with the SEC and, if
necessary, that the examination and oversight of other investment advisers
would be appropriately funded through “user fees”, subject to further
discussion and comment about the method of calculation of such fees,

(c) ACL! would support giving the SRO examination or other authority over all
investment advisers providing personalized investment advice about
securities directly to retail customers, regardless of whether such investment
advisers are registered with the state or the SEC. This position is based on
the following facts:

i. The pending “switch” (currently effective July 21, 2011) of approximately
4100 SEC registered investment advisers with between $25 and $100
million in assets under management to state registration created by
Section 410(2)(A) of the Dodd Frank Act, would bring a total of
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approximately19,000 investment advisers under state-only regulation,
most of whom will provide personalized investment advice directly to retail
customers pursuant to advisory contracts.

ii. This “switch” will bi-furcate the regulation, examination and oversight of
investment advisers and their associated persons providing personalized
investment advice between the 50 states, the District of Columbia and the
Securities and Exchange Commission.'

iii. According to the "State Securities Regulators Report on Regulatory
Effectiveness and Resources with Respect to Broker-Dealers and
Investment Advisers”, only 40 states have field examiner units with
multiple full-time staff members dedicated to performing routine
examinations of those states’ registered investment advisers.? The 7,000
or so remaining investment advisers with more than $100 million in assets
under management, and their associated persons will be regulated by the
SEC, even though many of these firms and their associated persons also
provide personalized investment advice directly to retail customers.

iv. Although the SEC Staff's “Study on Investment Advisers and Broker-
Dealers” acknowledges the impending “switch”, the brief, 600 word,
discussion of “state regulation of investment advisers intended to protect
clients” provides no insight as to how the SEC will be able to enforce a
uniform standard of care for all investment advisers providing
personalized investment advice directly to retail customers in accordance
with Section 913 of Dodd-Frank and regulations promulgated thereunder
in a bi-furcated reguiatory regime.

v. It is not clear how the SEC and states will address the inevitable
customer confusion and disparate enforcement and examination of the
standards of care that will vary between state and federally registered
investment advisers providing personalized investment advice about
securities to retail customers.

(dy ACLI would support the following legislative changes to implement the
creation and registration of a single SRO, subject to SEC supervision, to
examine investment advisers engaged in providing personalized investment
advice about securities to retail investors:

1
z

See SEC Study on Enhancing Investment Adviser Examinations at iii, and footnote 31.
See State Securities Regulators Report on Regulatory Effectiveness and Resources with Respect
to Broker-Dealers and Investment Advisers at 12.
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i.

fii.

Amending the Investment Advisers Act to authorize the creation of and
registration with the SEC of a SRO for investment advisers who, in
accordance with Sections 203 and 203A of the Investment Advisers Act,
provide personalized investment advice about securities directly to retail
investors , regardless of whether such lAs are registered with the state or
the SEC.

Amending Section 203 of the Investment Advisers Act to provide that “It
shall be unlawful for any investment adviser to provide personalized
investment advice about securities directly to retail investors, unless such
investment adviser is a member of a self regulatory organization
registered with the Commission under the appropriate provisions [to be
crafted] of the Investment Advisers Act.”

Authorizing the Commission to exercise its discretion in exempting from
registration with the SRO, certain investment advisers, including but not
limited to, those investment advisers deemed not to be providing
personalized investment advice about securities directly to retail
customers.®

Nothing herein is designed or intended to interfere with the authority of
state regulators or the SEC to examine or enforce compliance with
otherwise applicable laws and regulations, including Sections 203 and
203A of the Investment Advisers Act.

4. It is ACLI's position that any steps Congress may determine to take and any rules the SEC
may promulgate thereunder should not impact the regulation, examination or oversight of
broker-dealers or their associated persons registered under the Securities Exchange Act of
1934 or their operations under exemptions from the definition of “investment adviser,”
including for advice solely incidental to the sale of securities under Section 202(a)(11)(c) ,
even if such broker-dealers or their associated persons are engaged in providing
personalized investment advice directly to retail customers under Section 913 of Dodd Frank
and regulations promulgated thereunder.

Contact _For Further Information: Carl B. Wilkerson, Vice-President & Chief Counsel-

Securities & Litigation, American Council of Life Insurers; 101 Constitution Ave., NW, Suite 700,
Washington, DC 20001, (202) 624-2118 or carlwilkerson@acli.com .

3

Examples of such investment advisers might include those who (i) provide personalized

investment advice about securities fo refail investors solely as managers in separately managed account
programs that are sponsored by other investment advisers that are registered with the SRO or (ii)
incidental to their business of providing investment advice to non-retail clients, provide personalized
investment advice about securities solely to retail investors that are “"qualified purchasers” within the
meaning of Section 2(a)(51) of the Investment Company Act of 1940 or are "accredited investors” within
the meaning of Regulation D under the Securities Act of 1933.
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ACLI Statements on Fiduciary Duty

ACLI Statement, “Redefining 'Fiduciary": Assessing the Impact of the
Department of Labor’s Proposal on Workers and Retiree,” for the House
Education and Workforce Committee, Subcommittee on Health,
Employment, Labor and Pensions on July 26, 2011.

Attachments:
1. ACLI Comment Letter to the Department of Labor, February 3, 2011
2. ACLI Statement for the Department of Labor Hearing, March 1, 2011
3. ACLI Additional Comments in Response to Hearing Questions, April
12,2011
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American Council of Life Insurers (ACLI) Statement for the Record
“Redefining 'Fiduciary': Assessing the Impact of the Department of Labor’s
Proposal on Workers and Retirees.”

House Education and Workforce Committee, Subcommittee on Health,
Employment, Labor and Pensions
United States Congress
July 26, 2011

The American Council of Life Insurers (ACLI) commends this subcommittee for
holding this hearing on the Department of Labor’s (Dol.) proposed rule on the definition
of “fiduciary” for purposes of offering investment advice. We applaud Chairman Phil
Roe (R-TN) and Ranking Member Rob Andrews (ID-NJ) for holding this hearing to
receive testimony from the Assistant Secretary of the Employee Benefit Security
Administration, DoL, Phyllis Borzi, and various stakeholders on the impact this proposal
would have on individuals saving for retirement and small businesses ability to provide
investment education to their plan participants. Members on this subcommittee from both
parties have already urged Dol to re-propose the rule to address a substantial number of
revisions that need to be made to it to ensure the rule does not negatively impact these
savers or businesses. We thank these members for their efforts and urge them to reach out
to the Administration to share these concerns.

The American Council of Life Insurers is a national trade organization with over
300 members that represent more than 90% of the assets and premiums of the U.S. life
insurance and annuity industry. ACLI member companies offer insurance contracts and
investment products and services to qualified retirement plans, including defined benefit
pension, 401(k), 403(b) and 457 arrangements and to individuals through individual
retirement arrangements (IRAs) or on a non-qualified basis. ACLI member companies’
also are employer sponsors of retirement plans for their employees.

Consistent with the comments submitted by stakeholders and concerns raised by
Members of Congress, we have urged the DoL to re-propose the rule so that stakeholders
have an opportunity to review and comment on the Dol. revisions to address these
comments and concerns. A re- proposal will provide an opportunity to ensure that plan
sponsors, plan participants and IRA owners continue to have affordable access to
investment education and investment choices. We have urged the DoL to address
prohibited transaction exemptions (PTEs) in conjunction with its development of a new
rule. Lastly, we also urge the DoL to re-propose the rule so that stakeholders will be able
to review and provide comment on DolL’s economic analysis of the impact the proposal
would have on IRA holders, plans and plan participants.

Background

On October 22, 2010, the DoL proposed a new rule to expand the definition of
fiduciary with respect to the provision of investment advice. The proposed rule broadens
the definition, for example, by removing the “regular” and “primary” basis conditions
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necessary for advice to be considered fiduciary advice. The Dol received over 200 public
comment letters in response to the proposal. On March 1st and 2™, DOL held hearings
on the proposal and heard from 39 panelists. Thereafter, DOL received 65 additional
public comment letters. At that time, DOL noted its intent to issue a final rule by the end
of the year.

There have been over 25 bipartisan, bicameral letters sent to the Administration
outlining Members of Congress concerns about the impact the proposal would have on
their constituents. These letters represent over 80 Members. Most notably, the Chairman
and Ranking Member of the following Committees have sent letters to the agency heads
expressing their concern about the proposal: Senate HELP, House Education and
Workforce, Senate Banking, House Financial Services, Senate Agriculture, House
Agriculture, Senate Finance and the House Ways and Means Committee.

DoL Should Re-propose the Rule so that Stakeholders Can Have an Opportunity to
Review How It Plans to Address Comments and Concerns Raised

We recognize the Dol.’s authority to review its rules, especially in light of the
responsibilities individuals have to plan for their retirement. We also appreciate the
Dol.’s willingness to listen to stakeholders concerns about the proposal. However, the
rule’s expansion of who would be considered a fiduciary will interfere with employers
and their management of plans and investment sales and distribution practices that are
customary in the marketplace, well understood, and commonly relied upon by financial
services providers, plans and participants alike. We are concerned that these changes will
result in plans, plan participants, and IRA owners having less access to investment
information and investment choices. We want to make sure that this result does not
occur. We have offered comments to the Dol. that seek to preserve the Dol.’s
enforcement objective and avoid unnecessary disruption and negative impacts to plans,
participants and individuals. Despite these efforts, we are unsure of whether and, if so,
how the Dol, will address these comments, and therefore seek to review its efforts once
again to make sure the rule does not negatively impact individuals or small businesses.

Additionally, the DoL has acknowledged that it will need to revise a number of
existing prohibited transaction exemptions (PTEs) which financial providers currently
rely upon. ACLI has asked the DoL to issue a new proposal together with any proposed
changes to or confirmations of exemptive relief. ACLI believes it is important to review
and comment on these together. Absent a re-proposal, these revisions will be presented
in conjunction with a final rule which may or may not address the concerns raised by
ACLI, other organizations and companies. Stakeholders need an opportunity to review
any proposed PTEs in conjunction with a proposed rule and provide comment as to
whether they are workable within the newly revised rule.

Dol Should Re-propose the Rule so that Stakeholders Can Review and Provide
Comment on Dol.’s New Economic Analysis
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Assistant Secretary Borzi has recently announced that she will include a complete
economic analysis on the impact of the rule on IRA holders, plans and plan participants
in the final rule. Unfortunately, if issued as a final rule, stakeholders would not be able to
comment upon the DoL’s analysis. Given the rule’s potential impact, such regulatory
action should not occur without stakeholder review and comment.

A recent report issued by Oliver Wyman outlined the tremendous negative impact
this proposed rule would have on IRA owners, especially those with smaller balances.
Nearly 40% of IRAs in the study sample had less than $10,000 in their accounts. 98% of
investor accounts with less than $25,000 were in brokerage relationships. This proposed
rule would lead IRA providers to offer these small account owners either a higher fee-
based advisory account or a no service account in order to comply with the proposal.
Many low to middle income IRA owners would not be able to afford the estimated 75 —
195% increase in cost to pay for the advisory account. The Dol failed to include a
similar analysis in its proposal, and needs to fully consider such analysis before initiating
a rulemaking.

As an addenda to this statement, ACLI has attached a copy of its initial comment
letter on this issue to the DoL dated February 3, 2011, its statement that it provided at
DolL’s public hearing on March 1, 2011, and additional comments in response to hearing
questions dated April 12, 2011.

We look forward to working with this subcommittee, the larger committee, and
Dol to address the concerns raised in this statement and to ensure Americans have
abundant access to investment education and appropriate investment advice.

See attached addenda
ACLI Comment Letter to DOL February 3, 2011

ACLI Statement for the DOL Hearing March 1, 2011
ACLI Additional Comments in Response to Hearing Questions April 12, 2011
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Mailed Electronically

February 3, 2011

Office of Regulations and Interpretations
Employee Benefits Security Administration
Room N-5655

U.S. Department of Labor

200 Constitution Avenue, NW
Washington, DC 20210

Attention: Definition of Fiduciary Proposed Rule (RIN 1210-AB32)
Greetings:

On behalf of the American Council of Life Insurers (“ACLI"), we are writing to comment on the
proposed rule promulgated under Section 3(21)(A)(ii) of the Employee Retirement Income Security Act
(“ERISA™), which was published at 75 Fed. Reg. 65263 {October 22, 2010) (“Proposed Rule” or “Rule”).
The Proposed Rule would dramatically enlarge the universe of persons who owe duties of undivided
loyalty to ERISA plans and to whom the prohibited transaction restrictions of ERISA and the Internal
Revenue Code would apply?, by re-defining and substantially broadening the concept of rendering
“investment advice for a fee” within the meaning of ERISA Section 3(21)(a)ii).

The American Council of Life Insurers is a national trade organization with more than 300
members that represent more than 90% of the assets and premiums of the U.S. life insurance and
annuity industry. ACLI member companies offer insurance contracts and other investment products and
services to qualified retirement plans, including defined benefit pension, 401(k) and 403(b)
arrangements, and to individuals through individual retirement arrangements (IRAs) or on a non-
qualified basis. ACLI member companies also are employer sponsors of retirement plans for their own
employees.

! Although not covered under Title | of ERISA, individual retirement accounts and annuities {“IRAS”) fali within the scope of the
prohibited transaction excise tax provisions of Code Section 4975. The Proposed Rule would similarly enlarge the universe of
persons defined as fiduciaries for purposes of applying Section 4975 to transactions involving IRAs.

American Councit of Life Insurers
101 Constitution Avenue, NW, Washington, DC 20001-2133
www.acl.com



278

ACLI appreciates the Department’s concern that under some circumstances the current rule
impinges the Department’s ability to bring enforcement actions in situations that are clearly abusive. We
share the Department’s interest in seeing that plans and participants who seek out and are promised
advice that is impartial and disinterested ultimately receive advice that adheres to the rigorous
standards imposed by ERISA. At the same time, we are concerned that the Proposed Rule’s pursuit of
this objective interferes with investment sales and distribution practices that are customary in the
marketplace, well understood, and commonly relied upon by financial services providers, plans and
participants alike. We are concerned that these changes will result in plans, plan participants, and IRA
owners having less access to investment information. Our comments seek o preserve the Department’s
enforcement objective while avoiding unnecessary disruption and negative impacts to plans, participants
and individuals.

Persons engaged in the sale and distribution of investment product and services need to have
confidence that ordinary course sales recommendations will not, in hindsight, be subjected to a fiduciary
standard that disallows the payment of sales commissions and other traditional forms of distribution-
related compensation. Please note that regulatory efforts are underway by the Securities and Exchange
Commission (“SEC”) regarding the standard of care under the securities laws for broker-dealers and
investment advisers that provide investment advice about securities to retail customers. On January 21,
2011, the SEC issued a study on broker-dealers and investment advisers. We are reviewing this study
which may lead to additional comments on the Proposed Rule. We urge the Department to provide the
public sufficient opportunity to consider the SEC's regulatory efforts and offer additional comments on
the Proposed Rule.

Parties engaged in transactions with ERISA plans and IRAs need clear, unambiguous rules by
which to determine their duties and obligations in order for the marketplace to function efficiently and to
ensure that plans, plan participants and IRA owners continue to have a broad range of investment
products and services available to them, including investment advice and educational services. We offer
these comments to assist in the development of such rules.

1. Recommendations Made by Sellers

Firms seeking to sell investments and investment products to plans and plan participants should
be able to both (1) promote their products and recommend them to prospective purchasers,? and (2)
benefit financially from the successful sale of those products. Without a financial interest, economic
activity is stifled and opportunities for buyers and sellers to meet and transact are lost.

Sales activities naturally include recommendations to purchase and invest in products and
services offered by the seller. For that reason, the seller’s limitation provided by paragraph (c)(2)(i) {the
“seller’s limitation”) recognizes financial institutions such as life insurers and their sales representatives
should not be categorized as fiduciaries under ERISA or Code section 4975(e)(3)(B) when they are
engaged in selling activities and are clear that they are acting in a sales capacity. The seller’s limitation
is a critical component of the Department’s Proposed Rule.

Sales Activites, We believe it is absolutely critical to make sure that the wording of the seller's
limitation be sufficiently inclusive to encompass the fuil scope of ordinary course selling and distribution
activity. As written, the wording of the seller’s limitation, which describes sellers and their agents, raises
some uncertainties about the availability of the seller’s limitation for other distribution channels, such as
independent insurance agents, insurance affiliated and unaffiliated broker-dealers and registered
investment advisers that offer life insurer products, whether exclusively or as one of many other
products from a variety of different product manufacturers.

: Subject, of course, to any limitations on marketing and promotional practices imposed on sales of financiat products generally.

_2-
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impartial. not “Adverse.” Our membership is deeply troubled by the wording of the paragraph
requiring that the recipient of the advice know or have a basis for knowing that the interests of the
selling firm and its distributors are “adverse” to the interests of the plan and its participants. While the
seller of a financial product has a financial interest in the outcome of a transaction, we think it is
inappropriate to describe that financial interest as necessarily entailing broad adversity of interest. As
responsible providers, we have an interest in seeing that our customers are well served, are happy with
our products and services, and that our customers found those products and services useful to the
attainment of their financial goals.

The process whereby purchasers and sellers bargain for and agree upon the terms of a proposed
transaction is fundamental to the efficient operation of a market transaction. Adversity of interests
exists in the area of price negotiation, where the seller of a product or service has an interest in
maximizing profit and the purchaser has in interest in minimizing cost.

We believe the seller’s limitation needs to parse this key distinction. It should make the point
that a seller of an investment or an investment product has a financial interest in the transaction it is
recommending and, if applicable, that less costly versions of an investment product may be available. So
long as purchasers are provided with that information, they will have the requisite basis for evaluating
the recommended transaction in light of the seller’s financial interest, and will be in a position to
understand that the selling firm's recommendation is not impartial.

lHustrate with Examples. The rule should provide an example or examples of circumstances in
which a person would reasonably demonstrate that the recipient of information knows that a
recommendation is being made by someone in a capacily as a seller. For example, a written
representation would suffice if it clearly notes that the person is a seller of products and services, that
the person and, if applicable, its affiliates, will receive compensation in the event the plan, plan fiduciary
or participant/individual selects the product and services, and that such compensation may vary
depending upon which product is purchased or which investments under a product or products are
selected. This type of representation would provide a clear indication to the plan, plan fiduciary or
participant/individual that the person is a non-impartial seller of products and services. It would also
address the Department’s stated concern about undisclosed conflicts of interest. Again, ACL} urges the
Department to adopt a rule that leaves the nature of the relationship unambiguous to all parties.

Ongoing Sales Relationship. The Department should clarify that the seller's limitation covers ali
aspects of both an initial sale and the subsequent ongoing relationship between a plan, plan fiduciary or
individual and an investment provider or any agent, broker, and/or registered investment adviser
involved with the sale of the investment provider's products and services. This would include information
and recommendations regarding the use of a product, e.g,, advice regarding the choice of investments
available under a product’s menu of investments. It is common for defined contribution plans to request
of potential investment providers a sample menu of investments from among a provider’s available
investments which, in the opinion of the provider, best match the plan’s current investment options.
There should be no expectation that any such recommendation is impartial or that the plan seeks advice
upon which it will rely for its investment decisions. The nature of this relationship should not change
after a sale. A product provider, agent, broker, and/or registered investment adviser may continue to
make recommendations regarding products and services. There should be no expectation that these
recommendations differ in nature following the initial sale.
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2. Representations of ERISA Fiduciary Status Should be Written

In its preamble, the Department expresses the belief that explicitly claiming ERISA fiduciary
status, orally or in writing, enhances the adviser’s influence and forms a basis for the advice recipient’s
expectation that the advice rendered will be impartial. The Proposed Rule reflects that view by applying
fiduciary status to all persons affording those acknowledgments and disallowing the availability of the
paragraph (c)(2)(i) seller’s limitation to such persons.

We are concerned about the potential proof issues inherent in claims that an adviser provided
oral representations of fiduciary status. Advisers may be hard put to dispute erroneous or otherwise
fictitious claims by plans that oral assurances of fiduciary status were provided. At the same time we
think prudence dictates that where a plan, plan participant or individual seeks out impartial,
disinterested advice delivered in a manner consistent with ERISA’s fiduciary standard of conduct, then
the plan, plan participant or individual should obtain the appropriate acknowledgment in writing in order
to secure the acknowledgement in a permanent form.

For these reasons, we strongly suggest that paragraph (c)(1)(ii)(A) be modified to apply only to
persons who represent or acknowledge in writing {electronic or otherwise) that they are acting as a
fiduciary within the meaning of ERISA with respect to the advice they are providing to the person or
persons for whom they are so acting. This concept is consistent with the recently promulgated section
A408(b)(2) regulations which require that a service provider acting in a fiduciary capacity acknowledge
such in writing.

3. Separately Consider a Rule for Individual Retirement Arrangements

ACLI requests that the Department take additional time to study the IRA and Keogh/one-
participant plan markets and carefully consider the economic impact of the Proposed Rule on both
individuals and providers of products and services. We ask the Department to consider IRAs and these
Keogh plans apart from the scope of a final rule for time to consider the IRA and Keogh market place,
changes in its regulatory environment, the economic impact of a change to the current rules to the non-
ERISA marketplace, a meaningful investment education safe harbor tailored to this marketplace, and to
clarify the application of existing exemptions and/or issued new exemptions tailored to this marketplace.
We believe that this would be similar to the Department’s decision to separately consider welfare benefit
plans under the recently issued 408(b)(2) regulations. The Department has held hearings and is close to
issuing newly proposed regulations governing fee disclosure for welfare benefit plans. We urge the
Department to consider a similar approach for IRAs and Keogh plans.

Unlike employer sponsored 401(k) plans that generally provide a limited number of investment
options selected by a plan fiduciary, IRAs and Keogh plans offer individuals a practically unlimited
number of options. Brokers and registered investment advisers who prefer to offer a wide range of
options find it impossible to create a level sales compensation structure. Because that universe of
investments is virtually unlimited, it is nearly impossible to design a computer model to take into the
account every possible option. The rights of iIRA owners are protected by way of their individual
agreements and direct relationships with financial institutions.

Seller's limitation. We believe that the Department should confirm that the seller’s limitation
applies to IRAs. It is common for advisors and agents to engage clients and prospective client on their
particular goals and objectives to better understand their product and service needs. Based on these
conversations, an advisor might explain the pros and cons of various investment vehicles including
variable annuities, mutual funds, brokerage accounts, banking products, fixed annuities, alternative
investments and several types of advisory accounts. Within each of these types of securities and
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property, advisors/agents can usually recommend several different specific securities that may have
different features. It is extremely difficult to design different product types so that the product pays the
advisor the same compensation regardless of the investment allocation within the product. It is virtually
impossible to do so across product types. For instance, compensation charged for executing a stock
trade will differ from compensation received for selling a variable annuity. Absent a seller’s limitation, it
would be next to impossible to provide recommendations as to products and services because generally
fees are not level.

For example, a broker may receive 50 bps if the individual invests in Product A (a large cap
growth fund}, 25 bps if the individual invests in Product B (a bond fund) or O bps if the individual invests
in Product C (a money market account). For an individual with $10,000 in her account, a
recommendation to put all assets into Product A would result in compensation of $50. A
recommendation to use two products, 60% to Product A and 40% to Preduct B would result in
compensation of $40. If the seller’s limitation is too narrow, a broker may avoid making a
recommendation, thereby leaving the individual without any professional assistance. The individual
couid instead pay a fee-only advisor {typically $500) to get the recommendations that may well be
identical to the recommendations the broker would otherwise have provided at a far lower cost. The
economics of small plans and small accounts make it so that the only advice available is often the
incidental advice provided by brokers. Absent a broad seller's limitation, the average individual may
receive no advice at all.

Other Limitations - The limitations provided at Section 2510.3-21{c)(2)ii) should be available to
IRAs. The Proposed Rule carves out from the definition specific acts related to the dissemination of
investment information and defined contribution plan “platforms.” However, these carve outs are
limited to individual account plans as defined in ERISA §3(34). ACLI urges the Department to explicitly
extend these carve outs to include IRAs.

Insurers issue variable IRAs (IRC § 408(b) individual Retirement Annuities) that invest in
insurance company separate accounts. These accounts may offer a variety of investment options in
different asset classes to address a range of possible investment objectives or asset allocations of
different annuity owners all within a single separate account. The limited number of the funds in the
separate account is similar to the “platform” of funds available to a defined contribution plan participant.
The principal of the “platform” limitations described in 2510.3-21(c)2)(i)){B) & (C) shouid be equally
applicable to IRAs.

Regarding education, the Department has provided considerable guidance regarding the line
between activities that would result in fiduciary investment advice as opposed to activities that would be
deemed non-fiduciary investment education. The Proposed Rule specifically references Interpretive
Bulletin 96-1 (29 CFR 25098.96-1) to preserve this guidance for ERISA individual account plans, but does
not provide a limitation for these activities to IRAs. Interpretive Bulletin 96-1 assumes that the
investment education being provided relates to an ERISA individual account plan with a limited number
of investment options. It addresses asset allocation models, but does not address the range of choices
available for IRAs or Keogh plans such as annuity products, mutua! funds, REITs, brokerage accounts, or
an advisory wrap program to name just a few. Information that models the use of these various
arrangements by hypothetical individuals should be viewed as “investment education” rather than
investment advice.

Furthermore, the educational activities that apply to individual account plans are even more
important with regard to IRAs. As indicated above, the investment options available to IRA owners could
aimost be limitless, as compared to employer sponsored plans which generatly have limited options. The
typical IRA owner needs help in picking the investment options needed to achieve their retirement goals
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and the concepts of IB 96-1 are therefore very important to IRA owners. We request that prior to issuing
a final rule applicable to the IRA and Keogh plan marketplace, the Department issue a Field Bulletin that
addresses investment education in IRAs and Keogh plans and make it clear that the “education
limitation” applies to model information regarding the use of these various types of investment
arrangements and asset allocation models for IRAs and Keogh plans.

Consumer Impacts - ACLI is extremely concerned that the Rule, if adopted as proposed, will
negatively impact the very people the Department seeks to protect. We believe that the Rule may lead
to less choice, reduced access and increased costs for products and services. Compensation structures
vary by investment products for a variety of reasons, for example, to account for the increased time
needed to explain a product that is not well understood or more complex than another. Sales agents
must be able to address the needs of their customers. The Rule must permit this or, we fear, there will
be fewer opportunities for IRA customers to learn about and consider a range of products and services.

We are not aware of a computer model that would advise an individual as to choices among
different IRA product types. If typical sales activities, including recommendations regarding one or more
IRA products under varied compensation structures, are not permitted by the final rule, IRA customers
may find that advice is only available under a “wrap program.” Under these arrangements, a set fee,
either on a dollar or percentage formula basis, is paid for advice on the assets within the arrangement.
Wrap programs are generally not available to individuals with small accounts. In many instances, wrap
programs are more expensive than commission-based accounts, yet may be appropriate for certain IRA
account holders. However, they are not necessarily as suitable a choice for other IRA account holders,
such as buy and hold investors, Guaranteed lifetime income products are a “buy and hold” investment
on which an ongoing wrap fee would not be a good fit. As annuities are sold on a commission basis, they
are generally not available under a wrap program.

Individuals should not be limited in making IRA rollover decisions. A provider should be able to
sell and an individual should be able to purchase an IRA insurance product even when the provider's
products are used to fund the pian from which a rollover will be made. Fiduciary status should not be
applied in a way that would restrict the options available to the participant seeking to purchase a rollover
product. As we noted in section 1 above, so long as it is clear that the provider seeks to sell products,
the seller’s limitation in the Proposed Rule must apply here.

4. Recommendations to Take Distributions Not Investment Advice

The Department has requested comment on whether and to what extent the final rule should
define "investment advice" to include recommendations related to the taking of a plan distribution. A
decision by the participant to effect a distribution cannot be assumed to be an investment decision with
respect to the plan as the Department noted in Advisory Opinion 2005-23A. A recommendation
regarding whether 1o take a distribution from a plan might include advice which results in a new
investment outside the plan (e.g., “you should rollover your benefit to your new employer’s plan) or on
what such distribution should be spent (e.g., “you may be eligible to take a hardship distribution to cover
our repair to your home”), but it should not be construed to be advice “with respect to any moneys or
other property of the plan.”® While a plan may need to liquidate various investments to make the
distribution, liquidation of plan assets is merely incidental to the primary transaction which is a
distribution from the plan. In addition, a distribution will not necessarily resuit in a fiquidation of assets if
the plan distributes cash or other investments in-kind, i.e., no change in investment. To the extent that a
recommendation to effect a distribution is aiso accompanied by specific advice regarding the plan’s
investments (e.g., to liquidate certain plan investments but retain others), the provision of such

> ERISA §3(21)(A)iH)
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investment advice would be subject to the Proposed Rule. However, a recommendation regarding
whether to contribute to or take a distribution from a plan is not investment advice and should not be
considered investment advice regardless of the fiduciary status of the financial professional making the
contribution or distribution recommendation.

Fiduciary Responsibilities can be Limited by Agreement. In the preamble, the Department cited
Advisory Opinion 2005-23A and noted its position that a recommendation to a participant to take a
distribution does not constitute investment advice within the meaning of the regulation. We urge the
Department to use the preamble to the final regulation to clarify an important issue raised by question 2
of the advisory opinion, i.e., the extent to which responses by a party who is “already a fiduciary” to
participant questions regarding distributions are the exercise of discretionary authority regarding
management of the plan which is subject to ERISA fiduciary restrictions. Specifically, we ask the
Department to clarify that responding to a participant’s question regarding plan distribution is not
subject to fiduciary standards merely because the party responding to the question or its affiliate
provides fiduciary services under a written agreement with the plan that are separate and unrelated to
participant distributions. Such a clarification would be consistent with the understanding that fiduciary
responsibilities can be limited by agreement and that no party is an all-purpose fiduciary merely because
it or its affiliate has entered into an agreement to perform specific fiduciary services. More specifically,
ERISA uses a functional definition of fiduciary. Therefore a person is only a fiduciary to the extent the
person performs a specific fiduciary function. For example, an agent is a fiduciary due to an arrangement
to provide plan participants with investment advice regarding designated plan investments, If that agent
recommends that a participant take a distribution from the plan, this action is separate and apart from
the scope of the fiduciary's duties under the arrangement. We urge the Department to confirm this
functional definition of fiduciary and clarify that activities such as a recommendation to contribute to a
plan or take a distribution from the plan, whether directly or via an IRA roll-over, do not fall within the
scope of a fiduciary’s duties merely because the person is a fiduciary for other purposes, e.g., participant
level investment advice. We also urge the Department to confirm that the seller’s limitation is available
to persons recommending IRA arrangements to a plan participant or individual to receive a rollover from
a plan or another IRA.

5. Status as RIA Alone Should Not Give Rise to Fiduciary Duty

Absent the application of the limitations in paragraph (2), section 2510.3-21(c)(1){ii)}C) of the
Proposed Rule provides that all registered investment advisors (“RIA”) are ERISA fiduciaries. ACLI
believes that this provision is both unnecessary and unworkable. We find the provision unnecessary as
paragraph (D) of that subsection already includes any person that provides advice or makes
recommendations to plans and plan participants as described. The provision is unworkable as its
application in conjunction with the affiliate rule leads to fiduciary status even when no advice or
recommendations have been made to the plan or plan participants.

Should the final rule include the provisions of section 2510.3-21(c){(1)(i}C), ACLI reguests that
the rule limit the application of the affiliate provision to only those instances in which an affiliate
engages in actions or has authority with respect to the plan that is sufficient to cause a reasonable plan
fiduciary to believe it is receiving fiduciary-level investment advice. Under the Proposed Rule, the mere
affiliation with an RIA would result in fiduciary status. Specifically, the Proposed Rule says that a person
may attain this status “directly or indirectly (e.g., through or together with any affiliate).” Affiliation with
an RIA should not trigger ERISA fiduciary status unless the RIA is providing advice services to the plan. If
the RlA is not providing advice services to the plan, the affiliate should be able to rely on the multi-factor
test in section 2510.3-21(c){ 1)} D} of the Proposed Rule in determining its fiduciary status.
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Similarly, affiliation with, or even direct status as, an ERISA fiduciary other than by providing
investment advice should not trigger the presumption that a person is an investment advice fiduciary
unless such status would give plans and participants a reasonable expectation of impartial investment
advice and the person is in a position to influence investment decisions. Thus, for example, status as an
ERISA fiduciary for a limited purpose unrelated to investment decisions (e.g., directed trustee,
investment manager of a "plan asset" investment vehicle in which a plan invests such as an insurance
company separate account or collective trust), either directly or through an affiliate, shouid not trigger
the presumption of investment advice fiduciary status because the fiduciary's limited status alone would
not give rise to a reasonable expectation that the fiduciary should provide impartial investment advice
and does not put the fiduciary in a position to influence investment decisions. To impose investment
advice fiduciary status on these persons solely because of these other limited and unrelated functions
would be contrary to the functional nature of fiduciary status under ERISA, which generally only imposes
fiduciary responsibility on persons to the extent of their fiduciary activities with respect o the plan.

ACLI understands that the language assigning fiduciary status through an affiliate relationship is
in the existing rule today so it may seem reasonable to continue this concept in the Proposed Rule.
However, the difference between the existing rule and the Proposed Rule is that the existing rule is
primarily focused on activity, not status., For example, under the current rule, the mere affiliation of a
person with an RIA or a directed trustee would not trigger fiduciary status. Instead, the affiliate would
have to engage in actions or have authority with respect to the plan that is sufficient to cause a
reasonable plan fiduciary to believe it is receiving fiduciary-level investment advice. Because the
Proposed Rule would presume fiduciary status based on status alone in some cases, extending that
presumption based solely on the status of an affiliate is inappropriate.

6. Reasonable Expectations for Fiduciary Status

The Department should revise section 2510.3-21(c){1){ii)(D) to provide greater clarity as to which
arrangements lead to fiduciary status. ACLI believes that fiduciary status should not apply when advice
merely “may be considered.” The current rule provides that a person will be a fiduciary when the person
and the plan agree that the advice “will serve as a primary basis” for investment decisions with respect
to plan assets. ACLI believes that this is reasonable and in keeping with the intent of ERISA. The
fiduciary standards of ERISA should only apply when the parties reasonably expect that the advice given
and received will serve as a basis for a decision. That reasonable expectation should be evidenced by a
written agreement between the parties or a written disclosure from the provider. Due to the nature of
such a relationship, this advice should be subject to the fiduciary duties and responsibilities of ERISA.
However, the Proposed Rule would subject such duties and responsibilities to persons whose advice or
opinions hold no such import. A plan may solicit advice from a number of persons without engaging any
one to serve as an advisor. When a plan’s interest in the advice is cursory at best, there is clearly not a
relationship which would warrant the extension of ERISA obligations to the advisor.

7. Platform Provider Limitation

The Department should provide greater clarity on the “platform provider” limitation in section
2510.3-24(c)(2)(ii)(B) as it pertains to “individualization” in the context of the sales, marketing and
retention activities of platform providers. In particular, we believe the platform provider limitation should
be clear that platform providers are not providing investment advice for a fee when they suggest to plans
sample menus, or otherwise, when the platform provider (1) does not hold itself out as a plan fiduciary,
(2) discloses that its recommendations are not intended to be impartial advice, and (3) discloses that it
has a financial interest in the transaction, which may include indirect compensation paid to the platform
provider or its affiliates from investment fund complexes.
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This is important to platform providers because in the ordinary course of selecting a platform
provider, or determining whether to continue a contract with a platform provider, plan sponsors often
require, either through a formal request for proposal or by means of an informal request by an
intermediary acting for the plan such as a broker or consultant, that a platform provider supply a sample
menu of investment funds (e.g., a subset of funds available from the provider's investment platform) for
consideration by the plan sponsor and its advisers. Platform providers that fail to respond to such
requests are often excluded from the sales opportunity, or fail to retain an existing plan customer.

In some cases, such requests may be accompanied by certain criteria or parameters supplied by
the plan sponsor or its intermediary, to guide the platform provider such as the plan’s investment policy,
fund performance history requirements, Morningstar classifications and other similar criteria. Often,
however, the plan sponsor’s {(or its intermediary’s) request may be simply that the platform provider
supply a suggested list of funds from the provider’'s platform that are substantially identical or closely
comparable to the plan’s existing designated investment funds.

In responding to these requests, platform providers engage in non-fiduciary sales activity.
Platform providers strive to suggest sample menus that are consistent with the goals and objectives
communicated to the platform provider by the plan sponsor, and consistent with the economic needs of
the platform provider's non-fiduciary business model. Therefore, similar to the activity described in the
seller’s limitation at section 2510.3-21(c){2)(i), the platform provider will typically attempt to respond to
these requests by suggesting a sample menu or suggested list of funds that both (1) attempts to
reasonably satisfy any criteria accompanying the request and {2) meets the platform provider’s target
revenue needs. Accordingly, we believe it is important that the limitation in section 2510.3-
21{e}2)(i)(B) be clarified to include these types of sales activities.

8. Investment Product Offerings are not Investment Advice

The Department should clarify in a final rule or its preamble that the development and offer of an
investment product with a limited investment menu, e.g., a bond fund, a stock fund and a balanced
fund, is not a provision of investment advice. investment providers such as insurers should have the
flexibility to offer a range of products with varied investment menus.

9. Confirm Status of Existing Exemptions

The last time a new fiduciary standard was created to govern sales of products by brokers and
other investment advisers, the Department responded immediately issuing a number of exemptions
applicable to broker-dealer activity to protect certain activities. Creating a bright-line test to determine
who is an advice fiduciary is a laudable goal. However, the bright-line test should not end at the
determination of who is a fiduciary, but rather extend to the determination as to whether such advice
creates a prohibited transaction when the broker or other financial professional receives fully disclosed
direct or indirect compensation from such sale or service.

It is difficult to assess the impact of the Proposed Rule without a clear understanding of whether
prior exemptions would continue to apply and whether new exemptions are contemplated. The
Department has provided a broad exemption for the sale of annuities (PTE 84-24). We would appreciate
the Department’s confirmation that this exemption is still available and would cover sales of affiliated
and unaffiliated annuities as well as any compensation, direct or indirect, received by an affiliated
insurance company, affiliated money managers of variable annuity subaccounts, and any revenue
sharing paid to the broker. Further, we seek the Department's confirmation that if the requirements of
PTE 84-24 are met that the exemption covers the provision of investment advice. The Department
should also confirm the status of exemptions such as PTE 75-1 and 86-128. In particular, it should
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confirm that these exemptions apply to the provision of investment advice. Product providers, agents
and brokers need to know that these exemptions still apply, and cover advisory programs which meet
the requirements of the exemption.

Finally, the Department has issued Advisory Opinions to investment providers that also provide
investment advice to ERISA pian participants on whether the receipt of compensation under the
arrangements in question result in prohibited transactions. In both Advisory Opinion 97-15A (the “Frost”
letter) and Advisory Opinion 2001-09A (“the SunAmerica” letter), the Department concluded that, based
upon the facts, the receipt of compensation described under these arrangements did not resultina
prohibited transaction under ERISA §406(b). ACLI members agree with the Department’s conclusions in
these Opinions. We ask that Department continue to support these conclusions and leave no doubt as
to the status of these Opinions under a final rule.

10. Valuations are not Investment Advice

ACLI requests that the Department remove the provision of appraisal services from the rule.
ERISA section 3(21)(A)(ii} provides that a person is a fiduciary if he or she "renders investment advice for
afee...” The determination of the current price of an asset is not “investment advice,” i.e., itis nota
recommendation to purchase or sell property or securities nor an opinion regarding the merits or value
of investing in such property or security. The Department elaborated on the matter shortly after it issued
the current rule in Advisory Opinion 76-65A, clarifying that the provision of valuation services is not
“investment advice.” The Department noted, absent an opinion as 1o the relative merits of purchasing a
particular asset as opposed to some other asset or assets, the valuation of securities is neither
investment advice, nor advice as to the value of securities.

There are good reasons for not treating appraisal services as investment advice. When a plan
fiduciary directly engages an appraiser to obtain current prices on property or securities that are under
consideration for purchase or sale or for assets already held by the plan, the fiduciary must act prudently
in selecting and monitoring the appraiser. A plan’s service arrangement with an appraiser is subject to
the provisions of ERISA §408(b)(2). As for the Department’s concerns regarding undisclosed conflicts of
interests, the interim final rule under ERISA §408(b){2) makes clear that to satisfy the prohibited
transaction exemption under ERISA §408(b)(2), an appraiser who provides services for indirect
compensation must disclose to the fiduciary any and all indirect compensation it expects to receive for
services rendered to the plan. Thus, with respect to appraisals, there already is a plan fiduciary to
ensure that appraisal activities are performed under an arrangement and in a manner that protects the
interests of the plan and its participants and beneficiaries.

Extending fiduciary status to appraisers under this Proposed Rule would, at the very least,
substantially raise the costs of what are already objective independent valuations for no discernible
purpose. For appraisal work performed for insurance company separate accounts, it would make such
appraisers fiduciaries to all ERISA covered plans that invest in these separate accounts. In general,
these appraisers would have no direct relationship with or knowledge of these ERISA plans. ACLI
members expect many appraisers to avoid ERISA plans and investment vehicles in which plans invest
altogether if this Proposed Rule take effect. In that event, there would be severe market disruption for
both plans seeking to invest in separate accounts and other non-publicly traded securities. At best, we
anticipate fewer appraisers and increased valuation fees due to the reduction in the number of willing
appraisers and the need for willing appraisers to insure against potential law suits, all of which are costs
that will ultimately be borne by plans and their participants.

If the Department extends the definition to include appraisal services, we note that the
limitation on the application of the Proposed Rule at {c)(2)(iii) raises two key concerns, First, the scope of

210 -
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the exclusion for “general reports...provided for purposes of compliance with the reporting and
disclosure requirements” is too narrow. It is common for insurers to prepare and provide reports and
statements more frequently than ERISA’s minimum reporting requirements. For example, it is common
to provide access to daily online account values to plan participants. 1t is also common for interim
reports 1o be prepared for a plan’s investment committee. Second, and more importantly to insurers,
the rule’s exclusion for reports on assets for which there is “not a generally recognized market” is quite
problematic.

Both a plan’s equity investment in an insurer’s separate account (units of the separate account)
and an undivided interest in the separate account’s investment in other vehicles (e.g., units of the
separate accounts investments in real estate funds, hedge funds, private equity funds) are “plan
assets.” Accordingly, any party passing along information to the separate account investment manager
(the insurer or its affiliate) on the value of the separate account’s investment in the underlying
investment vehicles (units in the underlying fund) or on assets of that vehicle that are used in computing
unit values of that vehicle is potentially a fiduciary under the Proposed Rule because it is giving advice
on the value of securities or other property owned or to be purchased by a plan. This would be true
whether the underlying investment vehicle invests in publicly offered securities or in non-public assets
(with values determined by appraisal). The parties swept into the fiduciary definition include investment
managers of underlying investment vehicles, custodians or sub-custodians and appraisers.

Many insurers offer real estate separate accounts and hire appraisers to determine the values of
separate account holdings. Those values are used for client reporting purposes and to set unit values
used for a plan’s purchase or sale of separate account units, The Proposed Rule would impose fiduciary
status and liability on real estate appraisers to separate accounts in which ERISA plans invest. By
valuing the underlying properties of a real estate fund, an appraiser would be advising the real estate
fund manager on the value of fund units, an ERISA “plan asset,” because the appraisal is for an
underlying asset of the insurer’s separate account.

Units of a non-registered separate account are not publicly offered securities. This is true even
when the underlying assets of the separate accounts are registered securities. Under the Proposed
Rule, establishing separate account unit values would be a fiduciary act of “advice,” leading an insurer
to become a fiduciary for purposes of the valuation. Insurers typically hire subcustodians who have no
direct contact with any plan investor to handle recordkeeping as well as the calculation of separate
account unit values. The Proposed Rule would make these sub-custodians ERISA fiduciaries.

The Department should not use this proposed rule to attempt to extend the definition of fiduciary
under ERISA 3{21)(A)ii} to persons providing appraisal services because such services do not constitute
the rendering of investment advice. This portion of the proposal along with the “limitation™ in the
Proposed Rule at (c)(2)(iii) should be dropped. If the Department finds it necessary to study valuation
issues more broadly, ACLI suggests that Department issue a Request for information.

11. Effective Date

ACLI believes that an effective date of at least one year following the publication of a final rule is
necessary and reasonable. The Proposed Rule states that final rule would be effective 180 days
following publication. As indicated in our comments above, the implications of the new rule would
require significant changes. Our members will need sufficient time to fully understand and address a
new regulatory regime, particularly given that any violations would result in a prohibited transaction.
Should the Rule be implemented as proposed, in addition to time required for compliance review, there
may be significant changes required to information technoelogy infrastructure, sales processes and
compensation arrangements and other agreements.

S11-
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On behalf of the ACLI member companies, thank you for consideration of these comments. We
welcome the opportunity to discuss these comments and engage in a productive dialogue with the
Department on these important issues.

Walter C. Welsh James H. Szostek
Executive Vice President, Vice President,
Taxes & Retirement Security Taxes & Retirement Security

o i

Shannon Salinas
Counsel
Taxes & Retirement Security
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Introduction

Good morning. My name is Tom Roberts and | am Chief Counsel at ING Insurance U.S.,
testifying on behalf of the American Council of Life Insurers. ACLI member companies represent
more than 90% of the assets and premiums of the US life insurance and annuity industry, and offer
insurance contracts and other investment products and services to qualified retirement plans,
including defined benefit pension and 401(k) arrangements, and to individuals through individual
retirement arrangements (IRAs) or on a nonqualified basis. ACLI member companies also are
employer sponsors of retirement plans for their own employees.

We appreciate this opportunity to offer our views of the proposed rule with the Department.
ACLI submitted written comments describing eleven key concerns. Today, | focus on three of them:
the importance of the seller's limitation; our suggestions to ensure all interested parties clearly
understand when advice is subject to ERISA; and our concerns regarding the proposed rule’s
applicability to IRAs and the need for further inquiry on the nature of these programs and the
products and services offered to support them.

The Proposed Rule would dramatically enlarge the universe of persons who owe duties of
undivided loyalty fo ERISA plans and to whom the prohibited transaction restrictions of ERISA and
the Internal Revenue Code would apply. It substantially broadens the concept of rendering
“investment advice for a fee.”

ACLI appreciates the Department’s concern that under some circumstances the current rule
impinges the Department’s ability to bring enforcement actions in situations that are clearly abusive.
We share the Department’s interest in seeing that plans and participants who seek out and are
promised advice that is impartial ultimately receive advice that adheres to the rigorous standards
imposed by ERISA. At the same time, we are concerned that the Proposed Rule’s pursuit of this
objective interferes with investment sales and distribution practices that are customary in the
marketplace, well understood, and commonly relied upon by financial services providers, plans and
participants alike. We are concerned that these changes will result in plans, plan participants, and
IRA owners having less access to investment information and or increased costs. Our comments
seek to preserve the Department's enforcement objective while avoiding unnecessary disruption
and negative impacts to plans, participants and individuals.

Seller's Limitation on fiduciary status

In the preambile to the proposed rule, the Department notes that, in the context of selling to
a purchaser, communications with the purchaser may involve advice or recommendations and that
such communications ordinarily should not result in fiduciary status. This point is critical to the
development of a workable rule. Persons engaged in the sale and distribution of investment
product and services need to have confidence that ordinary course sales recommendations will not,
in hindsight, be subjected to a fiduciary standard that disaliows the payment of sales commissions
and other traditional forms of distribution-related compensation. Parties engaged in transactions
with ERISA plans and IRAs need clear, unambiguous rules by which to determine their duties and
obligations.

Financial institutions such as life insurers and their sales representatives should not be
treated as fiduciaries under ERISA when they are engaged in selling activities and are clear that
they are acting in a sales capacity.

As written, the wording of the seller’s limitation, which describes sellers and their agents,

raises some uncertainties about the availability of the seller’s limitation for other distribution
channels, such as independent insurance agents, insurance affiliated and unaffiliated broker-

-
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dealers and registered investment advisers that offer life insurer products, whether exclusively or as
one of many other products from a variety of different product manufacturers. These parties must
be covered by the limitation.

The seller’s limitation is only available when the recipient of the advice knows or has a basis
for knowing that the interests of the selling firm and its distributors are “adverse” to the interests of
the plan and its participants. We think that the word “adverse” is not right word to explain that a
seller is not impartial. While the seller of a financial product has a financial interest in the outcome
of a transaction, we think it is inappropriate to describe that financial interest as necessarily
entailing broad adversity of interest. As responsible providers, we have an interest in seeing that
our customers are well served, are happy with our products and services, and that our customers
find them usefut to the attainment of their financial goals.

We believe the seller’s limitation should make the point that a seller of an investment or an
investment product has a financial interest in the transaction it is recommending. So long as
purchasers are provided with that information, they will have the requisite basis for evaluating the
recommended transaction in light of the seller’s financial interest, and will be in a position to
understand that the selling firm’s recommendation is not impartial.

The rule should provide an example or examples of circumstances in which a person
reasonably demonstrates that the recipient of information knows that a recommendation is being
made by a “seller.” For example, a written representation would suffice if it clearly notes that the
person is a seller of products and services, that the person and, if applicable, its affiliates, will
receive compensation for the selection of the product and services, and that such compensation
may vary depending upon which product is purchased or which investments under a product or
products are selected. This type of representation would provide a clear indication to the plan, plan
fiduciary or participant that the person is a non-impartial seller of products and services. It would
also address the Department's stated concern about undisclosed conflicts of interest.

The Department should clarify that the seller’s limitation covers all aspects of both an initial
sale and the subsequent ongoing relationship between a plan, plan fiduciary or individual and an
investment provider or any agent, broker, and/or registered investment adviser involved with the
sale of the investment provider’s products and services. This would include information and
recommendations regarding the use of a product, for example, advice regarding the choice of
investments available under a product’s menu of investments. it is common for defined contribution
plans to request of potential investment providers a sample menu of investments from among a
provider's available investments which, in the opinion of the provider, best match the plan’s current
investment options. There should be no expectation that any such recommendation is impartial or
that the plan seeks advice upon which it will rely for its investment decisions. The nature of this
relationship should not change after a sale. A product provider, agent, broker, and/or registered
investment adviser may continue to make recommendations regarding products and services.
There should be no expectation that these recommendations differ in nature following the initial
sale.

Written Representations

In its preamble, the Department expresses the belief that explicitly claiming ERISA fiduciary
status, orally or in writing, enhances the adviser's influence and forms a basis for the advice
recipient’s expectation that the advice rendered will be impartial. The Proposed Rule reflects that
view by applying fiduciary status to all persons affording those acknowledgments and disallowing
the availability of the seller's limitation to such persons.
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We think prudence dictates that where a plan, plan participant or individual seeks out
impartial, disinterested advice delivered in a manner consistent with ERISA’s fiduciary standard of
conduct, then the plan, plan participant or individual should obtain the appropriate acknowledgment
in writing in order to secure the acknowledgement in a permanent form. We are concerned about
the potential proof issues inherent in claims that an adviser provided oral representations of
fiduciary status. Advisers may be hard put to dispute erroneous or otherwise fictitious claims that
oral assurances of fiduciary status were provided.

For these reasons, we request that the rule be modified to apply only to persons who
represent or acknowledge in writing, electronic or otherwise, that they are acting as a fiduciary
within the meaning of ERISA with respect to the advice they are providing to the person or persons
for whom they are so acting. This concept is consistent with the recently promulgated section
408(b)(2) regulations that require that a service provider acting in a fiduciary capacity acknowledge
such in writing.

Separately Consider Rule for IRAs

ACLI requests that the Department take additional time to study the IRA and self-employed
plan markets and carefully consider the economic impact of the Proposed Rule on both individuals
and providers of products and services. The Department is separately considering weifare benefit
plans under the recently issued 408(b)(2) regulations. We ask the Department to do likewise for
IRAs and self-employed plans and hold them apart from the scope of a final rule. The Department
should take time to consider the IRA and Keogh market place, and the economic impact a change
to the current rules would have on this retail marketplace.

in addition, the Department should consider changes in the regulatory environment affecting
retail products. In particular, there are regulatory efforts are underway by the Securities and
Exchange Commission regarding the standard of care under the securities laws for broker-dealers
and investment advisers that provide personalized investment advice about securities to retail
customers. On January 21, 2011, the SEC issued a study on broker-dealers and investment
advisers. It is important that the SEC and DOL efforts lead to rules that are complimentary in
nature. We urge the Department to provide the public sufficient opportunity to consider the SEC’s
regulatory efforts and offer additional comments on the Proposed Rule.

The Department should consider a meaningful investment education safe harbor tailored to
this marketplace. The Department should also clarify the application of existing exemptions and/or
issued new exemptions tailored to this marketplace.

As we read the proposed regulation, the seller’s limitation applies to IRAs. it is common for
advisors and agents to engage customers and prospective customers on their particular goals and
objectives to better understand their product and service needs. Based on these conversations, an
advisor might explain the pros and cons of various investment vehicles including variable annuities,
mutual funds, brokerage accounts, banking products, fixed annuities, alternative investments and
several types of advisory accounts. Within each of these types of securities and property,
advisorsfagents can usually recommend several different specific securities that may have different
features. The compensation paid by product and service will vary. For instance, compensation
charged for executing a stock trade will differ from compensation received for selling an annuity.
The seller’s limitation, with an appropriate indication of the seller’s interest, makes it possible to
recommend products and services to customers.

| want to thank the Department again for holding this hearing, and for inviting ACLI to testify.
| am happy to answer any questions you may have.

_3-
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Office of Regulations and Interpretations
Attn: Public Hearing on Definition of Fiduciary
Room N-5655

U.S. Department of Labor

200 Constitution Ave. NW

Washington, DC, 20210

Subject: Public Hearing on Definition of Fiduciary
Greetings:

On behalf of the American Council of Life Insurers® (“ACLI"), we write to you today on the
proposed rule promulgated under Section 3(21)(A)(ii) of the Employee Retirement Income
Security Act (“ERISA"), which was published at 75 Fed. Reg. 65263 (October 22, 2010)
(“Proposed Rule” or “Rule”} and to offer a response to questions raised at the March 1st
hearing by DOL staff to our witness Thomas Roberts.

Clarification of Seller’s Limitation

In our February 31 comment letter and in our testimony, we asked that the proposal be
modified to provide examples of circumstances that would reasonably demonstrate that the
recipient of information knows that a recommendation is being made by a “seller.” One
example would be a representation that:

1 The American Council of Life insurers is a national trade organization with more than 300 members that represent more than
90% of the assets and premiums of the U.S. life insurance and annuity industry. ACLI member companies offer insurance
contracts and other investment products and services to qualified retirement plans, including defined benefit pension, 401(k)
and 403(b) arrangements, and to individuals through individual retirement arrangements (IRAs} or on a non-qualified basis.
ACLI member companies also are employer sponsors of retirement plans for their own employees.

American Gouncif of Life Insurers
101 Constitution Avenue, NW, Washington, DC 20001-2133
www.acli.com
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The person is a seller of products and services, that the person and, if applicable,
its affiliates, will receive compensation in the event the plan, plan fiduciary or
participant/individual selects the products and services, and that such
compensation may vary depending upon which product is purchased or which
investments under a product or products are selected.

The proposed regulation provides that the seller’s limitation is not applicable to a person
“who represents or acknowledges that it is an ERISA Fiduciary.” Our letter states that this
constraint on the seller’s limitation should only apply if the seller has represented or
acknowledged in writing (electronic or otherwise) that it was a fiduciary.

During our testimony it was suggested that the seller’s limitation might be protected by
some form of disclosure stating that the seller was not an ERISA Fiduciary. Such a disclosure
could be added to the representation (described above) that the “personisaseller....”

In addition to examples, the rule could include one or more safe harbor model notices.
For example:

I, (Name), am a representative of (Agency/Company). | would like to be of
assistance to you. Before we proceed, | need to be clear with you that my firm
and | may have a financial interest in the sale of any product or transaction that
we might recommend to you. Our financial incentive to recommend a particular
product or investment may vary by asset class, investment choices or product
type, or according to the particular investments available within a given asset
class or product type. My firm and | do not agree to act as your ERISA fiduciary
investment advice provider. An ERISA fiduciary is not permitted to take its own
financial interests into account when making a recommendation.

In certain circumstances, it may be appropriate to bifurcate this disclosure to make clear
that, while the selling firm does not agree to serve as an ERISA fiduciary investment advice
provider in connection with recommendations made by the particular representative making the
disclosure, it may agree to serve as an ERISA fiduciary investment advice provider in connection
with recommendations made outside of the scope of the relationship between the
representative and the plan, plan fiduciary or participant/individual to whom the disclosure is
made. In such cases, the disclosure should be revised to remove all references to the selling
firm and add the following:

! also need to be clear with you that my firm may have a financial interest in the
sale of any product or transaction that | might recommend to you and my firm
does not agree to act as your ERISA fiduciary investment advisor in connection
with any of my recommendations.
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This type of representation would provide a clear indication to the plan, plan fiduciary or
participant that the person is a non-impartial seller of products and services. It would also
address the Department’s stated concern about undisclosed conflicts of interest.

As you are aware, regulatory efforts are underway by the Securities and Exchange
Commission (“SEC”) regarding the standard of care for broker-dealers and investment advisers
that provide investment advice about securities to retail customers. Depending upon the SEC's
actions, there may be a need to expand this “seller's” disclosure to describe the seller’s status
and obligations under federal securities law including whether the seller is a fiduciary under
federal securities law.

Finally, the Department should clarify that, for purposes of the seller’s limitation, the
“recipient” of advice or recommendations may be the plan, the plan’s sponsor or other plan
fiduciary, plan participant, plan beneficiary or an individual (in the case of an individual
retirement arrangement).

Proposed Rule and Exemptive Relief

In tight of the substantive comment letters and testimony at the hearing, we expect that
the Department will make a number of useful revisions to the Proposed Rule. With substantive
revisions, the Department should provide the public with an opportunity to review and comment
on the next iteration of the rule before a final rule is promulgated. The current Proposed Rule
would dramatically enlarge the universe of persons who owe duties of undivided loyalty to ERISA
plans and to whom the prohibited transaction restrictions of ERISA and the internal Revenue
Code would apply, by re-defining and substantially broadening the concept of rendering
“investment advice for a fee” within the meaning of ERISA Section 3(21)(a)ii).

At the hearing, we were asked about compensation disclosure and noted that the
Prohibited Transaction Exemption 84-24 requires such disclosure. We note this exchange to
emphasize the need for the Department to confirm the status of current exemptions and solicit
public input on whether amendments are needed to existing exemptions and/or whether new
exemptions are in order.

We ask that the Department issue a new proposal together with any proposed changes
to or confirmations of exemptive relief. We believe it is important to review and comment on
these together. We remain committed to offering comments that seek to preserve the
Department’s enforcement objective while avoiding unnecessary disruption and negative
impacts to plans, participants and individuals.

Fokhokk
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On behalf of the ACLI member companies, thank you for consideration of these
comments. We welcome the opportunity to discuss these comments and engage in a
productive dialogue with the Department on these important issues.

Sincerely yours,

Walter C. Welsh James H. Szostek
Executive Vice President, Vice President,
Taxes & Retirement Security Taxes & Retirement Security

T Tuti

Shannon Salinas
Counsel
Taxes & Retirement Security
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House Committee on Financial Services,
Subcommittee on Capital Markets and Government Sponsored Enterprises

“Ensuring Appropriate Regulatory Oversight of Broker-Dealers
and Legislative Proposals to Improve Investment Adviser Oversight”

September 13, 2011
Chairran Garrett and Ranking Member Waters,

Thank you for the opportunity to submit 2 written starement for the record related o the hearing on
investment adviser oversight held on September 13, 2011, The Association of Institutional
INVESTORS (the “Association”) believes that the debate over creating the appropriate level of
oversight of broker-dealers and investment advisers is critical to the tuture of our markers and we
continue to work closely with the Commussioners and staff of the Securities and Exchange Commission
(“SEC) to ensure that the right tevel of oversightis provided in order to protect investors. We
appreciate the chance to provide Congress with our perspective and our proposals related o these
impaortant issues.

The Association includes some of the oldesr, largest, and most trusted investment advisers in the
United States. Our clients are primarily institutional investment entities that serve the interests of
ndrvidual investors through public and private pension plans, foundations, and registered investment
companies. Collectively, our member firms manage ERISA pension, 401(k), mutual fund, and personal
mnvestments on behalf of more than 100 million American workers and retirces. Qur clients rely on us
to prudently manage participants’ retirements, savings, and investments. They depend on our members
to help them provide for their retirements, to have tunds available to educare their family members, to
meet other obligations, and to support their financial aspirations. This reliance is built, in part; upon
the fiduciary duty each of our members has to these organizations and individuals to put their interests
tirst. Put simply, it 1s not our money. We recognize the significance of our duties and the important
role our markets play, and our statement is intended to reflect not just the concerns of the Assoctation,

but also the interests of those we ulimately serve.

The Association recognizes that our firms and our markets can only fulfill their highest purpose when
suppoerted by prudent regulation and strong investor protections, providing a level playing field for all
participants. As stated in our comment letter submitted to the SEC (attached hereto), the Assocution
beheves that the establishment of a self-regulatory organizanon (“SR0O™), on its own, would not
enhance the effectiveness of the Commission’s ability to oversee and examine investment advis
hawever, Congress deterrnines that an SRO s needed to oversee certain investment advisers, the
Association supports the approach taken i Chairman Bachus® discussion draft of the Investment
ight Act of 2011 {the “Bachus Draft™). The Bachus Draft distinguishes between
nvestment advisers who predomimantly provide investment advice to sophisticated investors and
advisers who provide personalized investment advice to non-aceredited investors.




298

Institutional
INVESTORS

The Investment Advisers Act and the SEC’s rules promulgated thereunder are largely a principles-based
regulatory regime that provides flexibility to managing client/adviser relationships all within the
requirements of fiduciary principles. This regulatory framework has provided institutional clients and
their investment advisers with the flexibility necessary to best serve institutional clients. This flexibility
is rarely available under a retail-oriented SRO structure. Our institutional clients are typically fiduciaries
themselves, supported by significant resources and guided by extensive statutory and regulatory
responsibilities. By excluding investment advisers who predominantly advise institutional clients from
SRO oversight, the Bachus Draft preserves the existing principles-based oversight of institutional
advisers by the SEC to the benefit of institutional clients, while creating a separate regulatory authority
to oversee retail focused advisers whose clients may benefit from the prescriptive rules typical of a
SRO.

The relationship between an adviser and its institutional clients differs in material respects from the
relationship between an adviser and retail clients. Unlike retail investors, institutional clients exert
significantly greater intluence over how the adviser manages the assets and closely monitor the adviser’s
operations and performance. For example, institutions typically negotiate fees at arms length. They
also often dictate the terms of the investment guidelines and insert contractual terms to protect their
interests. Many institutions use external consultants and Requests for Proposals to help select their
investrent advisers. Further, institutions either directly or through consultants perform both pre-
agreement due diligence and periodic inquities to oversee how their assets are managed, demanding
higher levels of customized reporting from advisers to ensure that their objectives and guidelines are
being followed. Institutions also generally select their own independent custodians. Institutional clients
generally require their asset managers to obtain annual internal control studies—such as a SAS-70.
These internal control studies review the adviser’s processes and controls around the adviser’s key
operating processes to assess whether the processes and controls are appropriately designed to
accomplish their purpose, such as the fair allocation of investment opportunities among accounts, and
are operating effectively. These control mechanisms provide institutional clients with enhanced
protection from improper conduct by an adviser.

Many advocates for an SRO justify the prescriptive rule system typical of an SRO by arguing that the
average retail investor is not able to enforce and monitor fiduciary principles as applied to the
individual’s account and that specific rules provide protections more effectively. While prescriptive
regulation may be more effective in cstablishing the exact scope of an adviser’s responsibilities, which
may be helpful in the retail context, such rules are not helpful for mstitutional investors. In light of the
advantages that institutional clients have in forming and monitoring their relationships with advisers, as
described above, forcing a system of prescriptive rules into the relationship between institutional clients
and advisers destroys Hexibility and offers little additional protection. Further, forcing a prescriptive
regulatory approach on institutional investors adds costs that would ultimately be passed on to the
nvestor and with no corresponding benefit.

The Association supports the Bachus Draft and we believe that a few changes could strengthen the
legislation. First, the term “client” should be defined to mean entities with whom the investment
adviger has entered into a written investment management agreement. This clarification is needed
because many investment advisers to institutional clients do not have a relationship to the investors
who invest through the institutional client, e.g., a pension plan. Second, we suggest that the 90%
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threshold be conformed to the IDodd Frank Act’s revenue threshold to define which entties are
tinancial institutions, 85% or more. Third, the $25 million threshold included in the exemption to
Section (b)(1)(c) 1s also too high and may inadvertently cover investment advisers the legislation is not
targeting. Lastly, the Association recommends that limited purpose broker dealers affiliated with
exempt institutional advisers continue to carry registrations with FINRA but that examination
responsibility be retained by the Commission. There are cffictencies for both the Commussion and the
registrants achieved by consolidating in one examination the management of funds and partnerships
and their distribution.

The Association believes that the population of investment advisers that will continue to be regulated
by the SEC will be sufficiently reduced and that the SEC should have sufficient resources to
appropriately examine and supervise them. In this context, we believe the SEC should consider the
third party reviewed internal audit control studies that many institutional advisers currently obtain, or
the lack thereof, in allocating their examination resources.

"The Association has been working with industry participants and the large audit firms to improve
internal control testing for institutional investment advisers to provide mstitutional clients with a review
better suited to their needs. We hope that this work may eventually produce a more comprehensive
testing framework that meets the common needs of the advisory firms, our institutional clients, and our
clents’ service providers, consultants and auditors. In addition, we are hopeful that such improved
standards could provide a cost etfective tool to assist regulators in determining where to focus scarce
resources.

We support the Bachus Draft framework because it appropriately treats institutional advisers differently
from retail advisers and offers each group a regulatory framework suited to their business models. The
resulting system would provide robust oversight and maximize investor protections without overly
burdening institutional advisers or their chents. We look forward to working with the Committee
Members on these important issues.
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Exhibit I

The Association’s Comment Letter on Sections 913 and 914 of the Dodd-Frank Act
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December 24, 2010

Ms. Elizabeth M. Murphy

Secretary

Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549-1090

Re: Sections 913 and 914 of the Dodd-Frank Wall Street Reform and Consumer Protection
Act

Dear Ms. Murphy:

Section 913 of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Act”)
requires the Securities and Exchange Commission (the “Commission”) to evaluate the effectiveness of
the current standards of care applicable to brokers, dealers, investment advisers and their respective
associated persons when providing personalized investment advice and recommendations to retail
customers. Section 914 of the Act requires the Commission to analyze the need for enhanced
examination and enforcement resources for investment advisers and to determine the extent to which
having Congress authorize the Commission to designate one or more self regulatory organizations
{"SROs") to augment the Commission's efforts in overseeing investment advisers would improve the
frequency of examinations of investment advisers.

Members of the Association of Institutional Investors {“Institutional Investors”)’ discussed
Sections 913 and 914 with Commission staff at a meeting held on October 25, 2010. At that meeting,
members of Institutional Investors expressed their view that the same fiduciary standard that applies to
investment advisers when managing all categories of dlient accounts shouid apply to brokers when
providing personalized investment advice to retail customers. Further, with respect to Section 914,
members were strongly of the view that the effectiveness of the Commission’s ability to oversee and
examine investment advisers would not be enhanced by the establishment of an SRO.

Institutional Investors continues to believe that the Commission should retain exclusive
oversight of all registered investment advisers. Institutional Investors is pleased to provide the
Commission with its views concerning regulation of investment advisers, should the Commission
conclude, for resource or other reasons, that Congress should authorize an SRO for advisers. In such
event, Institutional Investors urges the Commission to distinguish between investment advisers who
predominantly provide investment advice to accredited investors (an "institutional adviser") and
advisers who provide personalized investment advice to non-accredited investors (a "retail adviser").

! Institutional tnvestors is an assaciation of some of the largest and oldest investment advisers in the United States
who primarily provide services to institutional clients, such as registered investment companies, public and private
pension plans, and foundations.
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Institutional Investors believes that the Commission should retain exclusive examination authority over
institutional advisers. For purposes of our proposal, Institutional Investors recommends that: (1)
“accredited investor” be defined as it is currently defined in Regulation D under the Securities Act of
1933 (17CFR §230.501); (2} “institutional adviser” be defined as a registered investment adviser, whose
annual gross revenues earned from providing advisory services to accredited investors represent 85% or
more of the annual gross revenues earned from providing advisory services to all clients of the
registered investment adviser;® and (3) “retail adviser” be defined as any registered investment adviser
who is not an institutional adviser.

Institutional Investors believes that the distinction between institutional advisers and retail
advisers should be drawn at the entity level in order to avoid duplication of regulatory oversight. The
examination program for financial advisers should recognize the fundamental differences between
accredited investors and non-accredited investors and between the activities of institutional advisers
and retail advisers by not forcing a single examination process on all advisers with attendant
consequences to such different classes of clients and activities.

Institutional Investors requests that the Commission provide clarification on the scope of
services which would be classified as "personalized investment advice to retail clients” under Section
913 of the Act for the purpose of determining which advisers should be classified as "institutional
advisers.” In keeping with the above definition, Institutional Investors believes that an adviser's activities
related to the manufacture and management of pooled investment products {such as mutual funds)
should be considered institutional in nature for the purposes of the institutional adviser definition
above, even if the ultimate purchasers of those products may be non-accredited investors. In addition,
Institutional Investors believes that to the extent that an adviser supplies investment research or model
strategies to other advisers for such advisers' use with end clients, but does not have investment
discretion or direct contact with the non-accredited customer, such activities should be considered
institutional in nature, and should not be categorized as providing "personalized investment advice to
retail clients" for the purpose of determining whether the adviser should be considered an institutional
adviser.

Many institutional advisers are affiliated with a limited purpose broker dealer whose business
activities are limited to supporting the sale of shares of registered investment companies or private
funds that are sponsored by the institutional adviser. Those services include the distribution of shares
of those funds either to other broker dealers {who in turn sell the shares to the end investor), or to
institutional investors or broker dealers to be included in their "wrap account” offerings. The hallmark of
the sales activities of representatives of limited purpose brokers is that they are sales to institutional
investors. Institutional Investors requests the Commission to consider whether the limited nature of
such broker dealer activities, and the integrated activities of such broker dealers with the business of
institutional advisers, warrant a separate regulatory structure from that applicable to full service broker
dealers or broker dealers that engage with retail customers and whether the regulation and
examination of such limited purpose broker dealers should be consolidated with the regulation and
oversight of institutional advisers.

*The proposed definitions of institutional advisers and limited purpose broker use the same standards used in
Section 102{a} (6) of the Act to define "predominantly engaged."
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The Act and the federal securities laws differentiate between the levels of protection provided
to accredited investors versus non-accredited investors. Accredited investors are allowed to invest in
various investment products, such as unregistered investment companies, 144A offerings, and privately
placed securities that are simply off-limits to retail investors. Certain accredited investors are permitted
to agree to performance-based fee structures that are unavailable to retail investors. Permitting
accredited investors the freedom to invest in these products is appropriate because accredited investors
are able to understand complex financial matters and assess risks far better than the typical retail
investor.

In our experience, accredited investors are more proactive and self-reliant in overseeing the
institutional advisers they hire. Almost all registered investment companies have independent boards
and counsel, and most clients of institutional advisers either have their own staff or consultants that
perform extensive due diligence on the institutional adviser's investment process and business
operations and receive regular detailed reports on the performance of their portfolio.

Non-accredited investors are not similarly equipped. The relationship between a non-accredited
investor and a retail adviser is better suited to prescriptive-rule based regulation than the relationship
between an accredited investor and an institutional adviser.

We are concerned that if an SRO is created using FINRA as a model, it will not provide the
flexibility needed by accredited investors because the rules based system that is applied to broker-
dealers is ill-suited for the institutional market. A rules-based system reduces freedom of choice by
requiring the same treatment of clients regardiess of differences clients and facts and circumstances.
This model was designed to protect less sophisticated clients that are unable to make well-informed
decisions on complicated financial products. It sacrifices choice for an acceptable conduct standard. 1t
is more reasonable for less sophisticated clients than it is for institutional clients. The Commission's
staff has recognized how the facts and circumstances surrounding an adviser's relationship with a client
will inform whether the contract terms between them are acceptable.®** That same recognition should
lead the Commission to different regulatory structures based on the classes of customers the
Commission is seeking to protect.

Additionally, many institutional advisers include registered investment companies among their
clients, either on a direct advisory or sub-advisory basis. As noted above, the regulation of registered
investment companies is intertwined with the regulation of their advisers. If the Commission retains its
examination authority over registered investment companies, it will be very inefficient to separate this
retained examination authority from the examination of institutional advisers and risk inconsistent
interpretations of the Investment Company Act of 1940 {the "40 Act").

? Heitman Capital Management, LLC, SEC No-Action Letter (pub, avail. February 12, 2007).

*The European Union's Markets in Financial Instruments Directive ("MIFID") similarly distinguishes between
various categories of clients. Under MIFID there are two main categories of clients—retail and professional~-to
alfow for the tailoring of regulatory requirements according to the knowledge and experience of clients.
Professional clients are considered to possess the experience, knowledge and expertise to make their own
investment decisions and assess the risks inherent in their decisions. {Financial Services Autherity, Implementing
MIFID's Client Categorisation Requirements {August 2006}}.
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By limiting the reach of an adviser SRO to only retail advisers who provide personalized
investment advice to retail clients, the Commission will avoid many of the drawbacks that a SRO poses
to the institutional market. ®

An SRO style prescriptive rule book is ill suited to the institutional market. By exempting
institutional advisers the Commission will preserve the principles-based regulatory structure for
institutional advisers and their clients, and thereby permit the institutional adviser and its client to
manage the relationship as best suits their needs. Exempting institutional advisers from a SRO will also
reduce the risk of inconsistent interpretations and application of the ‘40 Act to those advisers that
advise registered investment companies.

Second, by diverting oversight of retail advisers to a SRO, the number of advisers to be
examined by the Commission will be greatly reduced. The Commission should have adequate resources
to examine and supervise the remaining institutional advisers subject to their jurisdiction.

Third, the Commission’s other important responsibilities, including maintaining fair, orderly, and
efficient markets, will be better served if the Commission retains examination responsibility over
institutional advisers. Institutional advisers play a unique role in the market. How they manage assets is
influenced by regulatory oversight and interpretation of complex, and at times, ambiguous laws and
regulations. We believe the agency that is charged with the responsibility of maintaining fair, orderly
and efficient markets should have the benefit of the knowledge it acquires through its oversight of
institutional advisers and the ability to influence institutional advisers through the examination process.

In 1965, the Commission implemented a Securities and Exchange Commission Only ("SECO")
program relating to the regulation of broker dealers that traded only in over-the-counter derivatives
("OTC"). The Commission eliminated the program in 1983 concluding that a direct regulatory program
was not the best use of the Commission’s resources. The SECO program is not analogous to the
continued regulatory oversight of institutional advisers here advocated for by Institutional Investors.

First, SECO was developed as an alternative to compulsory membership in a SRO at a time when
certain classes of broker dealers were first becoming subject to such regulation. To implement SECO, the
Commission needed to develop a regulatory program to take on SRO responsibility. Here, the
Commission has been responsible for examining institutional advisers for 70 years. A SRO for
institutional advisers would disrupt this 70 years of experience and practice. Unlike broker-dealers,

® By way of background, the SRO system that was put into place to govern broker-dealers represented an
incremental change to a system that predated the federal securities laws. As the former Director of the
Commission's Office of Compliance inspections and Examinations, Lori Richards, noted in 2000, "[t}he Securities
Exchange Act of 1934 created the SEC and codified the existing self-regulatory system for broker-dealers. The SROs
retained primary authority to regulate their members. Former Commission Chairman and later Supreme Court
Justice William O. Douglas famously described the SEC's oversight role as akin to keeping a "shotgun, so to speak,
behind the door, loaded, well-oiled, cleaned, and ready for use but with the hope it would never have to be used.”
{Self-Regulation in the New Era {Remarks by Lori Richards, Director, Office of Compliance inspections and
Examinations, U.S. Securities and Exchange Commission), NRS Fall 2000 Compliance Conference, Scottsdale,
Arizona, September 11, 2000}
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investment advisers were never members of an SRO. Therefore, requiring investment advisers to be
subject to an SRO would amount to an unnatural graft on the existing regulatory structure.

Additionally, the SECO program involved different oversight programs based on trading activity
rather than differences in the types of relationships that institutional and retail clients have with their
advisers. Mandating a SRO for institutional clients will force changes onto those relationships in ways
that the elimination of the SECO program did not. Finally, Institutional Investors’ proposal will greatly
reduce the number of advisers subject to the Commission's examination, thereby reducing the needed
resources and enhancing the Commission's oversight of the advisers that remain exclusively subject to
Commission examination.

Institutional Investors does not support the creation of a SRO for investment advisers, but if one
is to be appointed Institutional Investors urges the Commission to recognize the fundamental ways in
which the activities of institutional advisers differ from those of retail advisers. Institutional investors
urges the Commission to acknowledge those differences by retaining exclusive regulatory and
examination authority over institutional advisers. Representatives of Institutional Investors would be
pleased to meet with Commission staff to further discuss this proposal.

Very truly yours,

John Gidman, on behalf of
Institutional Investors
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Chairman Garrett, Ranking Member Waters and
members of the Capital Markets and Government Sponsored
Enterprises Subcommittee:

Thank you for the opportunity to submit for this
statement from the Bond Dealers of America the record.

The Bond Dealers of America ("the BDA”) is the only trade
association exclusively focused on U.S. fixed income markets
and represents middle-market brokers and dealers who are
headquartered in cities all over the country, doing business
throughout the United States coast to coast. Our members are
the “Main Street” firms, not the Wall Street firms. They help
communities around the country finance their schools, roads
and bridges. They also provide liquidity for the investors in
those communities.

We do not see a need to impose a so-called “fiduciary”
standard on the relationship between broker-dealers and their
clients. Broker-dealers are subject to strict standards of
conduct that in many ways provide more protection to our
clients than the vague fiduciary standard. No one, including
the staff of the Securities and Exchange Commission in their
report earlier this year, has pointed to any specific difference
in these standards of conduct that would benefit investors.

The BDA opposes the imposition of a fiduciary standard
on broker-dealers because it will expose broker-dealers to the
risk of litigation and increased liability. This exposure will
cause broker dealers to restrict their activities and will result
in less liquidity for investors. In fact, the term “fiduciary” does
not appear in either the statute or regulations. Itis a court-
imposed standard.
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Moreover, a fiduciary standard is not what investor want
or need.

The Securities and Exchange Commission and others have
repeatedly expressed concern that investors do not
understand the difference between the “suitability” standard
required of broker-dealers versus the “fiduciary” standard
required of registered investment advisors.

A recent study by ].D. Powers and Associates, however,
casts new light on investor concerns. The study found
investors indeed are confused about the fiduciary and
suitability standards but are more concerned about receiving
clear information, especially about fees and investment
performance.

There’s no dispute that information provided by dealers
and investment advisors should be true and accurate. The
information must include whatever is material to an investor’s
decision and match the investor’s financial situation and risk
tolerance. Further, investors should understand the different
roles played by broker-dealers and investment advisors. All of
that is required today of both broker-dealers and investment -
advisors.

Last January, the SEC highlighted two key differences
between the standards applied to broker-dealers on the one
hand and investment advisors on the other. The first was the
timing and required disclosure of conflicts of interest. This is
easily resolved. The second, and more fundamental difference,
though, is the burdensome and time consuming process
imposed on advisors who act as a principal when buying and
selling securities from clients.
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Investment advisors generally do not encounter this
problem because they usually do not act as principal. Broker-
dealers, on the other hand, often act as principal, providing
better liquidity to their clients. Applying the fiduciary standard
to dealers could restrict this critical flow of capital by making
the activity overly burdensome.

There is also the practical impossibility of applying the
fiduciary standard to dealers. “Fiduciary” is a vague legal
concept meaning someone is supposed to act in someone else’s
best interest. It is actually not mentioned in the statute or the
regulations governing investment advisors.

So just what does “fiduciary” mean when a broker-dealer
has been engaged by a client to buy or sell securities from that
client? In these transactions, the dealer is by definition a
counterparty. The problem is even thornier when the dealer is
acting as an intermediary between two parties, a buyer and a
seller, and both are the broker-dealer’s clients. How can the
broker-dealer owe a fiduciary responsibility to both?

Fundamentally, the dealer’s role is incompatible with
being a fiduciary. That does not mean that dealers can do
whatever they want. They are bound by rules of fair dealing,
best execution and other obligations that ensure they cannot
take advantage of their clients.

If the SEC were to apply the “fiduciary” standard to
broker-dealers, they would have to take into account the risk
that if a client loses money on an investment, the client will sue
and a court will impose a settlement.

Broker-dealers are already exposed to that risk today but,
as a fiduciary, the risk would be immeasurably increased.
Dealers would respond by offering clients less or charging
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more, resulting in fewer choices, lower liquidity and higher
costs for investors.

Investors need clear communication. They also need
choice and liquidity. The SEC should not take steps that reduce
investor choice or liquidity or increase investor costs.

Earlier this year Congressman Barney Frank wrote to SEC
Chairman Mary Shapiro that Congress had looked at applying
the fiduciary standard to broker-dealers and rejected it. He
cited two specific sections of the Investment Advisor Act that
effectively already apply to dealers — one that says don't
defraud your clients and the other that says don’t lie to them.

Congressman Frank further said if Congress had intended
to copy the Investment Act and apply it to dealers, it would
have done so. He believes there should be a new standard for
dealers and not the old Investment Act standard. The Bond
Dealers of America agree.

The new rules should be practical and clear. Vague labels
like “fiduciary” will only confuse investors. The rules should
focus on specific disclosure of the role and obligations of
dealers and take into account there is not any substantial
difference between the regulatory obligations of dealers and
investment advisors, only differences in the timing and content
of disclosures.

Dealers should not be labeled fiduciaries, because that
term does not recognize the differences between dealers and
investment advisors. The use of this entirely inappropriate
term will surely bring about harmful, unintended
consequences.

Finally, the new rules should not impose cumbersome
requirements on dealers for buying and selling securities for
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clients. The approach won’t work and would not recognize the
fundamental differences between dealers and investment
advisors.

Instead, regulators should consider what investors
want: clear information about their investment choices and
the role of their investment professionals. If there are
deficiencies in what dealers are disclosing to their clients, we
should fix that and not impose an impractical new standard.
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The Financial Services Roundtable’ (“Roundtable™ or “we™) appreciate the
opportunity to provide our views on a matter of high importance for Americans who
are saving for their retirements. The Roundtable believes that providing these
opportunities for all Americans to plan and save for their retirement years is important
because savings increase domestic investment, encourage economic growth, and
result in higher wages. financial freedom, and a better standard of living. We believe
that most Americans should approach retirement with a comprehensive strategy that
incorporates a number of retirement vehicles. Consumer education about retirement
savings products can help consumers make sound investment decisions and provide
opportunities for them to maximize their retirement savings. Further gains can be
achieved through better use of investment advice, and by promoting policies that
provide for more diversified, dynamic asset allocation, and exploration of new and
innovative methods to help individuals make better investment decisions.

The Need for a Uniform Approach

On July 21, 2010, President Obama signed into law the Dodd-Frank Wall
Street Reform and Consumer Protection Act (the “Dodd-Frank Act”). Section 913 of
the Dodd-Frank Act generally charged the Securities and Exchange Commission with
studying the obligations of broker-dealers and investment advisers (the “Report).’
Among other things, the Dodd-Frank Act required the Commission to evaluate the
effectiveness of existing legal or regulatory standards of care for securities
professionals (brokers, dealers, investment advisers, efc.) who provide personalized
investment advice and recommendations about securities to retail customers. In its
review of standards of care for securities professionals, the Commission also was
required to cvaluate whether existing legal or regulatory standards have “gaps,
shortcomings, or overlaps™ in the protection of retail customers. The Commission
subrmitted its Report to Congress on January 22, 2011.°

In its Report, the Staff recommended that the Commission promulgate a
uniform fiduciary standard of conduct for broker-dealers and investment advisers who
provide personalized investment advice about securities to retail customers and such
other customers as the Commission determines.® In accordance with Section 913, the

! The Financial Services Roundtable represents 100 of the largest integrated financial services

companies providing banking, insurance, and investment products and services to the American consumer.
Member companies participate through the Chief Executive Officer and other senior executives nominated by
the CEO. Roundtable member companies provide fuel for America’s economic engine, accounting directly for
$ $92.7 trillion in managed assets, $1.2 trillion in revenue, and 2.3 million jobs.

: Pub. Law No. 111-203, § 913(f), 124 Stat. 1376, 1828 (July 21, 2010).

3 SEC. & EXCH. COMM’N, Study on_Investinent Advisers and Broker-Dealers: As Required by
Section 913 of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Jan. 2011) (the “Report”).
The Commission did not express any view concerning the Staff’s analysis, findings or conclusions.

See id. at 109-10,
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Staff recommended that the Commission define the standard of care as a duty “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.™ As part of its
rulemaking, the Staff further recommended that the Commission address not only the
components of a uniform fiduciary standard (i.e., the duties of loyalty and care), but
that it also provide guidance on specific scenarios to assist broker-dealers in
transitioning to the new standard.

In the interim, the Department of Labor proposed to re-define the definition of
the term fiduciary® for purposes of Title T of ERISA” (the “Proposal™). Many of the
issues we expect the Commission to address in its uniform fiduciary standard (e.g.,
proprietary trading, compensation, and sales of proprietary products) also would
impact financial services firms and professionals who would be deemed fiduciaries
for purposes of ERISA. Accordingly, it is critical that the Department and the
Commission work together to develop a practical approach that not only provides
appropriate protections for investors, but also preserves each investor’s ability to
choose its service provider(s) and accommodates a range of business models.

The Roundtable is a long-standing supporter of harmonizing regulations
applicable to broker-dealers and investment advisers who provide personalized
investment advice and recommendations about securities to retail customers. We also
support legal and regulatory protections for retail investors and capital markets.

Consistent with Congress’s interest in developing a uniform standard of care,
we believe that these worthy goals can be achieved without subjecting broker-dealers
and investment advisers to costly, duplicative, and overlapping regulatory régimes
that create confusion among investors, and do not recognize or allow for differences
in the business models, services, and products provided by a range of financial
services firms and professionals. The Roundtable also is concerned that the
Department’s proposal would impose a uniform duty of care on a subset of the
financial services industry that would further increase investor confusion about the
standard of care owed to them by their financial professionals, and impose an
additional unnecessary—and expensive—Ilayer of regulation on financial services
firms and professionals.

We also note the differing approaches to potential conflicts of interest by the
Department and the Commission. The Department generally prohibits potential
conflicting interests, unless an exemption is available for the service provider’s
activities. However, the Commission’s regulations may allow broker-dealers and

3 1d. at vi.

6 DEPT. OF LABOR, Definition of the Term “Fiduciary.” 75 FR 65263 [RIN: 1210—AB32]
(Oct. 22, 2010) (the “Proposing Release™).
7 Employee Retirement Income Security Act of 1974, 29 U.S.C. § 1001, ef seq.
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investment advisers to manage potential conflicting interests by full disclosure to the
customer and obtaining the customer’s written consent to those potential conflicts.®

The two agencies are going down parallel tracks to address the same issues in
sharply divergent ways. The Department is expanding the definition of fiduciary
while preserving rules that would prohibit standard compensation practices in the
broker-dealer industry. As proposed, disclosures of such practices could not cure a
conflict of interest, although disclosure is a key element of the Commission’s
regulation of investment advisers and broker-dealers.

Accordingly, the Roundtable urges the Department to withdraw its rulemaking
and to work collaboratively with the Commission (and other financial and banking
regulators) to develop a harmonized definition of “fiduciary” and concomitant
regulatory régime for all market participants, but particularly for those overlapping
activities related to individual retirement accounts (“IRAs”) and small business
retirement plans.q

Notwithstanding the Roundtable’s request that the Department withdraw its
current version of the proposed definition of fiduciary, our Members fully support the
Department’s initiative to modernize the regulation and provide definitive guidance
for the financial services and retirement planning industry to ensure that plan
participants and beneficiaries have clear and concise information.

The Department’s Proposed New Definition of Fiduciary

As proposed, a service provider would become a fiduciary if it provides
investment advice or recommendations to an employee benefit plan, and receives any
compensation {direct or indirect fees, efc.) for that advice or those
recommendations.'”  Any service provider who provides advice on the value or

8 See, e.g., Rules 206(3)-2 and 206(3)-3T under the Investment Advisers Act of 1940,

? The Roundtable further notes that a broker-dealer that is deemed to be a fiduciary becomes
subject to a minimum net worth standard under of the Internal Revenue Code that operates independently of the
minimum net capital requirement for broker-dealers specified by Rule 15¢3-1(a) under the Securities Exchange
Act of 1934, Compare 26 C.F.R. § 1.408-2(e)(5)ii)(B) (imposing a net worth requirement of the greater of
$100,000, or four percent of the value of all of the assets held in fiduciary accounts); with 17 C.F.R. § 240.15¢3-
1(a)}(1)(ii} (requiring broker-dealers that calculate net capital under the alternative method to maintam net
capital of not less than the greater of $250,000 or two percent of aggregate debit items computed in accordance
Rule 15¢3-3A, 17 C.F.R. § 24015¢3-3A). Accordingly, we urge that the DOL and the SEC not work not only
together to address these issues, but also confer with the Internal Revenue Service to address and avoid
overlapping and inconsistent regulations.

0 See, § 2510.3-21(c) Definition of Fiduciary, 75 FR at 65277. In another significant change, a
service provider also would become a fiduciary if it provided any advice or recommendations to any plan
participant or beneficiary. See Proposing Release, 75 FR at 65266 (citing Proposed rule 3-21{C)(1)(IXB)). Asa
consequence, plan participants and beneficiaries could avail themselves of a private right of action under
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investment of ERISA plan assets, " or Who provides advice on the management of
plan assets also would become a fiduciary."?

In an important change from the current rule originally promulgated in 1975,°
the Proposal would not require that the parties (plan sponsor, participants or
beneficiaries and the financial services provider) to reach a mutual understanding to
establish a fiduciary relationship.'* Nor would the Proposal require that the advice
“be provided on a regular basis.”"” Finally, the Proposal also would expand the
fiduciary-definition to individual retirement accounts (*IRAs™), which to this point
have not been generally covered by ERISA.'

The Department’s current definition of investment advice for purposes of
determining one's fiduciary status is practically identical to the federal
securities law definition of “‘investment adviser.”

The Department’s current rule shares many similarities with the definition of
“investment adviser” in section 202(a)(11) of the Investment Advisers Act of 1940:"

“Investment adviser” means any person who, for compensation, engages
in the business of advising others, either directly or through publications
or writings, as to the value of securities or as to the advisability of
investing in, purchasing, or selling securities, or who, for compensation

ERISA section 502(a){2) against any plan fiduciary who breaches “responsibilities, obligations, or duties”
arising under Title L of ERISA. See Proposing Release, 75 FR at 65273, n.32.
Proposed rule 3-21(c)( (A1)

2 Proposed rule 3-21(c)(1)(iXA)(3). See Proposing Release, 75 FR at 65266 (managing
securities or other property also includes exercising rights appurtenant to particular securities, such as voting
proxies).

B Definition of “Fiduciary,” 29 C.F.R. § 2510.3-21, 40 FR 50842 (Oct. 31, 2975) (establishing
a “five-part test” to determine whether an ERISA service provider is a fiduciary because it renders “investment
advice™ to an ERISA plan). The elements of the current five-part test focus on whether an adviser who does not
have discretionary authority or control over an ERISA plan’s assets: (1) Provides advice concerning the value
of-—or makes recommendations as to the advisability of investing in, purchasing, or selling---securities or other
property; (2} on a regular basis; (3) pursuant to a mutual agreement, arrangement or understanding with the
plan or plan fiduciary that (4) the advice will serve as a primary basis for investment decisions concerning plan
assets; and that (5) the advice will be individualized based on the particular needs of the plan. See Definition of

IlduClary 29 C.F.R. § 2510.3-21(¢) (2010).

Proposing Release, 75 FR at 65267 (“The proposal also does not require that the parties have
a mutual understanding that the advice will serve as a primary basis for plan investment decisions.”),

See Proposing Release, 75 FR at 65267 (distinguishing the Proposal from the provisions of
carrent rule 3-21{c)(1)(IXB) [29 C.F.R. § 2510.3-21(c)(1)(H)(B) (2010)]).

See Proposed rule 3-21(c)(4) {29 C.FR. § 2510.3-21(c)4)]; Proposing Release, 75 FR at
65269 (applying the proposed definition of fiduciary to “any plan described in Code section 4975(e)(1),
regardless of whether such plan is an employee benefit plan™). Section 4975(e)(1) includes individual
retirement accounts within the meaning of section 408(a) of the Internal Revenue Code [26 U.S.C. § 408(a)
(20100},

7 15 U.S.C. § 80b-1 et seq. (2010).
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and as part of a regular business, issues or promulgates analyses or
reports concerning securities.'

It is apparent that the Department does not understand the very capital markets
it now seeks to regulate with the Proposal. For example, the staff wants to apply the
definition of investment adviser under the Advisers Act in its regulations under
ERISA independently of how the Commission would define the very term it
promulgated under the Advisers Act. And yet the Commission is the statutorily-
authorized regulator of the nation’s capital markets, and the brokers, dealers,
investment advisers, investment companies, and other registered market participants.

The Proposed definition poses several interpretative and practical challenges
that are likely to reduce significantly the availability of retirement advice for
American consumers.

The meaning of investment advice or recommendations is so broad that the
Proposal will cover many persons and entities that do not offer investment advice or
recommendations. For example, a person who appraises or provides any valuation of
an ERISA benefit plan’s assets would become a fiduciary to the plan.” A custodial
bank that merely reports the valuation provided by third-party pricing services of the
plan’s real estate, venture capital interests, swaps, or other hard-to-value assets on
periodic plan statements or in performance measurement reports also would become a
fiduciary. The Proposal also would bring within the ambit of ERISA fiduciary status:

»  Any bank or securities firm that holds assets “as trustee” for an IRA.

»  Computer programmers who write software code for asset allocation models or
other financial strategies.

» Call Center employees who inform ERISA plan participants and beneficiaries
of their alg%matives upon retirement, resignation, layoffs, marriage, birth of a
child, ete.”

By increasing substantially the categories of service providers who would be
deemed fiduciaries for purposes of ERISA, the Department’s Proposal would directly

8 15 U.S.C. § 80b-2(11) (2010).

9 See Proposed paragraph (c)(D()A)(1) of rule 2510.3-21. The Department stated the
proposed definition would include “appraisals and fairess opinions.” Proposing Release, supra note 7 at
65265. Appraisers—iike external auditors—are required to be independent of the parties seeking an appraisal.
Under the current definition of fiduciary, it would not be possible for a person who is the ERISA plan’s
fiduciary to also provide “appraisals” or “valuations” of assets held in any ERISA plan for which it also acts as
the plan’s fiduciary. Moreover, a requirement that the appraiser be independent of the ERISA plan would avoid
“the fox minding the chicken coop™ risk to ERISA plan participants and beneficiaries. However, by re-defining
appraisers as “plan fiduciaries,” the Proposal would engraft a patent conflict of interest onto any valuation or
appraisal conducted by the plan fiduciary.

o This information would be extracted from the ERISA benefit plan disclosure documents that
are distributed to all plan participants and beneficiaries.
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increase the cost of providing retirement services and thereby decrease the availability
of retirement planning options for all Americans.”’ The Department’s Proposal also
would lead to a “[rjeduced choice of investment professional, level of investment
guidance, and investment products,”2 z

The Department’s economic and cost-benefit analyses provide inadequate
justification for wholesale revisions to the current definition of fiduciary.

Despite 35 years of experience with the current definition of ﬁduciary,23 the
Department’s economic and cost-benefit anatyses provide inadequate justification for
its wholesale revisions to the current definition. The Department did not evaluate the
economic impact on small business owners and small plan sponsors, who are unlikely
to absorb the potentially substantial increase in costs arising from the expanded
definition of fiduciary. This oversight is particularly troublesome in today’s
recessionary economic environment.

The Department now uses the results of a January 2011 GOVERNMENT
ACCOUNTABILITY OFFICE Study on 401(k) Plans™ to justify a rule it proposed three
months earlier—in October 2010. The Department did not conduct any study or
survey—or provide any data—on the projected impact or effect on IRA owners or
IRA service providers before it proposed this substantial change. Nor did the
Department provide any objective, quantifiable data to support its conclusion “that the
proposed regulation’s benefits would justify its costs.””

The Department’s stated rationale for its Proposal is to pursue bad actors (i.e.,
pension consultants and appraisers) who allegedly have provided substandard services
and who failed to recognize or disclose conflicts of interest.”® If this is the goal, then

21

? See Oliver Wyman, Inc., QLIVER WYMAN REPORT: ASSESSMENT OF THE IMPACT OF THE
DEPARTMENT OF LABOR’S PROPOSED “TIDUCIARY” DEFINITION RULE ON [RA CONSUMERS at 19-20 (Apr. 12,
2011} (the “QLIVER WYMAN REPORT™). The OLIVER WYMAN REPORT Is based on aggregate proprietary data
furnished by “[twelve] financial services firms that offer services to retail investors.” /d. at 1. These firms
“represent over 19 million IRA holders who hold $1.79 trillion in assets through 25.3 million IRA accounts {or
roughly forty percent (40%) of [RAs in the United States and forty percent (40%) of IRA assets].” Jd.

2 Id. at 19.

» 40 FR 50842 (Oct. 31, 1975). See also, Mercer Bullard, DOL s Fiduciary_Proposal Misses
the Mark (June 14, 2011) (“Tt is unfair to the industry because it disregards decades of administrative law and
practice under ERISA. 1t is bad for investors because it strips them of fiduciary protections when they are
needed most.”).

i GOVERNMENTAL ACCOUNTABILITY OFFICE, 401(k) Plans: Improved Regulation Could Better
Protect Participants from Conflicts of Interest, GAO-11-119 (Jan. 28, 2011).

= Proposing Release, supra note { ] at [page number].

Proposing Release, supra note 7 at 65271 (citing a Securities and Exchange Commission staff
report that found a majority of the 24 pension consultants examined in 2002-2003 “had business relationships
with broker-dealers that raised a number of concerns about potential harm to pension plans™); SEC, & ExCH.
COMMN, Staff Report Concerning Examinations of Select Pension Consultants (May 16, 2005); GAO, Privare

26
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the Department should more narrowly tailor the proposed changes to reach those
particular bad actors.

Moreover, the Department should collaborate with the Securities and
Exchange Commission, Commodity Futures Trading Commission, Municipal
Securities Rulemaking Board, FINRA, the Office of the Comptroller of the Currency,
and other financial regulators to address gaps it perceives in oversight of broker-
dealers, banks, trust companies, and similar service providers who already are subject
to significant regulation.

The Department also should consider whether other regulations (including
those enforced by financial or banking regulators) already provide adequate
safeguards. For example, the Department’s recent disclosure regulations will require
pension consultants to disclose all direct and indirect compensation they receive
before entering into a service arrangement with a plan.?’

The effects of the Department’s collaboration with financial and banking
regulators to implement a regulatory régime that provides clarity and certainty for
investors and markets should be transparent. Conflicting rules create confusion for
investors, increase costs to service providers, and lessen the availability of retirement
services overall.

Conclusion

We support the Department’s initiatives to better protect plan participants and
beneficiaries, and investors in IRAs and other retirement accounts. The Roundtable
believes that the conflicting perspectives on broker-dealer compensation further
support our view that the Department and the Commission should work closely
together to address the definition of “fiduciary™ as it is proposed to apply to broker-
dealers and investment advisers—irrespective of whether the activity is one regulated
by ERISA or by federal securities laws.

Given that Congress specifically charged the Commission to study the
regulation of broker-dealers and investment advisers and to engage in rulemaking
necessary to address any gaps or shortcomings in their regulation,” we believe that

Pensions: Conflicts of Interest Can Affect Defined Benefit and Defined Contribution Plans, GAQ-09-503T,
Testimony Before the Subcommittee on Health, Employment, Labor and Pensions, Education and Labor
Committee, House of Representatives at 4 (Mar. 24, 2009) (noting that 13 of the 24 pension consuitants
examined by the Securities and Exchange Commission’s staff “had failed to disclose significant ongoing
conflicts of interest to their pension fund clients™).

7 DEPT. OF LABOR, Fiduciary Requirements for Disclosure in Participant-Directed Individual
Account Plans: Final Rule {RIN: 1210—AB07], 75 FR 64910 at 64937 (Oct. 20, 2010).
» See Section 913 of the Dodd-Frank Act.



320

the Commission, and not the Department, should be the lead-agency charged with
promulgating any regulations that potentially could change in a fundamental way the
manner in which broker-dealers and their registered representatives are compensated.
We believe that regulatory changes in this area should reflect the findings of the
section 913 study, and warrant a collaborative approach by the Department, the
Commission, and other financial regulators in light of the complexity of the issues,
the potential far reaching scope and implications of the rulemakings by the
Department and the Comunission, and the risk of inconsistent and overlapping
regulation.

Since the Department and the Commission are at the threshold of introducing
momentous changes to the regulation of entities deemed to be fiduciaries under
ERISA as well as federal securities laws, the Roundtable believes it is imperative that
the Department withdraw its proposed rulemaking so that the Department and the
Commission can work together to harmonize the regulation of fiduciaries that are
subject to ERISA and the federal securities laws.

The Roundtable thanks the the Chairman, the Ranking Member, and the
Subcommittee for the opportunity to provide the views of its Members on the adverse
impact of the Department’s proposed re-definition of the term fiduciary. We stand
ready to work with you, and with the Department, the Commission, and other
financial regulators to develop regulatory responses that protect our customers and
markets, and atlow us to provide a full-range of investment products and services to
our customers.
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Independent

Insurance
Agent*

STATEMENT
ON BEHALF OF THE
INDEPENDENT INSURANCE AGENTS & BROKERS OF AMERICA

BEFORE THE
COMMITTEE ON FINANCIAL SERVICES
SUBCOMMITTEE ON CAPITAL MARKETS
AND GOVERNMENT SPONSORED
ENTERPRISES
UNITED STATES HOUSE OF REPRESENTATIVES

September 13, 2011

IIABA is the largest association of insurance agents and brokers in the United States and we
appreciate having the opportunity to comment on the regulatory oversight of broker-dealers
and legislative proposals to improve investment advisor oversight. A significant number of our
members offer investment and securities-related insurance products and would be adversely
affected by the establishment of a universal fiduciary standard of care.

HABA strongly opposes the establishment of a fiduciary standard of care for registered
representatives who offer financial products. Such a significant revision to the current
regulatory structure is unwarranted, and the increased burdens on financial providers and
adverse consequences for consumers certainly outweigh any measurable accompanying
benefits. This seemingly innocuous and unremarkable change will have serious repercussions
that have not been fully examined by policymakers or regulators, and the indiscriminate and
wholesale application of this standard has not been adequately defended and justified by its
proponents.
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Imposing such a standard would force broker-dealers and their registered representatives to
recommend the absolute “best” option to their customers, but identifying the ideal product
among many different alternatives is not as simplistic, straightforward, and clear-cut as some
mistakenly believe. Any such determination is inherently subjective (especially given the wide
range of variables that can be considered in making such a determination), and one person’s
conclusion concerning the best available option for a particular consumer will naturally differ
from others. In addition, the preferred option at the time a recommendation is offered may not
seem so appealing or attractive in hindsight if it does not meet anticipated expectations or is
outperformed over time by a competing product. Creating a universal fiduciary standard —
which is vague and ambiguous by its very nature — merely adds unnecessary uncertainty to
securities transactions and increases the likelihood of second-guessing and litigation when a
particular transaction is retrospectively scrutinized years after the initial recommendation is
made.

Altering the existing standard will also reduce the universe of qualified professionals willing to
offer knowledgeable assistance and investment services (often at no direct expense to the
buyer). This government-imposed weakening of industry competition will ultimately harm
consumers. Many broker-dealers and registered representatives, including the main street
businesses represented by HABA, will simply cease their securities-related operations given
the uncertainty associated with such an amorphous and subjective standard, higher
compliance and insurance costs, and well-founded fears about increased liability exposure. A
sizable number of HABA's members are able to review and service the investment, insurance,
and other financial needs of their customers on a holistic basis today, but a change in the
standard of care will force many to narrow their emphasis and instead operate only in fimited
niches or sector- specific silos. With fewer advisers serving the financial needs of the general
public, far fewer consumers will have the oppertunity to access the variety of financial products
and quality of personalized financial assistance available to other more affluent Americans.
Many middie class Americans — especially those unwilling or unable to pay upfront fees for
guidance — will effectively lose access to competent financial guidance and certain investment
products and services.

Broker-dealers and registered representatives already adhere to a rigorous and strictly-
enforced standard of care and may only offer or recommend products that are suitable for a
customer based on that person’s needs, objectives, and financial situation. Before a
recommendation can be made, a financial provider must acquire and analyze important
information about the client and determine which investments are suitable in light of those
facts. Recommendations concerning certain products trigger even greater regulatory
requirements under current law, and transactions involving the purchase or exchange of
deferred variable annuities, for example, highlight how precise and prescriptive these existing
mandates can be. A strong regulatory regime with meaningful market conduct, supervisory,
record-keeping, and other mandates is already in place, and appropriate and potent remedies
exist for those who are the victims of improper or unlawful acts. Anomalies and examples of
improper marketplace behavior will occur in rare instances, but strong regulation and
enforcement of existing requirements is the proper and more effective response. Altering the
standard of care is not a panacea that will eliminate bad actors and bad behavior, and it is
important to remember that some of the most noteworthy and notorious financial crimes in
U.S. history have been committed by registered investment advisers (including Bernard
Madoff) who were required to adhere to the same standard of care that some wish to extend
across the board.
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Those who propose the establishment of a one-size-fits-all fiduciary standard presume that the
interests of financial providers and customers regularly conflict and that providers act in their
own self-interest to the detriment of customers as a matter of practice, but there is no evidence
to support such a conclusion. The truth is that consumers have unprecedented access to a
wide array of financial products and are extremely well-served in the current environment.
Brokers and registered representatives proudly serve the needs of their customers, and the
fierce competition on the ground floor of the marketplace keeps providers responsive and
accountable. In nearly every aspect of the securities marketplace and certainly in main street
America, the existence of effective competition deters improper conduct and self-interested
behavior.

{IABA thanks the subcommittee for holding this very important hearing. The high quality of
recommendations made by broker-dealers and their registered representatives will not
improve as a result of a change in the standard of care, and taking such a drastic step will
reduce competition and have severe consequences for countless main street businesses and
the consumers who rely on these qualified and accountable providers for their financial needs.
Many Americans will lose the ability to turn to a trusted voice in their locat communities for
assistance with their investment and planning needs if the anticipated changes to the standard
of care take effect.
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Statement for the Record of Paul Schott Stevens
President and CEO of the Investment Company Institute

Hearing on “Ensuring Appropriate Regulatory Oversight of Broker-Dealers
and Legislative Proposals to Improve Investment Adviser Oversight”

Subcommittee on Capital Markets and Government Sponsored Enterprises
Committee on Financial Services

United States House of Representatives

September 13,2011

My name is Paul Schott Stevens. Iam President and CEO of the Investment Company
Institute, the national association of U.S.-registered investment companies, including mutual funds,
closed-end funds, exchange-traded funds (ETFs), and unit investment trusts (UITs) {collectively,
“registered funds”).! I very much appreciate the opportunity to submit this statement in connection
with the Subcommittee’s hearing on the regulation and oversight of broker-dealers and investment

advisers.

The fund industry has a significant interest in the subject of this hearing. Investors in more
than 30 million U.S. households own registered funds purchased through or with the help of financial
professionals such as broker-dealers and investment advisers.” The strength of the regulatory regime
that applies to those financial professionals, the standard of care applicable to cach, and the effectiveness
of the system of oversight are issues of great importance to these millions of investors.

This statement describes ICI's positions on three issues: (1) the appropriate standard of care
applicable to broker-dealers when providing personalized investment advice about securities to retail
customers, which was the subject of the study mandated by Section 913 of the Dodd-Frank Wall Screet
Reform and Consumer Protection Act (“Dodd-Frank Act”); (2) ways to provide enhanced
examination resources for investment advisers, which was the subject of the study mandated by Section
914 of the Dodd-Frank Act; and (3) the need for improved product-neutral point-of-sale disclosure by
financial intermediaries of all types.

" 1CI secks to encoarage adherence to high ethical standards, promote public understanding, and otherwise advance the
interests of registered funds, cheir shareholders, ditectors, and advisers. Members of ICI manage toral assets of $12.9 trillion
and serve over 90 million shareholders.

? See 2011 Investment Company Fact Book, available at hetp:/ fwww icifactbook.org, at Chapter 6, Figures 6.1 and 6.7.
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Section 913 and Fiduciary Duties

The SEC staff delivered its study mandated by Section 913 to Congress in January.? It
recommended, among other things, that the SEC exercise its discretionary rulemaking authority to
implement a uniform fiduciary standard of conduct for broker-dealers and investment advisers when
they arc providing personalized investment advice about securities to retail investors. Importantly, the
study recommended that the uniform standard of conduct be “no less stringent” than the fiduciary duty
that applies to investment advisers today. Our positions on the recommendations in the 913 Study and
the timing of implementing rulemaking are set forth below.

Recommendations in the 913 Study

ICI agrees with the basic recommendations in the 913 Study. We, too, believe that the SEC
should establish a fiduciary standard for broker-dealers that provide personalized advice or
recommendations about securities to retail cuscomers. When acting in this capacity, a broker-dealer is
performing substantially the same function as an adviser, and the legal distinctions between the two are
often unclear and largely irrelevant to investors.* And if the conduct is substantially the same, the same
standard should apply. In both contexts, the customer deserves a strong, fiduciary standard of care that
puts his or her interests above those of the intermediary. As SEC Chairman Mary L. Schapiro recently
stated, it is “difficult to justify why there should be different rules and standards of conduct for the two
roles—especially when the same or substantially similar services are being provided. Investment
professionals’ first duty must be to their clients.”

We also agree with the 913 Study’s recommended approach to implementation—namely, that
the SEC would adopt rules establishing the new uniform fiduciary standard for advisers and broker-
dealers as an “overlay” ro supplement, and not supplang, the existing investment adviser and broker-
dealer regimes. We support that approach because it would preserve the strong fiduciary standard that
applies to investment advisers, along with existing precedent, while applying the same high standard to
both advisers and brokers when they are providing substantially similar services to retail clients.

In crafting such rules, the SEC must take care to apply the fiduciary standard to broker-dealers
in a way that will not chill legitimare practices. For example, broker-dealers should be permitted,
consistent with a fiduciary duty, to:

* Staff of the Division of Investmenc Management of che U.S, Securities and Exchange Commission, Stzm'y on Investment
Advisers and Broker-Dealers (January 2011), available ar herp//www.secgov/news/studies/2011/91 3studyfinal.pdf (“913
Study”).

* See LRN-RAND Center for Corporate Ethics, Law, and Governance, Investor and Industry Perspectives on Investment
Advisers and Broker-Dealers (March 2008).

*Mary L. Schapiro, Chairman of the U.S. Sccurities and Exchange Commission, Testimony on “Enhanced Oversight After
rhe Financial Crisis: The Wall Streer Reform Act at One Year” Before the United States Senate Committee on Banking,
Housmg and Urban Affairs (julv 21,2011), available at
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* Maintain a commission-based business that does not involve the provision of
personalized advice. Simply selling an invesement product should not be a fiduciary act.

* Limit the scope, nature, and anticipated duracion of the relationship with the customer.
An adviser’s fiduciary duty is not unlimited in scope; a broker’s should not be cither.

¢ Scll proprictary investment products. Both advisers and brokers must be able to
disclose any material limitations on the range of investment products about which they
advise clients, and whether similar products are available outside thar range.

¢ Offer the use of financial calculators or similar investment tools for general
informational purposes without, in most instances, taking on fiduciary status (alcthough
we recognize that the use of these types of tools may, in some circumstances, entail the
provision of personalized advice).

* Exccute unsolicited trades without taking on fiduciary starus.
¢ Service orphaned accounts without taking on fiduciary status.

¢ Engage in trading as principal, subject to appropriate limitations, disclosure, and
customer consent.

We recognize that this last point on principal trading is one of the more difficult areas that the
SEC will need to address through its rulemaking. There is the potential for self-dealing when any
fiduciary—whether a broker-dealer or adviser—acts as principal in transactions with customers. The
SEC must address this potential conflict, but also must recognize that dealer activities like rrading as
principal have the potential to benefit customers through enhanced liquidity, expanded investment
choices, and better execution of trades. Asa model, the SEC could lock to Section 206(3) of the
Investment Advisers Act of 1940 (“Advisers Act”), which governs principal and agency-cross trades
between advisers and their clients. It should recognize, however, that imposing all of the requirements
of that section, including trade-by-trade disclosure and customer consent, may not be warranted for
broker-dealers, particularly given demonstrared difficulties that advisers have faced in complying with
this regime.”

There is one final element of the 913 Study that we would like to highlight for the
Subcommittee. In several places, the 913 Scudy states that the SEC staff has raken the position thata

6 Section 206(3) makes it unlawful for an adviser, acting as principal for his own account, knowingly to sell any securiry to or
purchase any securiry from a clicne, or acting as broker for a person other than such client, knowingly to effect any sale or
purchase of any sccurity for the account of such client, without disclosing to such client in writing before the completion of
such transaction the capacity in which he is acting and obraining the consent of the client to the transaction. See pages 24—
27 of the 913 Scudy for a more complete description of Scction 206(3).

" We would encourage the SEC to use this opportanity also o revisit its interpretations under Section 206(3) for registered

investment advisers.
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person’s receipt of transaction-based compensation (i.e., commissions) is a hallmark of broker-dealer
activity, and thar investment advisers receiving transaction-based compensation would need to consider
whether they are obligated to register as broker-dealers under Section 15 of the Securities Exchange Act
0f 1934.% As the standard of care for broker-dealers and advisers is harmonized, che label applied to the
type of compensation they receive should no longer be relevant. Advisers and broker-dealers providing
personalized investment advice or recommendations should equally be permitted to receive—and
share—both asset-based fees and commissions.

Rulemaking Necessary to Implement the 913 Study’s Recommendations

The Subcommitree has asked witnesses for their views on whether the SEC should move
forward with this rulemaking, and, more specifically, whether SEC action could create potential
problems in light of the standard of care rulemaking proposed by the Department of Labor. We believe
it is important for the SEC to move forward with this rulemaking. It has a number of initiatives on its
agenda that are related to the sale of fund shares, including changes to the rule governing distribution
fees (Rule 12b-1) and point-of-sale disclosure (discussed below). In order to address most thoughtfully
the entire range of distribution-related issues facing it, we believe the SEC first ought to resolve the
debate over the appropriate standard of care applicable to broker-dealers, and then address point-of-sale
disclosure, confirmation disclosure, and Rule 12b-1.

With respect to DOL’s rulemaking, it is important to understand cthar DOL and the SEC
proceed from different statutory frameworks. While there are similarities in ERISA and the securities
laws about the general obligations that actach to fiduciaries, there are also important differences. For
example, an ERISA fiduciary is subject to strict prohibited transaction rules that apply only to ERISA
fiduciaries. Because of these rules, compensation arrangements that are common and legal from the
SEC’s perspective could become illegal, absent an exemption, if a person or firm is deemed an ERISA
fiduciary.

The separate debates at DOL and the SEC need not pose a regulatory conflict. Indeed, in both
contexts, the Institute supports assuring that individual investors are protected by an appropriate legal
duty when receiving personalized investment advice, as long as that duty is crafted such that it does not
chill legitimate practices and investors do not lose access to the investment products and services that
meet their needs. That said, the ongoing debates are an example of the potential for regulatory
hodgepodge, and it is important that neither regulator act in a vacuum,

¥ See 913 Study at n.164, Scction ILB.2, and n.514. The SEC elsewhere has sought comment on whether the opposite is also
true—whether a broker-dealer's receipe of ongoing compensation such as 12b-1 fees might require it to register as an
investment adviscr. See Mutual Fund Distribution Fees; Confirmations, SEC Release Nos. 33-9128; 34-62544; 1C-29367
(July 21, 2010), ac 124-25.
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The Future of Adviser Oversight

1C1 and its members strongly supporr a vigilant and effective examination program for
investment advisers. The trust that over 90 million investors place in registered funds is in no small
part due to the rigorous regime under which funds and their advisers operate. As required by Section
914 of the Dodd-Frank Act, earlicr this year the SEC staff undertook a study considering the need to
enhance investment adviser examinations.” The staff concluded that “the Commission likely will not
have sufficient capacity in the near or Jong term to conduct effective examinations of registered
investment advisers with adequate frequency.”® The study recommended that Congress consider
several potential options to strengthen the SEC's examination program. We provide our perspectives
on these options below.

The SEC Should Remain the Primary Regulator for Investment Advisers to Registered Funds and Their
Affiliates

We believe it is imperative that the SEC continue to serve as the primary regulator for
investment advisers that advise registered funds, in light of the size and importance of these funds. In
addition to being regulated under the Advisers Act, advisers to registered funds must comply with the
Investment Company Act of 1940 (“Iavestment Company Act”) and its rules, which—along with a
robust body of formal and informal staff guidance—create a comprehensive framework governing all
aspects of the registered fund business. Consistent with this, in its examinations of registered fund
complexes, the SEC staff eypically reviews not only the registered funds, but all of their service
providers, including advisers, principal underwriters, administrators, and transfer agenes. In addition,
the SEC’s examination staff and its rulemaking staff have a close working relationship that fosters the
application of existing rules and the development of new ones. The SEC benefits from having its
examination staff “on the ground” and reporting back on potential concerns or rulemaking suggestions,
while SEC examiners benefit from the guidance of the rulemaking staff and knowledge of its policies
and objectives.”! While not immune from problems, chis regulatory framework has praven to be
extraordinarily successful in safeguarding the interests of some 90 million investors while also allowing
for the growth of a competitive and innovative industry that today boasts nearly $13.6 trillion in assets

° Staff of the Division of Investment Management of the U.S. Securities and Exchange Commission, Study on Enhancing
Investment Adviser Examinations (January 2011), available at hurp://wwiw.see.gov/news/studies/2011/914studytinal.pdf

(“914 Study”).

Y Id. at 3.

' Indeed, Secrion 965 of the Dodd-Frank Act requires compliance examiners to be placed in the Divisions of Investment
Management and Trading and Matkets, likely to further facilicate this important relationship.
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under management.”” It also has provided the SEC with 70 years’ worth of irreplaceable institutional
knowledge, experience, and continuity.

We appreciate that the SEC has concerns about whether its resources are, or in the future will
be, sufficient to allow it to fulfill adequately its regulatory obligations to oversee all registered
investrnent advisers under its jurisdiction. We believe this is a particular risk with respect to smaller
investment advisers due to the “risk-based” approach the SEC staff takes when allocating examination
resources. Under chis risk-based approach, the staff focuses its examination resources on those advisers
that, among other things, have greater assets under management, and thus could harm more investors in
the event of poor internal controls or malfeasance.”” Asa result, registered fund complexes tend to have
more frequent examinations than smaller advisory firms. We believe that efforts to reform the
examination program should focus primarily on effores to fill this gap in oversight. We believe these
concerns could be addressed by either of two primary options the SEC staff presented in the 914
Study.™

SROs for Registered Investment Advisers

One option the SEC staff recommended that Congress consider is authorizing one or more
self-regulatory organizations (SROs) to examine SEC-registered investment advisers, subject to SEC
oversight, We previously have expressed some concerns with delegation of SEC oversight of all
registered investment advisers to one or more SRQs,’* but in recognition of the importance ofensuring
that smaller, retail-facing advisers are subject to meaningful oversight, have given much thought to a
middle ground. In our view, requiring registered funds and their affiliates to remain subject to SEC

16

oversight,’ with other registered investment advisers to be overseen by an SRO, provides a reasonable

"2 Source: ICI data. As of June 30, 2011, mutual funds had $12.228 trillion in assets, ETFs had $1,077.3 trillion in assets,
and closed-end funds had $241 billion in assets. As of December 31, 2010 (the most recenc data available), UI'Ts had $50.1
billion in assets.

12 See, e.g, United Stares Securities and Exchange Commission, 2004-2009 Strategic Plan, at 32, available ar
heep://www.see.gov/about/secstratplan0409.pdf (* The SEC will fully implement a risk-based methodology for selecting

and setting examination and inspection cycles for investment advisers and funds. Larger or higher risk entiries will be
examined more frequently to ensure char the agency quickly idencifies problems before they affect large pools of savings.”);
see also Remarks at the IA Wacch Annual IA Compliance Best Practices Seminar by Carlo V. di Florio, Ditector, Office of
Compliance Inspections and Examinations, U.S. Securities and Exchange Commission {(March 21, 2011}, available at
huep:/fwww.sec.gov/news/speech /2011 /spch0321 1 1evdhem.

" We believe chat the third option discussed in the 914 Study, that of having an SRO with responsibility only for “dually
registered” entities (those registered as both advisers and broker-dealers), has less meric. Many financial services complexes
have one or more advisers that are dually registered, and other advisers that are not. Under this approach, advisers within the
same complex would be subject to differing regulatory oversight and interpretations.

15 See Letrer from Karrie McMillan, General Counsel, Investment Company Institure, to Elizabeth M. Murphy, Secrerary,
Securities and Exchange Commission, dared October 25, 2010, available at huep://wwrw sec.gov/comments/df-dile-
ix(’cnhancing—ia«cxgmmations/cnhancingiacxaminati(ms- G.pdf.

1 As discussed below, there may be other entities thar similarly should remain with the SF

6
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way to fill the gap in oversight, while preserving the robust examination program the SEC currently
follows for registered funds and their affiliates.

This option must be carefully designed to avoid duplicative regulation. This could be
accomplished, in part, by ensuring that fund advisers and other institutional advisers that already are
subject to substantial SEC regulation, along with their affiliates, remain under SEC oversight. In
addition to fund advisers, institutional advisers that could remain subject to SEC examination might
include those that advise private funds, ERISA plans, collective trust funds, endowments, foundations,
non-U.S. clients, and other institutional clients. Under this option, we would recommend that if 90
percent or more of the assets under management of a registered investment adviser were attributable o
such institutional clients, the adviser would remain subject to SEC oversight. In addition, we would
recommend that other registered investment advisers under common control with the adviser remain
subject to SEC oversight, in order to avoid the inconsistencies that would result if commonly controlled
advisers were subject to examination by two different regularors. For example, advisory complexes
frequently usc one trading desk for all their affiliates’ trading activity, and often have common
compliance policies, procedures and personnel. Having advisers potentially subject to different
interpretations that could affect these and other arcas likely would create confusion and the potential
for inadvertent compliance violations. Having the SEC continue to focus on this segment of the
advisory industry would preserve its institutional knowledge for those firms currently receiving
examination attention. An SRO would have responsibility for those entities that rarely, if ever, receive

a regulator visit.
Imposing User Fees on SEC-Registered Investment Advisers

Another option the SEC staff outlined would involve requiring SEC-registered investment
advisers to pay user fees to the SEC to fund the cost of their cxaminations. We believe this also may be
a viable option to address the SEC’s resource concerns. Under this approach, all registered investment
advisers would remain subject to examination by their primary regulator, the SEC. User fees could be
assessed based on objective factors, established by SEC rulemaking, such as the number and types of
clients an investment adviser has and the amount of its assets under management.

This regime must, however, distinguish berween those entities that currently pay fees for their
regulation and those that do not. For fund complexes, the calculation of assets under management
should exclude assers managed in registered funds. These funds already pay asset-based registration fees
pursuant to the Investment Company Act. We note that the existing examination process for
registered fund complexes which includes, as discussed above, a review of a fund’s advisers and other
service providers, is already far more rigorous than that of other products and services offered by
registered investment advisers. We are not aware of any recent criticism of the SEC in this respect.

We would be pleased to work with the Subcommittee to further develop either of these
concepts, particularly as they might apply to registered funds.

“Point-of-Sale” and Other Disclosure Initiatives Relating to Potential Intermediary Conflices

7
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Alrhough we understand that today’s hearing will focus on the studies mandated by Sections
913 and 914, we would encourage the Subcommittee to consider a broader, related issue—the pressing
need for better product-neutral “point-of-sale” disclosure by both broker-dealers and investment

advisers.

The SEC is studying new point-of-sale disclosure rules pursuant to mandates in the Dodd-
Frank Act.”” At the same time, FINRA is considering imposing new revenue sharing disclosure rules on
broker-dealers that sell registered funds,'® while also contemplating a broader conflicts disclosure
document that brokers could provide customers at the beginning of their relationship.!” While we
strongly support many of these initiatives in concept, we question those that single out registered funds.

ICI has long supported enhanced disclosure to help investors assess and evaluate a broker’s
recommendations.” Certain compensation structures have the potential to influence financial
intermediaries” recommendations to their clients, such as by creating incentives to inappropriately favor
some products over others. To enable investors to assess these incentives and make better informed
investment decisions, we believe financial intermediaries should be required to provide relevant
disclosure for all retail investment products they sell, including variable annuity contracts and separate
accounts. From an investor perspective, the need for this type of disclosure is neither intermediary-
specific nor product-specific. It is equally important for both broker-dealers and investment advisers,
and equally important for all retail investment products—not just registered funds.*

" The Section 913 Study recommended thar the SEC “facilitate the provision of uniform, simple and clear disclosures to
retail customers about the terms of their relationships with broker-dealers and investment advisers, including any marerial
conflicts of interest” and “consider the utility and feasibility of a summary disclosure document containing key informacion
on a firm's services, fees, and conflicts and the scope of its services.” In addition, Section 917 of the Dodd-Frank Act
requires the SEC to corduct a study regarding financial lireracy among investors, The Section specifically requires the SEC
to identify, among other things: (1) “methods to improve the timing, content, and format of disclosure to investors wich
respec to financial intermediaries”™; (2) “the mast useful and understandable relevant information thar retail investors need
to make informed financial decisions before engaging a financial intermediary or purchasing an investment produce or
service that is typically sold to retail investors™; and (3} “methods to increase the transparency of expenses and conflicts of
interests in transactions involving investment services and products.” A report is due to Congress by July 2012.

% See FINRA Notice of Filing of Proposed Rule Change and Amendment No. 1 to Adopt NASD Rule 2830 as FINRA
2341 (Investment Company Securirics) in the Consolidated FINRA Rulebook, 76 Fed. Reg. 26779 (May 9, 2011).
Although this particular proposal has since been withdrawn, we believe it nevercheless evidences FINRA's conrinued

interest in pursuing chis rulemaking,
"? See Disclosure of Services, Conflicts and Duties, FINRA Regulatory Notice No. 10-54 (Ocrober 2010).

* See, e.g., Testimony of Paul Schote Stevens, President and CEQ, Investment Company Institute, Before the U.S. House
of Representatives Subcommittee on Capital Markets and Government Sponsored Enrerprises on “Oversight of the Mutual
Fund Industry: Ensuring Market Stability and Investor Confidence™ (June 24, 2011), available at

heep:/fwwew ici.org/pdf/11_house_mf oversight_tmny.pdf: and Letter from Karrie McMillan, General Counsel,

Investment Company Institure, to Elizabeth M. Murphy, Sceretary, SEC, dated May 31, 2011, available ar
hugpy/ fwwwiciorg/pdf/25232.ndf.

*! See, e.g, Testimony of Paul Schott Stevens, President and CEO, Investment Company Institute, Before the U.S. House

of Representatives Committee on Financial Services on “Industry Perspectives on the Obama Administration’s Financial

8
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We recognize that developing such disclosure is a substantial undertaking, and requires careful
consideration of a number of issues. For example, regulators must understand how disclosures could be
made most efficiently and with minimal disruptions to the sales process. To the extent that disclosures
may be made orally to investors transacring over the telephone, mechanisms for tracking compliance
must be considered. The appropriate substance of the disclosure, possibly including information about
broker compensation and conflices of interest, must also be determined.

We are pleased that the Dodd-Frank Act directed the SEC to consider these issues through the
studies in Sections 913 and 917. We also support the product-neutral approach of Section 919 of the
Act, which expressly affirms the SEC’s auchority to require broker-dealers to provide information to
retail investors with respect to any product or service the investor may purchase.

We urge Congress to continue to view broker disclosure as a critical need for retail investors
across afl products, and to discourage regulatory initiatives that would single out registered funds.
Requiring point-of-sale disclosures only prior to selling registered funds would create incentives for
broker-dealers and other intermediaries to sell products not subject to the same requirement, even
when those products are potentially less suitable or do not offer the same level of regulatory protection
and other benefits for investors. As former NASD Chairman Robert Glauber said, “[a]n investor
should be sold a security because it’s righe for him or her, not because it’s easier to sell than something

else.™

Conclusion

We appreciate the opportunity to share our views with the Subcommittee, and we look forward
to working with Congress and regulators as they seek to address these many important issues in the best
possible way for the millions of American investors who rely on registered funds to achiceve their

investing goals.

Regulatory Reform Proposals” (July 17, 2009}, available at

huepe/fwww.ici.org/govaffairs/restimony /09 reg reform_jal_tmny.

* See Remarks by Robert Glauber, Chairman, NASD, at the Investment Lompany Institute’s 2006 General Membership
Meeting {May 18, 2006), available ac hrep: / s e
Similarly, in the context of Rule 12b-1, Barbara Roper of the Consumer }'cdzratmn of America stated that by considering
fec disclosures as “a murtual fund issuc, instead of a broker compensation issuc, sort of more holistically, you run che risk thae

you make mutaal funds less atcractive to sell. And 1 think that would be a very bad thing.” See Remarks by Barbara Roper,
Director of Investor Protection, Consumer Federation of America, at the Securitics and Exchange Commission’s 12b-1
Roundrable, Unofficial Transcripe, p. 196, available ar herp://www .sec.gov/news/openmeetings/2007/12b I rranscript-

061907.pdf.
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WRITTEN STATEMENT OF MANAGED FUNDS ASSOCIATION

Ensuring Appropriate Regulatory Oversight of Broker-Dealers and Legislative
Proposals to Improve Investment Adviser Oversight
September 13, 2011

Managed Funds Association ("MFA™) is pleased to provide this statement in
connection with the House Financial Services Subcommittee on Capital Markets and
Government Sponsored Enterprises’ hearing, “Ensuring Appropriate Regulatory
Oversight of Broker-Dealers and Legislative Proposals to Improve Investment Adviser
Oversight,” held on September 13, 2011. MFA represents the majority of the world’s
largest hedge funds and is the primary advocate for sound business practices and industry
growth for professionals in hedge funds, funds of funds and managed futures funds, as
well as industry service providers. MFA’s members manage a substantial portion of the
approximately $2 trillion invested in absolute return strategies around the world.

MFA’s members are among the most sophisticated institutional investors and play
an important role in our financial system. They are active participants in the commodity,
securities and over-the-counter derivatives markets. They provide liquidity and price
discovery to capital markets, capital to companies seeking to grow or improve their
businesses, and important investment options to investors seeking to increase portfolio
returns with less risk, such as pension funds trying to meet their future obligations to plan
beneficiaries. MFA members engage in a variety of investment strategies across many
different asset classes. The growth and diversification of investment funds have
strengthened U.S. capital markets and provided investors with the means to diversify
their investments, thereby reducing overall portfolio investment risk. As investors, MFA
members help dampen market volatility by providing liquidity and pricing efficiency
across many markets. Each of these functions is critical to the orderly operation of our
capital markets and our financial system as a whole.

MFA members favor smart, effective regulation of securities markets generally,
and have a strong interest in thoughtful and efficient regulation of hedge fund managers.
MFA provided its views to policy makers during the deliberations leading to enactment
of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Dodd-Frank
Act™), and MFA is actively engaged in working with regulators as they undertake
rulemakings to implement the Act. MFA supports many of the regulatory reforms in the
Dodd-Frank Act that are designed to enhance oversight of private fund managers and
strengthen our capital markets, including the mandatory registration of unregistered
managers of private pools of capital, a framework for the oversight of systemic risk that
includes reporting of information to regulators by market participants, and reducing
systemic risk and enhancing transparency by transitioning eligible over-the-counter
derivatives (“OTC”) markets to central clearing.

MFA strongly supports the approach taken in the Dodd-Frank Act to subject
managers of private pools of capital to oversight by the SEC as investment advisers under

—2
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the Investment Advisers Act of 1940 (the “Advisers Act”). A significant proportion of
our members are already registered as investment advisers with the SEC, and we
anticipate that most of our members will be registered with the SEC as of March 30,
2012, the effective date of registration. We offer these comments on the future oversight
of the private fund manager industry in light of our extensive experience with the
regulatory framework for investment advisers and the SEC inspection and examination
process.

Section 914 of the Dodd-Frank Act requires the SEC to study its examination
program for investment advisers and the extent to which the establishment of a self-
regulatory organization (*SRO”) would improve the frequency of investment adviser
examinations. The SEC staff report under Section 914, “Study on Enhancing Investment
Adviser Examinations (the “Study”™),” assesses its examination program and
recommends, among other things, that Congress consider authorizing one or more SROs
to examine SEC-registered investment advisers. We appreciate the thoughtful and
balanced approach taken in the Study in evaluating the SEC’s examination program and
the potential consequences of an SRO for investment advisers, and we have carefully
considered its recommendations.

Based on our experience, we strongly believe that the existing framework of SEC
regulation of private fund managers. as enhanced in a number of respects by the Dodd-
Frank Act and regulatory implementation of the Act, is effective in fulfilling the SEC’s
mission to protect investors, maintain fair, orderly and efficient markets and facilitate
capital formation. As further described in our comments below, an SRO would lack
experience in regulating private fund managers, create inconsistent regulation, face
difficult conflicts of interest, and ultimately diminish the quality of regulatory oversight
of the private fund industry. For these reasons, during the deliberations prior to the
enactment of the Dodd-Frank Act, policy makers did not consider, and industry
participants did not suggest, that an SRO would be a reasonable alternative to private
fund manager registration with, and regulation by, the SEC.

MFA members are private fund managers that provide investment advice to
pooled vehicles that are limited to investments from sophisticated individuals and
institutional investors. Our comments relate only to the regulation of private fund
managers, and do not address the need for, costs of, or benefits from a potential SRO for
other types of investment advisers. Below are our views on what we believe are the key
considerations of the appropriate regulatory framework for private fund managers.

Tue SEC HAS EXTENSIVE AUTHORITY OVER PRIVATE FUND MANAGERS

Private fund managers are subject to comprehensive, long-standing federal
securities laws and regulatory oversight by the SEC. The SEC regulates private fund
managers as investors, like other market participants, under the Securities Act of 1933

~3 =
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(“Securities Act”) and the Securities Exchange Act of 1934 (“Exchange Act™), and as
investment advisers managing assets of client under the Advisers Act. In broad terms,
this statutory framework, as enhanced by the Dodd-Frank Act and regulatory
implementation of the Act, subjects private fund managers to oversight with respect to
their trading and investment activities, their effects on markets and financial stability, and
their management of client assets. In its entirety, this framework applies to all areas of a
private fund manager’s business, and leaves no gaps in oversight.

The Dodd-Frank Act has substantially enhanced the SEC’s authority in many of
these areas, and as a result the SEC will have extensive knowledge of the private fund
industry, and will continue to be responsible for implementing and enforcing rules across
all aspects of managers’ businesses. We believe this framework for regulating hedge
fund managers is effective and should be maintained.

Securities and Derivatives Trading Activities

Private fund managers, like other investors, are subject to extensive rules
governing trading activities that involve securities. Such rules include, for example,
prohibitions on insider trading, restrictions on short selling, disclosure requirements, and
limitations on the purchase and sale of unregistered securities. More generally, the SEC
has broad authority to investigate and punish any type of manipulative trading activity
involving securities. Pursuant to Rule 10b-5 under the Exchange Act, market participants
are prohibited from using any device or scheme to defraud, from making any untrue
statement of a material fact, or from engaging in any fraudulent act, practice, or course of
business. The SEC regularly enforces the prohibitions in Rule 10b-5 against investors of
all types that engage in inappropriate conduct, including private fund managers.

In addition to these long-standing rules governing transactions in securities, the
Dodd-Frank Act creates a new, comprehensive regulatory regime for investing activities
involving OTC derivatives. Prior to the Dodd-Frank Act, OTC derivatives were
generally not subject to the type of direct regulatory oversight applicable to transactions
in securities. Title VII of the Act establishes an extensive new framework for the
regulation of OTC derivatives. The rules to be adopted by the SEC and CFTC under
Title VII will, among other things: (i) require certain standardized transactions to be
cleared and exchange-traded; (ii) require “swap dealers” and “major swap participants” to
register with the SEC or CFTC, and subject them to specific obligations; (iii) impose
initial and variation margin requirements on both cleared and uncleared transactions; and
(iv) provide for substantial incremental transparency, including transaction reporting, to
market participants and regulators. Many private fund managers, like other investors,
transact in OTC derivatives as part of their investment strategy, and together these new
rules will implement a broad framework of CFTC and SEC oversight of these activities.

Private Fund Manager Reporting to the SEC

As aresult of the Dodd-Frank Act, the SEC will have the authority to collect even
more extensive information about private funds. Notably, the SEC and CFTC have

4
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proposed a reporting form for private fund managers, Form PF, that would be used by the
Financial Stability Oversight Council (the “Council”) for systemic risk assessment. The
Form would require SEC-registered private fund managers to submit an extensive
amount of highly sensitive, proprietary information about their businesses and the funds
they manage, including information about their portfolios, use of leverage, counterparty
relationships, and collateral practices. The SEC must keep such information confidential
and only share the data outside of members of the Council in limited circumstances, so
that as a result the SEC will serve as the primary repository of a significant amount of
information about private fund managers.

The SEC has indicated that it will use this information to strengthen its inspection
and examination functions and to inform its various rulemakings related to private fund
managers. This extensive reporting framework, together with other provisions of the
Dodd-Frank Act that extend the SEC’s authority, will further enhance and expand SEC
oversight of private fund managers.

Management of Client Assets and Investor Protection

Finally, private fund managers are subject to SEC regulation as investment
advisers under the Advisers Act, which applies broadly to an advisory firm’s investment
activities and relationship with clients. The responsibilities imposed by Advisers Act
registration and regulation entail significant disclosure and compliance requirements,
including:

¢ Providing publicly available disclosure to the SEC regarding, among other things,
the adviser’s business, its clients, its financial industry affiliations, and its control
persons;

e Providing detailed disclosure to clients regarding, among other things, investment
strategies and products, education and business background for adviser personnel
that determine investment advice for clients, and compensation arrangements;

¢ Maintaining books and records relevant to the adviser’s business;
* Being subject to periodic inspections and examinations by SEC staff;
* Adopting and implementing written compliance policies and procedures and

appointing a chief compliance officer who has responsibility for administering
those policies and procedures;

* Adopting and implementing a written code of ethics that is designed to prevent
insider trading, sets standards of conduct for employees reflecting the adviser's
fiduciary obligations to its clients, imposes certain personal trading limitations
and personal trading reports for certain key employees of the adviser; and

¢ Adopting and implementing written proxy voting policies.
5
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Significantly, the Dodd-Frank Act maintains the Advisers Act as the primary
framework for the regulation of private fund managers. We strongly agree with this
approach and believe that the Advisers Act, as enhanced by SEC staff interpretations and
guidance, is an effective, comprehensive framework for regulating the advisory activities
of private fund managers. As noted above, the Act not only continues to subject the
private fund industry to SEC oversight under the Advisers Act, it expands the Adviser
Act’s application to private fund managers by requiring certain unregistered managers to
register with the SEC.

In addition, the SEC has recently enhanced its oversight of private fund managers
through its implementation of the Dodd-Frank Act and rulemakings under the Advisers
Act by, among other things:

* Adopting requirements for private fund advisers to publicly disclose information
about funds they manage on Part 1 of Form ADV, the investment adviser
registration form, including: (i) organizational information and the fund’s
identification number; (ii) the exemption from the Investment Company Act of
1940 upon which the fund relies; (iit) the type of private fund; (iv) the gross asset
value of the fund; (v) the minimum amount required to be invested, number of
beneficial owners, and percentage of the fund owned by certain types of investors;
(vi) information designed to identify any potential conflicts of interest; and (vii)
information about the fund’s auditors, prime brokers, custodians, administrators,
and marketers.

e Adopting additional disclosure on Part 2 of Form ADV that requires a registered
adviser to provide detailed, narrative information about its advisory business,
including: (i) fees and other compensation; (i) investment strategies and risks;
(iii) disciplinary events involving the firm and its personnel; (iv) brokerage
practices; and (v) the nature of any conflicts of interest and how it addresses such
conflicts. Advisers must now publicly disclose this information.

* Adopting a rule under the Advisers Act that strengthens safeguards for the
custody of assets by requiring a registered investment adviser to maintain client
assets with a qualified custodian and providing for independent verification of
such assets.

¢ Proposing Form PF, which would require private fund managers registered with
the SEC to regularly report extensive information about their funds® operations
and investment activities. Large hedge fund managers would report on Form PF
detailed portfolio and other information, such as: (i) the market value of financial
instruments held by the fund organized by asset class, on a short and long basis;
(i1) the monthly turnover rate of the adviser’s aggregate portfolios; (iii) a
geographic breakdown of investments; (iv) collateral practices of significant
counterparties; (v) exposure of the fund to central clearing counterparties; (vi) risk
management calculations; (vii) financing information; and (viii) information
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concerning investors and liquidity terms, including requirements for withdrawals
and exemptions.

As a result of this regulatory framework, the SEC has been given an effective
array of tools for regulating private fund managers. Given the breadth and depth of the
SEC’s regulatory and enforcement mission regarding private fund managers, we believe
the SEC should remain as the regulator of private fund managers.

SEC Investment Adviser Examinations

The SEC continues to strengthen its inspection and examination program for
investment advisers, including private fund managers. Recent changes to Form ADV, as
described above, will allow the SEC to gather more detailed information from private
fund managers. These enhancements to the reporting obligations of managers should
significantly improve the ability of the SEC’s Office of Compliance Inspections and
Examinations (“OCIE”) to gather information, and lead to a more effective risk-based
assessment process. MFA has worked cooperatively with OCIE in recent years to
provide education and other professional development opportunities to examination staff
to enhance their knowledge of the industry and its practices. MFA also periodically
updates sound practices for industry members and hosts educational events, often with
regulators’ participation, to promote best practices and robust compliance. These
enthancements to OCIE’s examination approach and capabilities will improve the guality
and of examinations of registered investment advisers, including private fund managers.

In addition to improved quality of inspections and examinations, the Dodd-Frank
Act will allow OCIE to conduct more frequent examinations of larger investment
advisers by requiring smaller advisers, generally those with less than $100 million in
assets under management, to de-register from the SEC and register instead with
appropriate state regulators. The SEC staff estimates that the impact of the Dodd-Frank
Act provisions will have a net effect of reducing the number of SEC-registered advisers
from the current 11,500 to approximately 9,750 advisers, and only a minority of those
remaining will be advisers to private funds. We note that by delegating certain
examination functions to an association of investment advisers the “Investment Adviser
Oversight Act of 2011" would likely enable the SEC to conduct more frequent
examinations of other registered, non-retail investment advisers.

AN SRO WouLb LACK THE EXPERIENCE AND INDUSTRY PERSPECTIVE
NECESSARY TO OVERSEE PRIVATE FUND MANAGERS

In addition to the concern that an SRO for private fund managers only would
serve to carry out a function that is already being performed with increasing efficacy by
the SEC, an SRO could diminish the quality of regulation of private fund managers.

.
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An effective private fund industry SRO must have extensive knowledge of the
industry, and experience in interpreting and applying the Advisers Act and its rules to
private fund managers. We are not aware of any organization with these necessary
competencies, and we are concerned that an SRO’s lack of experience in overseeing
private fund managers could lead to inconsistent regulation and uncertainty for managers
in operating their businesses. In particular, the nature of the Advisers Act as a principles-
based statute would present difficult challenges to a new SRO, or an SRO that instead has
experience in administering a rules-based regulatory framework.

An SRO for private fund managers would have difficulty hiring experienced
personnel to quickly acquire the necessary expertise. The private fund industry is small
in comparison to other types of financial firms, and individual private fund managers
typically rely on small staffs. As a result, the pool of personnel experienced with the
operations and legal requirements of hedge fund managers is quite limited. Despite the
small size of the industry, an SRO would need to be of sufficient size and scale to
effectively oversee the industry, and we are concemed that an SRO would have difficulty
establishing and maintaining such a staff.

An SRO Would Subject Investment Advisory Firms to Inconsistent Oversight

The investment advisory industry is made up of extremely diverse firms,
including independent advisers, financial planners, traditional asset management firms,
wealth managers, large financial institutions, small advisers, private fund managers,
mutual fund advisers, pension consultants and others. Under the Advisers Act, each of
these types of investment advisory firms is currently subject to consistent regulation by
the SEC. Creating an SRO exclusively for one type of investment advisory {irm, such as
private fund managers, would seem to undermine the intent of the Advisers Act by
creating separate, and potentially inconsistent, oversight of investment advisers.

Moreover, the creation of an SRO for private fund managers could subject a
single advisory firm, such as a private fund manager or a traditional asset management
firm that manages private funds in addition to other types of accounts, to two different
regulatory frameworks. We are concerned that these results would create uncertainty,
and could have the unintended consequence of leading to an uneven playing field among
advisory firms.

An SRO Would Face Inherent Conflicts of Interest in Overseeing Private Fund
Managers and other SRO Members

An SRO overseeing both private fund managers and other types of firms would
face difficult conflicts of interest in overseeing all of its members fairly and equitably.
Private fund managers are active participants throughout the securities markets, and
interact with other financial firms in numerous capacities, including engaging them as
service providers to funds they manage, entering into counterparty arrangements with
them, and competing with them for investment opportunities. These natural and healthy

—8—

600 Lth Sireet, NW, Suite 200 Washington, DC 20005 Phone: 202.730.2600  Fax: 2027302601 www managedfunds.org



341

relationships would create challenges for an SRO to oversee private fund managers and
other types of firms in an impartial manner.

An example of the type of interactions that could give rise to potential conflicts of
interest for an SRO is the relationships between private fund managers and broker-dealer
firms. In implementing their investment strategies, hedge fund managers engage broker-
dealer firms to serve as prime brokers and counterparties to funds. As prime brokers,
broker-dealers provide a number of important services to hedge funds, including custody
of assets, clearing of securities transactions, securities lending, financing and reporting.
As counterparties, broker-dealers enter into arrangements with hedge funds in which they
agree to make or receive payments to or from the fund based on certain market factors,
such as the performance of an underlying asset.

While counterparty arrangements take various forms, depending on the type of
financial transaction, each arrangement is an arm’s length transaction between a fund
manager and a broker-dealer in which the interests of the two parties are generally not
aligned. The features of prime brokerage and counterparty arrangements are coraplex,
and hedge fund managers and broker-dealers generally negotiate their terms. The
overlapping and sometimes competing interests between managers and broker-dealers
created by these arrangements would present challenges to an SRO responsible for
overseeing these types of firms fairly and equitably. We appreciate that existing SROs
seek to address these types of concems through their governance process and other
methods, however, we believe that oversight of private fund managers would lead to
inherent structural difficulties in the operation of an SRO.

An SRO Could Create Uncertainty for Managers and Reduce Accountability

The current regulatory framework ensures that a single entity has authority for
rulemaking, examinations and inspections, and enforcement with respect to private fund
managers and other investment advisers. The creation of an SRO would upset this
structure, and potentially create regulatory uncertainty and reduce accountability.

A structure in which an SRO was given authority to inspect and examine private
fund managers, and the SEC retained policy making authority, for example, would add an
extra layer of regulation for managers to comply with the Advisers Act. This dual
regulatory structure would raise the risk of managers being confused as to how to comply
with guidance from both entities, and could also lead to inconsistent policies. If instead,
an SRO were provided with broad inspection and policy making authority over private
fund managers, the SEC would no longer have direct oversight responsibility for private
fund managers. We believe that to avoid either of these results, it is important for an
independent, governmental agency to be accountable for such oversight.

—9 .
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STANDARD OF CONDUCT FOR INVESTMENT ADVISERS, BROKERS AND
DEALERS TO RETAIL CUSTOMERS

Section 913 of the Dodd-Frank Act requires the SEC to study the effectiveness of
existing legal or regulatory standards of care for providing personalized investment
advice and recommendations about securities to retail customers. The SEC staff report
under Section 913, “Study on Investment Advisers and Broker-Dealers,” recommends
that the SEC implement a uniform fiduciary standard of conduct for brokers, dealers and
investment advisers when providing personalized investment advice about securities to
retail customers that would require these entities to act in the best interest of the customer
without regard to financial or other interests.

MFA members are private fund managers that provide investment advice to
pooled vehicles that are limited to investments from sophisticated individuals and
institutional investors.  Accordingly, MFA members generally do not provide
personalized investment advice to retail customers, and therefore would not be subject to
the uniform fiduciary standard of conduct set out in Section 913 of the Act and
recommended by the SEC staff.

Instead, private fund managers, as investment advisers, should continue to be
subject to the longstanding, expansive fiduciary duty under the Advisers Act. Under
federal law established by the U.S. Supreme Court, investment advisers have a fiduciary
duty to their clients, and in meeting their duty, fiduciaries must act according to the
highest standard of conduct. In its landmark interpretation of the Advisers Act, the U.S.
Supreme Court confirmed that, as fiduciaries, investment advisers have a duty to
“exercise the utmost good faith in dealings with clients.” The SEC has broadly
interpreted the scope of an adviser’s fiduciary duty under Section 206 to apply to all
aspects of an adviser’s management of client assets. We strongly support this heightened
standard of conduct for investment advisers, and recommend that it remain the
foundation of an adviser’s obligations to its clients.

We believe that the uniform fiduciary standard of conduct in Section 913 is
consistent with the existing fiduciary duty of investment advisers by requiring that
brokers, dealers and investment advisers act in the best interest of customers when
providing investment advice. We encourage the SEC in any rulemaking to implement
such a uniform fiduciary standard of conduct to make clear that such a standard would be
in keeping with the existing fiduciary duty standard, which has functioned effectively for
many years, and is an integral part of how investment advisers conduct their business.

"SECv. Capital Gains Research Bureau, Inc., 375 U.S. 180, 191 (1963).
~10~

600 Feh Street, NW, Suite 900 Washington, DC 20005 Phone: 202.730.2600 Fax: 202.730.2601  www managedfunds.org



343

CONCLUSION

Hedge funds, as sophisticated institutional investors, have important market
functions, in that they provide liquidity and price discovery to capital markets, capital to
companies to allow them to grow or turn around their businesses, and sophisticated risk
management to investors such as pension funds, to allow those pensions to meet their
future obligations to plan beneficiaries. MFA and its members are in favor of smart
regulation that ensures market stability, protects investors, and facilitates capital
formation. In our view, the existing framework of SEC regulation of private fund
managers, as enhanced by the Dodd-Frank Act and regulatory implementation of the Act,
is most effective in fulfilling the SEC s mission. We would be pleased to provide policy
makers with any additional information that would be helpful about the private fund
industry as they consider these important issues.
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ENAIBD

RMagonat Associaton of Independent Broker (e aters

To:  All Members of the House Financial Services Committee of the House of
Representatives

From: Lisa Roth, Chairman of the Member Advocacy Committee

Past Chair of the National Association of Independent Broker Dealers
CEQ/CCO Keystone Capital Corporation

Re:  The Proposed “Investment Advisor Oversight Act of 2011

Date: September 12,2011

Dear Representatives,

NAIBD strongly supports the legislation being proposed by Representative Bachus
to the House Financial Services Committee. We urge the committee to vote in favor
of this effort to level the regulatory landscape between broker/dealers and
investment advisers.

The significant gap between investment adviser and broker/dealer regulation is no
secret in the industry. It must be closed for the protection of investors, and to
restore integrity to our industry.

For decades, NAIBD members like me have been registered with FINRA and with the
SEC and/or states as an investment adviser. As such, as a broker/dealer, I have
been subject to licensing and registration, continuing education, net capital, financial
and internal audit, supervisory controls and countless other regulations. I have been
the subject of routine inspections by FINRA and annual financial audits. From 1999
to 2008 [ was a regulatory compliance consultant to hundreds of firms, both
broker/dealers and investment advisers. | experienced first-hand the significant
efforts and expense broker/dealers bear to comply, and by comparison, the thin set
of requirements for investment advisers, including the significant gap between the
inspection program.

To give you a sense of the scope of a broker/dealer exam, I can describe my firm’s
most recent inspection. Two FINRA examiners performed an inspection of my small
firm (10 employees) over the course of five full days on site, with follow-up by the
district office spanning the following 60 days. My consulting clients’ experiences are
proportionate, with inspections lasting weeks to months, While I believe that
FINRA’s inspection program must be better tailored to risk, and would certainly
benefit by enhanced efficiencies, I can attest to its rigor including the qualifications,
preparation and ambition of the examiners.

By comparison, a state or SEC onsite investment adviser is a rarity. | am acquainted
with dozens of investment advisers who have not experienced an onsite inspection
by a state or SEC examiner for their entire career. This fact is broadly known in the
industry, and we assure you that many brokers and broker/dealers transition from

191 Clarksville Road Princeton Junction, NJ 08550 « Phone: (609) 799-6253
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FINRA to investment adviser registration for the sole purpose of escaping regulation
and examination.

We support the testimony you will hear from the Financial Services institute and
from Rick Ketchum of FINRA, and we encourage you to consider FINRA's
capabilities beyond its examination programs. In particular, we encourage you to
familiarize yourselves with FINRA’s Gateway, where broker/dealers regularly
submit their firm principals and contact information, advertising, complaints,
electronic storage and other important disclosures to the regulator. The
implementation of required participation in this facility alone across the universe of
investment advisers could provide immediate centralized oversight (and important
protections to investors) without significant cost to the advisers, to the regulator, or
to those firms, like mine, which are dually registered.

Our support of FINRA as the single regulator for broker/dealers and investment
advisers is based on FINRA’s established ‘bench strength’ of field examiners, its
sophisticated technical infrastructure, including the Central Registration Depository
and, its Gateway reporting system for registrants. We believe that FINRA could
readily facilitate centralized reporting of individuals and firms for further
distribution of important facts and information to the public, which would provide
immediate and significant benefit to investors while closing the current regulatory

gap.

Please consider expansion of the Bachus amendment to include ALL investment
advisers for the most favorable impact on investor protections and our regulatory
regimes.

Respectfully,

%

S~y
\

Lisa Roth

CEO, CCO Keystone Capital Corporation
Member Advocacy Chair, NAIBD
619-283-3107
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AALU

Fenbship fis 4o L0 Undirsitia

AALU Responses: Hearing Entitled “Ensuring Appropriate Regulatory Oversight of Broker-
Dealers and Legislative Proposals to Improve Investment Adviser Oversight

Question for the AALU, FSI, SIFMA, NAIFA:

InJuly, the U.S. Court of Appeals for the D.C. Circuil vacated the SEC s proxy access rule
because the Commission failed “adequately 1o consider the rule’s effect upon efficiency,
compelition and capital formation” in violation of the Administrative Procedures Act. Do you
believe the SEC has performed a comprehensive and appropriate cost-benefit analysis and met
its burden of proof that there is harm to investors from the current broker-dealer regulatory
regime that warrant a change to the standard of care?

Response from the AALU:

No. The decision by the D.C. Circuit Court of Appeals regarding Exchange Act Rule
14a-11 was a telling indication of what has become an unfortunate trend at the SEC—a
consistent lack of rigorous economic and cost-benefit analysis to support its proposed rules. We
believe that the Court was justified in its questioning of the Commission’s analysis. The Court
concluded that the SEC had “once again™ improperly assessed the economic implications of a
proposed rule'. Now, with respect to broker-dealer and investment adviser standard of conduct
regulations, we believe that the SEC is engaged in the same limited analysis and “opportunistic
framing™ that has been criticized by the D.C. Circuit on multiple occasions in recent years.

For example, the SEC’s principal justification for the need to impose a uniform fiduciary
standard on broker-dealers and investment advisers has been a 2008 report by the RAND
Corporation, which was commissioned by the SEC. As the SEC cited in its study conducted
pursuant to §913 of the Dodd-Frank Act on investment adviser and broker-dealer standard of
conduct regulations, the RAND report concluded that investors had some confusion about the
roles and duties of various financial professionals®. The SEC argues that this confusion among
investors demonstrates the need for a uniform fiduciary standard for personalized investment
advice about securities. We find the SEC’s reliance on this report to be insufficient. The SEC
failed to incorporate in its analysis that this same report showed overwhelniiug!y that investors
are satisfied with their own financial services providers. Furthermore, in a 2010 survey of
investors conducted by Oliver Wyman, 95% of responding investor households reported that

! According to the Court, *[Tthe Commission inconsistently and opportunistically framed the costs and benefits of
the rule; failed adequately to quantify the certain costs or to explain why those costs could not be quantified;
neglected to support its predictive judgments; contradicted itself; and failed to respond to substantial problems raised
by commenters, For these and other reasons, its decision to apply the rule to investment companies was. ..arbitrary.”
Bus. Roundrable v. S.E.C., 647 ¥.3d 1144, 1149 (D.C. Cir. 2011).

* See Study on Investment Advisers and Broker-Dealers (Jan. 21, 2011) at 99 (hereinafler, Staff Study), available at
htpiwww sec.govinews/studies/201 1/913studvfinal.pdf.
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they have chosen to invest their asscts in commission-based brokerage accounts®. Considered
collectively, these data suggest that-—given overall levels of investor satisfaction and the
preference for the broker-dealer business model—if regulatory changes are in fact necessary,
those changes should be targeted to address specific problems that have been objectively
identified in the marketplace, 1.¢., the potential need to combat investor confusion with clear and
concise disclosures. What these data do not suggest, however, is that fundamental change to the
broker-dealer regulatory regime through a uniform fiduciary standard has been justified or
should be pursued absent that objective justification.

It should also be noted that the Commission has been criticized by the D.C. Circuit in
previous rulemaking exercises for relying on insufficient data derived from various
“unpersuasive” studies: “{ijn view of the admittedly (and at best) ‘mixed’ empirical evidence {in
two studies relied upon by the SEC]...we think the Commission has not sufficiently supported its
conclusion.”™ SEC Chairman Mary Schapiro has publically commented that the Commission has
asked a team of economists from the Division of Risk, Strategy, and Financial Innovation to
study empirical data pertaining to existing standard of conduct regulations as well as the
economic impact of modifying those regulations. The omission of this analysis in the SEC’s
study pursuant to §913 should not be overlooked, but we nonetheless believe that the SEC's
commitment to conduct such analysis is a positive development. We also believe that any
findings by the Commission’s economie team should be publically released in advance of—not
in conjunction with—the publication of a proposed rule, as that data will shape what such a
proposal, if proven necessary through objective analysis, should look like. In addition. the public
should have an opportunity to review and comment on that analysis.

We note that many of our concerns regarding the lack of an evidentiary foundation for
new standard of conduct regulations were also identitied by SEC Commissioners Kathleen Casey
and Troy Paredes in their joint statement following the release of the study pursuant to §913. In
their statement, the Commissioners observed:

[Wilithout good data on investor demographics and preferences, the Commission
cannot adequately weigh the potential costs to investors due to the creation of a
new standard and the ensuing changes in the business models of both broker-
dealers and investment advisers...In our view, the collection and analysis of
empirical data — particularly data relevant to evaluating the impact of regulation — is
essential for the Commission not only to determine whether rulemaking is
appropriate but also to develop appropriate rules should the Commission choose to go
forward.”

We agree with the statements of Commissioners Casey and Paredes and also believe that
the SEC staff used a flawed approach in examining the costs and benefits of their
recommendation to impose a uniform fiduciary standard. Namely, the staff implied that because

* Oliver Wyman, Standard of Care Harmonization, IMPACT Assessment for SEC (October, 2010), at 4, availuble ar
http//www.sifima.org/WorkArea/Download Asset.aspx 2id=21999.

f Bus. Roundiable at 1151,

* Kathleen L. Casey and Troy A. Paredes, Statement Regarding Study on Investment Advisers and Broker-Dealers
(Jan. 21, 2011), at 2-3, available at http://www.sec.gov/news/speech/201 1/spch01221 Lkictap.htm.
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quantifiable cost data regarding the imposition of a uniform fiduciary duty was generally not
produced by commenters, that cost implications would not be meaningfully addressed by the
SEC staff®. Yet it is the responsibility of the Commission to produce the data that shows the
specific costs and benefits of any proposed regulatory changes before proceeding with new rules.

Lastly, as was conceded at the September 13 hearing before the Capital Markets and
Government Sponsored Enterprises Subcommittee, even supporters of an “expeditious” uniform
fiduciary standard rulemaking acknowledged that there is no factual evidence that investors
seeking advice from broker-dealers are being harmed under the existing regulatory regime in a
manner that would require broad changes to the broker-dealer regulatory structure.” We
encourage the Commission to demonstrate that such evidence exists before a rulemaking under
§913 is considered.

Question for all the witnesses:

The SEC staff report suggests that ii is not likely that many broker-dealers would
“implement major changes to their businesses in response to the imposition of a uniform
Siduciary standard...”" Do you agree? If not, can you describe the impact that this rule
could have on your business?

We do not agree. The SEC staff report evaluated a number of practical outcomes that
could arise as a result of changes to the broker-dealer regulatory regime through new standard of
conduct regulations. The Commission staff indjcated that it is “less likely” that broker-dealers
would implement major changes to their businesses under the stafl”s recommendation as
opposed to under the elimination of the broker-dealer exemption from the Investment Advisers
Act’. However—despite the staff”s conclusion—we anticipate potentially significant changes
under the staff’s recommendation to apply a uniform standard of conduct that is “no less
stringent” than §§206(1) and (2) of the Investment Advisers Act.

The imposition of a uniform fiduciary standard—particularly a broad, loosely defined,
principles-based standard—will risk significant after-the-fact liability for life insurance agents
engaged in the sale of variable life insurance and annuity products. As you may know, these
individuals are among the most highly regulated professionals selling some of the most highly
supervised products in the financial services sector. There is a tremendous amount of point of
sale due diligence that must be conducted by the agent—including a comprehensive needs
analysis and obtaining detailed information from the client for medical and financial
underwriting purposes. These requirements—which are overseen by FINRA, the SEC, State

® The Staff notes that “{t}o the extent commenters provided information about costs, their thoughts are addressed [in
the following section].” By implication, if specific information about costs was not provided, despite the raising of
cost concerns by several commenters, it would not be addressed by staff-—-regardless of their mandates under
§913(c)(13) of the Dodd-Frank Act. See Staff Study at 145.

7 Cite specifically to Roper testimony U.S. Congress. House Committee on Financial Services. Subcommittee on
Capital Markets and Government Sponsored Enterprises. “Holds Hearing on Regulation and Oversight of Broker-
Dealers and Investment Advisers.” (Date: 9/13/11). Text from: CQ Congressional Transcripts. Available from:
Congressional Quarterly; Accessed 9/15/11.

8 See Siaff Study at 156.
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insurance departments, and individual insurance carriers—create a high bar for the placement of
these products at the point of sale. Given the unique nature of life insurance products, the
imposition of an amorphous standard that creates an after-the-fact liability would only
complicate the already complex and highly regulated process of providing invaluable life
insurance protection for retail consumers. In the process, we fear that investors will not be
provided with increased legal protection, but that the heightened ex post facto liability associated
with providing these services will result in higher compliance costs, and by extension,
diminished access to professional advice and products for investors.

In addition to these overarching liability concerns, broker-dealers will have a variety of
specific challenges in complying with the standard that the staff recommends. Broker-dealers
unlike registered investment advisers regulated by the SEC pursuant to the Advisers Act—are
required by FINRA to maintain a comprehensive supervisory program that includes a written
supervisory manual, qualified principals who are assigned to supervise each specific area of a
firm’s operations, and each of its personnel and offices in the conduct of the broker-dealer firm’s
business. Under the staff’s recommendation, broker-dealers will be forced to re-educate their
firms and registered representatives; develop new documentation programs and client
acknowledgements; and potentially convert firms and registered representatives to fee-only RIA
firms or RIAs if the compliance burdens are too great under their existing operation.

In sum, we believe that a substantial rule change such as this will have significant
repercussions for broker-dealers, despite the provisions in §913 that were designed to preserve
the broker-dealer business model. Moreover, we are concerned that the imposition of a uniform
fiduciary standard will not only serve to increase costs and Habilities for broker-dealers, but will
also present considerable difficulties in the implementation of compliance procedures because of
the lack of clarity inherent in the standard and because of the possibility—based on indications
made by the SEC staff®—that broker-dealers will be forced to derive guidance from 70 years of
Advisers Act case law and SEC enforcement actions. It is our view that the SEC can only
address the practical implications of imposing a uniform fiduciary standard by properly and
prospectively evaluating the costs and benefits, as well as the economic impact. associated with
imposing such a rule.

? “The Staff is of the view that the existing guidance and precedent under the Advisers Act regarding fiduciary duty,
as developed primarily through Commission interpretive pronouncements under the antifraud provisions of the
Advisers Act, and through case law and numerous enforcement actions, will continue to apply to investment
advisers and be extended 1o broker-dealers, as applicable, under the uniform fiduciary standard.” (Emphasis Added)
Staff Study at 111,
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Date: October 14, 2011

To: Terrie Allison, Editor - Committee on Financial Services

From: Terry Headley, President - National Association of Insurance and Financial Advisors
Subject: Responses to Hensarling Questions for the Record and Transcript Corrections

Hearing Date: September 13, 2011

Committee: Subcommittee on Capital Markets and Government Sponsored Enterprises

Hearing Name: "“Ensuring Appropriate Regulatory Oversight of Broker-Dealers and Legislative Proposals
to Improve Investment Adviser Oversight”

(1) Question for all the witnesses:

The SEC staff report suggests that it is not likely that many broker-dealers would “implement major
changes to their businesses in response to the imposition of a uniform fiduciary standard...” Do you
agree? If not, can you describe the impact that this rule could have on your business?

NAIFA has concerns with the SEC staff report statement that it is not likely that many broker-dealers
would “implement major changes to their businesses in response to the imposition of a uniform
fiduciary standard.” Nearly two-thirds of NAIFA members are Registered Representatives of their
corporate broker-dealers and approximately one-third of NAIFA members are also Investment Adviser
Representatives for their corporate Registered Investment Advisers." Therefore our perspective is borne
out of our members’ personal experience and expectations of how corporate compliance departments
will interpret a fiduciary rule; and thus we are concerned about the practical impact of a harmonized
fiduciary standard on NAIFA members who work directly with middle-market clients.

NAIFA is concerned that a universal fiduciary standard of care for broker-dealers and investment
advisers who provide personalized investment advice to retail customers will resuit in an amorphous
and ambiguous "best interest” standard. We are concerned that a “best interest” standard applied to
recommendations made in connection with the sale of a specific security will set in motion unrealistic
investor expectations of investment performance, product availability, and qualitative advice.

The definitional challenge of what is “best” and what it will mean for a securities seller to comply with
such a subjective standard could lead to increased compliance paperwork and procedures for NAIFA
members who already report significant compliance responsibilities and costs of doing business.
According to a 2010 NAIFA commissioned LIMRA Survey, the typical NAIFA member already incurs
considerable costs in compliance and securities examinations. For those subject to compliance,
members spend an average of 514 hours a year, plus 12 hours per year on examinations. Direct costs
average $8,878 a year: 5264 in exam expenses, $569 in broker-dealer and/or registered investment
adviser fees, and $8,044 in staff expenses for compliance.” if a fiduciary standard of care is imposed,
most members believe compliance costs would increase due to the additional time and staff expenses
incurred to adhere to the standard.

* Jim Mitchel & Shannon O'Keefe, 2010 NAIFA Survey Report (Nov. 2010}, available at
http//www.naifa.org/ServingMainStreetinvestors/

id.
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A new fiduciary “best interest” standard will likely require more forms for client engagement and for
record-keeping. Under the current suitability standard as enforced by my broker-dealer, } am held to a
comprehensive series of obligations required by FINRA’s “know your customer" rule which requires that
| obtain specific personal and financial information from my clients {i.e. age, tax status, time line horizon
to retirement, existing investments and assets) to ensure that any recommendations that | make are
appropriate for their needs and circumstances. | am required to keep extensive records regarding my
client engagements, my staff must be finger-printed, all incoming mail can only be opened by associated
persons, all receipts of funds and certificates must be carefully documented, | must maintain notes and
locations of all meetings, all written communications with clients must be approved by my broker-
dealer, and all marketing materials — including the content on my business cards and my website
content -- must be pre-approved by my broker-dealer. Therefore the suitability standard is robust and
rigorous, rules-based, and objective in its application and enforcement. in contrast, a fiduciary standard
is process-oriented, principles-based, and subjective. The subjective nature of a fiduciary standard couid
raise my potential liability and thus my costs to mitigate that lability. Those costs could come in the
form of being forced to adjust my business to work with fewer clients, and to meet my expenses those
clients will need to have greater amounts to invest so that | will receive greater compensation per client,
and/or the cost of my errors and omissions coverage could significantly increase and | will be forced to
charge more for my services.

{2) Question for AALU, FSI, SIFMA, NAIFA:

in July, the U.S. Court of Appeals for the DC Circuit vacated the SEC's proxy access rule because the
Commission failed “adequately to consider the rule’s effect upon efficiency, competition and capital
formation” in violation of the Administrative Procedures Act. Do you believe the SEC has performed a
comprehensive and appropriate cost-benefit analysis and met its burden of proof that there is harm
to investors from the current broker-dealers regulatory regime that warrant a change to the standard
of care?

NAIFA does not believe that the SEC Staff's lanuary 2011 Study on investment Advisers and Broker-
Dealers (the Study), required by Section 913 of the Dodd-Frank Wall Street Reform and Consumer
Protection Act, has (i} adequately demonstrated the existence of tangible harm to investors from the
current broker-dealer regulatory regime or {ii) considered the potential adverse impact that the Study’s
recommendations would have on mid-market investors to justify implementation of the SEC staffs
recommendations contained in the study.

In the Study, the SEC staff recommended that the SEC establish a uniform fiduciary standard for
investment advisers and broker-dealers when providing investment advice about securities to retail
customers that is no less stringent than the standard currently applied to investment advisers under the
1940 Investment Advisers Act. The staff's recommendations also included “suggestions for considering
harmonization of the broker-dealer and investment adviser regulatory regimes, with a view toward
enhancing their effectiveness in the retail marketplace.” The Study states that the recommendations are
designed to both increase investor protection and reduce investor confusion.

As justification for its recommendations, the Study notes that “[blroker-dealers and investment
advisers are regulated extensively, but the regulatory regimes differ, and broker-dealers and
investment advisers are subject to different standards under federal law when providing investment
advice about securities. Retail investors generally are not aware of these differences or their legal
implications. Many investors are also confused by the different standards of care that apply to

2
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investment advisers and broker-dealers. That investor confusion has been a source of concern for
regulators and Congress.” The Study further notes that both comment letters submitted by investors
and studies sponsored by the SEC support its conclusion that investors are confused about the duties
and obligations of investment advisers and broker/dealers, although these studies also showed that
investors were generally satisfied with their financial advisers.

Although the Study discusses the different regulatory regimes and standards of care applicable to
broker-dealers and investment advisers and points out that there is some degree of investor confusion
over these differing standards, it is important to note that the Study does not address the central issue
of whether investors are being harmed by the alleged confusion or by the existence of separate
regulatory structures and standards for broker-dealers and investment advisers.

NAIFA agrees with the comments made by SEC Commissioner Paredes and former-Commissioner Casey
in the Statement they issued following the release of the Study, in which they objected to the release of
the Study to the Congress on the grounds that the Study did not fulfill the statutory mandate of section
913 of the Dodd Frank Act. Their statement notes that “[Tlhe Study's pervasive shortcoming is that it
fails to adequately justify its recommendation that the Commission embark on fundamentally changing
the regulatory regime for broker-dealers and investment advisers providing personalized investment
advice to retail investors. The Study recommends the adoption of a new uniform fiduciary duty standard
and harmonization of two disparate regulatory regimes. But it does so without adequate articulation or
substantiation of the problems that would purportedly be addressed via that regulation. Indeed, the
Study does not identify whether retail investors are systematically being harmed or disadvantaged under
one regulatory regime as compared to the other and, therefore, the Study lacks a basis to reasonably
conclude that a uniform standard or harmonization would enhance investor protection.” (italics added)

With respect to the specific issue of the potential impact on investors of the allegations of investor
confusion discussed in the Study, NAIFA is concerned that while the Study notes the existence of
investor confusion, the Study does not address the issues of whether any harm to investors is occurring
as a result or of whether the implementation of the Study’s recommendations will resolve such
confusion or even possibly exacerbate it. The Study does not claim that retail investors are
systematically being harmed or disadvantaged under either the fiduciary or suitability standard, and
therefore it lacks a basis to conclude that a uniform standard or harmonization would enhance investor
protection. NAIFA’s concerns are shared by Commissioner Paredes and former-Commissioner Casey who
said in their January 21, 2011 Statement: “[A] basic premise of the Study's recommendation to impose a
uniform fiduciary duty on broker-dealers and investment advisers is concern that investors are confused
about the differences between a broker-dealer and an investment adviser and the duties owed by each.
Such confusion is a serious matter. However, the practical consequences resulting from that confusion
for those very investors have not been sufficiently studied or documented. Moreover, the Study does not
address the possibility that the Study's own recommendations will not resolve or eliminate investor
confusion and may in fact create new sources of confusion. “{italics added).

NAIFA is also concerned that the SEC staff did not adequately consider the potential adverse impact that
implementation of the recommendations contained in the Study could have on mid-market investors.
While NAIFA believes the staff's failure to adequately consider the potential impact of its
recommendations on investors falls squarely within the U.S. Court of Appeals’ ruling in the Business
Roundtable and Chamber of Commerce case referenced in Rep. Hensarling’s second guestion, NAIFA
also believes that separate and apart from that decision it is imperative that the SEC staff thoroughly
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consider whether its recommendations would cause harm to the very investors the SEC is charged with
protecting.

Community-based NAIFA members, many of whom are small business owners, provide affordable
financial services to middie-market investors. According to the LIMRA study commissioned by NAIFA,
approximately 58% of NAIFA members’ clients have household incomes of iess than $100,000, and a
sizable percentage of our members’ clients have less than $50,000 invested in the financial markets. The
investors that NAIFA members serve every day rely on the honest, trustworthy guidance of their
financial advisors to help manage risk and plan for retirement. Without the personalized advice from
financiaf professionals who have earned their trust over many years of service, these investors would be
forced to utilize impersonal, “one-size-fits-all” advice from firms that do not tailor their advice to the
specific needs of individual clients.

If a uniform fiduciary standard was implemented, broker-dealers would be forced to adjust their
aperations and compliance programs to an additional regulatory framework. As compliance costs and
the potential for liability increases, it would become economically unfeasible for financial professionals
to work with less affluent clients, and fewer investors would ultimately receive professional service and
advice. Thus, the application of a uniform fiduciary standard to broker-dealers would negatively impact
product access, product choice, and affordability of customer services for those consumers who are
most in need of these services.

This concern is borne out by data found in the LIMRA study referenced above. An analysis of two
surveys conducted by LIMRA-—one involving consumers and the other NAIFA members-—shows that if a
universal fiduciary standard of care is imposed, many NAIFA members would be forced to discontinue
providing many important services to middle-market clients, who are a core client group for NAIFA
members. According to the NAIFA member survey, which polled more than 3,300 NAIFA members, most
members involved in securities activities are concerned that the additional regulatory requirements and
potential legal implications of a fiduciary standard could significantly increase their compliance costs. if
costs were to go up by 15 percent, 65 percent of our members said they would need to take actions that
would limit their client’s access to financial advice. For example:

s 31 percent say they would limit their practice to affiuent clients only;

* 20 percent would not offer securities to their clients; and

= 14 percent would increase fees for their clients {Close to half (41 percent) of members say that
“few or “very few” of their clients could take on the added costs)

Any of these results would not be in the best interests of mid-market investors, and certainly would not
further the regulators’ goal of enhancing consumer protections. it is crucial that middle-market investors
be able to obtain personalized financial advice so they can plan adequately for their futures. Without
their financial advisors, many investors would have nowhere to turn when they need reassurance in a
shaky market, assistance in rebalancing their portfolics, or understanding the investment choices
available. NAIFA is concerned that the SEC Study unduly discounts the risk that the additional regulatory
burdens imposed on financial professionals by the Study’s recommendations could result in investors
having fewer financial advisers to choose from, having less access to products and services, and having
to pay more for the services they do receive.

Commissioner Paredes and former-Commissioner Casey expressed these same concerns in the
statement they filed concerning the Study, noting that “the Study, in our view, does not appropriately

4
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account for the potential overall cost of the recommended regulatory actions for broker-dealers,
investment advisers, and retail investors. The Study unduly discounts the risk that, as a result of the
regulatory burdens imposed by the recommendations on financial professionals, investors may have
fewer broker-dealers and investment advisers to choose from, may have access to fewer products and
services, and may have to pay more for the services and advice they do receive. Any such results are not
in the best interests of investors; nor do they serve to protect them.” Their statement concluded that
“The Study should be viewed as a starting point for further research and consideration, rather than as
forming the primary basis for rulemaking. Before the Commission proposes rules in this area, more
rigorous analysis - rooted i economics and data - is needed to avoid unintended consequences.”

NAIFA fully agrees with the views of Commissioner Paredes and former-Commissioner Casey.
Hi#
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Response for the Record to Representative Hensarling of Texas:

Mr. Hensarling.

The SEC staff report suggests that it is not likely that many broker-dealers would
“implement major changes to their businesses in response to the imposition of a
uniform fiduciary standard...” Do you agree? If not, can you describe the impact
that this rule could have on your business?

Mr. Irwin.

The SEC staff conducted a very thorough study, as it was required to do by
Section 913. In the performance of the study, the SEC staff considered extensive
commentary, including data from the industry and the public and 3,500 comment
letters. The SEC staff met with representatives of investors, broker-dealers,
investment advisers, other representatives of the financial services industry,
academics, state securities regulators, and the Financial Industry Regulatory
Authority (“FINRA™), which serves as a self-regulatory organization (“SRO™) for
broker-dealers.

My view, Congressman, is that the SEC study’s recommendations and
conclusions are generally sound and well considered. The presence of a fiduciary
duty will not necessarily impose additional administrative or other burdens on
business operations in the form of excessive rules. Those offering investment
advice in this context, however, will have to be mindful of their obligation to
place the interests of their clients first. In the long run, this change will enhance
prospective clients” faith in seeking their guidance, and ultimately result in more
retail investors seeking their services,
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Capital Markets and Government Sponsored Enterprises

Hearing entitled "Ensuring Appropriate Regulatory Oversight of Broker-Dealers and Legislative
Proposals to Improve Investment Adviser Oversight"

Tuesday, September 13, 2011

10:00 AM in 2128 Rayburn HOB

Rep. Jeb Hensarling (R-TX) Questions for the Record
Question for all the witnesses:

The SEC staff report suggests that if is not likely that many broker-dealers would
"implement major changes to their businesses in response to the imposition of a uniform
fiduciary standard ..."" Do you agree? If not, can you describe the impact that this rule
could this have on your business?

FINRA Response:

As noted in my written testimony, FINRA has been clear in its view that the standard of care in
both channels should be a fiduciary standard for the provision of personalized investment advice
to retail customers.

The SEC's Section 913 study reflects thoughtful analysis, but a number of questions and
challenges remain that presumably would need to be addressed in any SEC rulemaking. FINRA
believes that extending a fiduciary duty to all professionals providing individualized advice to
retail customers should be done in a way that provides interpretative guidance as to the
application of such a duty to the variety of broker-dealer business models that currently exist.
FINRA has suggested in comments to the SEC that rules to implement such a standard should
incorporate common law agency principles and require cogent, plain English disclosure of
permissible conflicts at the time of account opening and, where appropriate, at the point of sale.
This disclosure should describe clearly how the adviser or broker-dealer will manage those
conflicts and prohibit conduct where conflicts are not consistent with acting in the best interest of
the customer. If implemented in this fashion, we agree with the SEC’s conclusion that it is not
likely that many broker-dealers would be required to implement major changes in their business.

Question for FINRA witness, Mr. Ketchum:

Many of the checks and balances that apply to federal regulatory agencies like the
Administrative Procedures Act and the Freedom of Information Act do not apply to SROs,
even though they are delegated similar authority and may regulate the same businesses and
enforce the same laws as government agencies,

As Congress considers creating a new SRO for Investment Advisers, should Congress
upiate the checks and balances of SROs to ensure that those entities operating with
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delegated government authority are subject to the same or similar checks and balances as
federal regulatory agencies? Why or why not?

FINRA Response:

A major difference with respect to FINRA or other self-regulatory organizations is that we are
subject to comprehensive oversight by the SEC including review and approval of FINRA
proposed rules. There are already a number of procedures designed to alert external parties to
our rulemaking agenda, provide opportunities for comment and input and to provide oversight of
SRO regulatory activities. While these measures are fairly comprehensive in scope, as 1
responded to Chairman Bachus, FINRA is open to enhanced oversight by the SEC. Of course,
FINRA is also subject to ongoing Congressional oversight by its House and Senate Committees
of jurisdiction, as well as a recurring GAO review of the SEC’s oversight as required by the
Dodd-Frank Wall Street Reform and Consumer Protection Act.

In nearly all cases, FINRA publishes proposed rules and concepts for rules for public comment
prior to submitting a proposal to the SEC., We then post all comments received and provide
them, along with our responses to any material comments made, including concerns regarding
any cost burdens imposed, to the SEC with the proposed rule filing. As a result, the vast
majority of our rules undergo two rounds of public comment — one through FINRA and one
through the SEC’s publication of our rule proposals in the Federal Register.

Rulemaking typically involves consultation with FINRA standing committees, which are
comprised of industry representatives. While FINRA staff may and does bring proposals to the
Board notwithstanding contrary committee views, those comments are noted to the Board.

The SEC must approve all FINRA rulemaking, and can add, delete or amend FINRA rules as the
Commission deems necessary or appropriate. The SEC must make specific findings that the
proposed rule is consistent with the Exchange Act and must analyze material comments
regarding the proposal.

As discussed above, prior to its Board meetings, FINRA posts on its website rulemaking items
that will be discussed by the Directors. Immediately following the meeting, an update of the
discussion is also posted.

One of the most important factors in the success of self-regulation in the U.S. securitics markets
is that Congress mandated that the Securities and Exchange Commission conduct comprehensive
ongoing oversight of independent regulators such as FINRA. For example, the Commission:

* Approves all FINRA rulemaking. As part of that approval process, the Commission seeks
public comment on FINRA proposals through notice in the Federal Register. Thus,
FINRA rulemaking is fully transparent;

e Canadd, delete or amend FINRA rules on the Commission's own volition as it deems
necessary or appropriate;
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Reviews all FINRA disciplinary actions, which also may be appealed to the Commission
and the federal courts;

Requires FINRA to keep records and file reports with the Commission. These records are
subject at any fime to Commission inspection;

Inspects FINRA regularly to ensure that it is fulfilling its regulatory responsibilities and
to mandate corrective action as needed. Routine inspections assess FINRA enforcement,
arbitration, and member examination programs at regular intervals. These inspections
assess FINRA's surveillance systems and the adequacy of FINRA's policies and
procedures. The Commission also reviews case files to determine whether FINRA staff is
handling cases and investigations in compliance with its policies and procedures. The
Commission also may conduct special inspections at any time for any reason;

Can tmpose limitations on FINRA's operations if it finds deficiencies justifying such
action;

Can compel FINRA to act if it determines that FINRA is failing to provide adequate
protection to investors; and

Has the authority to suspend or revoke FINRA's registration under the Exchange Act and
remove from office or censure any FINRA officer or director.
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2. Question for all the witnesses from Representative Hensarling — The SEC staff report
suggests that it is not likely that many broker-dealers would “implement major changes to
their businesses in response to the imposition of a uniform fiduciary standard ...” Do you
agree? If not, can you describe the impact that this rule could have on your business?

This question takes the quote from the Section 913 Study out of context in a way that
appears to misrepresent its meaning. The full quote is as follows:

The Staff believes it is less likely that many broker-dealers would implement major
changes to their businesses in response to the imposition of the uniform fiduciary
standard recommended in this Study than they would in response to the elimination of the
broker-dealer exclusion [from the Investment Advisers Act], as discussed above in sub-
Section B. The Staff believes this is because the adoption of a uniform fiduciary standard
would not represent as fundamental a change for broker-dealers as would the elimination
of the broker-dealer exclusion.

We doubt you would find any broker-dealers who would disagree with that statement when
viewed in context. Indeed, members of the brokerage industry strongly opposed the draft Senate
financial reform bill, which would have eliminated the broker-dealer exclusion from the
Advisers Act. The support of SIFMA and FSI have voiced for the proposed approach in the
Section 913 Study is based on their belief that the outlined approach would require less dramatic
changes to their members’ business operations, particularly if the SEC simultaneously adjusts its
rules on principal trading as it has suggested it plans to do. Indeed, those who criticize the
agency for not focusing enough on potential costs to industry tend to ignore the extent to which
the agency has been driven by concern for costs in developing its proposed approach.

If the SEC adopts the approach it has proposed in Section 913, a few things are clear: it
won’t require brokers to charge fees or preclude them from charging commissions; it won’t
prevent them from selling proprietary products or selling from a limited menu of products; and it
won’t prevent them from giving one-time, transaction-based advice. We believe all of those
practices could be accommodated under the Investment Advisers Act ~ as they have been for
years for many financial planners — but the reliance on Subsection (g) of Section 913 eliminates
any ambiguity on these points. It is unfortunate that certain members of the industry —
particularly the brokers whose business is dependent on the sale of over-priced variable annuities
— have ignored these facts in justifying their opposition to the fiduciary rule proposal.

If the SEC moves forward with a fiduciary rulemaking, some change in industry practice
is both inevitable and desirable. Otherwise the rule would not be needed. Two of the most
important:

s Brokers will presumably be required to provide potential customers with up-front
disclosures similar to those provided by investme