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“How do we recognize fiduciaries?
How are they different? And should
these differences bring about different
rules to govern them?”
—Tamar Frankel1

F

inding the subject of a U.S. Securities
and Exchange Commission (SEC or
Commission) rulemaking can be a
bit like playing Where’s Waldo?

Waldo’s fans have discovered that spot
ting the diminutive character in newer
editions has become increasingly difficult
because Waldo has shrunk in size and
become lost in larger and larger crowds.2
Like Waldo, the core duties of an
investment fiduciary—in particular,
the duty of loyalty—have been hard
to spot of late in the SEC’s proposed
Regulation Best Interest as well as other
regulatory initiatives.

BACKGROUND
By the late 1990s and early 2000s at
least 98 model fiduciary laws, written
by the Uniform Law Commission and
based on trust-law principles, had been
enacted on the state level. These state
laws, which govern investment practices
of private trusts, charitable foundations,
and public plans, were updated to
reflect, among other things, portfolio
diversification as a means of reducing
risk and protecting principal against
inflationary risks.3
One important component of the new
model laws that remained unchanged,

however, was the duty to act solely in the
interest of the beneficiary. The new state
laws also were consistent with the “sole
interest” and diversification requirements
mandated by the U.S. Congress when
it enacted the Employee Retirement
Income Security Act of 1974 (ERISA).
Congress, in turn, imposed a standard
on ERISA fiduciaries “derived from the
common law of trusts”4 that required a
fiduciary to “discharge his duties with
respect to a plan solely in the interest of
the participants and beneficiaries …” 5
Until partisan politics began to dominate
congressional oversight of federal agencies, the fiduciary duty applicable to
investment advice was not an issue.
Government oversight of financial
advisors was largely a backwater, nonpartisan affair delegated by Congress
to the SEC and, to a lesser extent, the
U.S. Department of Labor (DOL or
Department). The fiduciary standard,
with its twin duties of loyalty and care,
was applied to registered investment
advisers (RIAs) under the Investment
Advisers Act of 1940 (Advisers Act)
without debate and to pension advisors
under ERISA. Brokers rarely were held to
a fiduciary standard, and when they were
it was largely dependent on a facts-andcircumstances test defined by the courts.6
Until the early 2000s, state insurance
regulators did not even impose a suitability requirement on annuity transactions.
However, the political environment in
Washington began to change in the
mid-2000s when partisan divisions

emerged on the five-member SEC,
evidenced by the increasing number of
split votes on major rules and in public
statements. During the overhaul of
financial services regulation after the
2008–2009 financial crisis, new fractures
appeared between the political parties in
the debate over the Dodd-Frank Wall
Street Reform and Consumer Protection
Act (Dodd-Frank). Under the Obama
administration’s proposed blueprint for
reform, the SEC was given authority to
establish a uniform fiduciary duty for
broker–dealers and RIAs7 providing
retail investment advice. Coupled with
this mandate was authority to harmonize
regulation of broker–dealers and RIAs
providing similar advisory services.8
When Dodd-Frank became law in 2010,
these discretionary provisions were
included, but not as mandates required
to be carried out by the agency. It took
eight years for the SEC to act, much of
it due to increased political pressure from
Congress. Yet notwithstanding its broad
mandate, the SEC’s eventual product—
Regulation Best Interest (Reg BI)9—is
neither uniform with market conduct
rules for RIAs nor, according to the SEC’s
proposing release, a fiduciary standard.
This new—and to many observers, confusing—standard of conduct for brokers
reflects a partisan divide in Washington
that has resulted in energetic efforts by
the GOP-controlled executive and legislative branches to, in effect, reshape and
narrow the contours of the fiduciary
standard rather than leave it to the courts
for interpretation.
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Reg BI is, in fact, a political response to
the well-known and highly controversial
effort by the Obama administration in
2010 to broaden the definition of a fiduciary under section 3(21) of ERISA, a
rule intended to cover large swaths of
the retirement services industry.
Unlike the Obama administration’s earlier
call for a fiduciary standard, the DOL
fiduciary initiative was not spurred by the
2008 financial crisis but rather came out
of an internal agency review.10 This
review resulted in the eventual adoption
of a greatly expanded fiduciary definition11 six years later with strong backing
by Obama and Democrats in Congress.
The DOL fiduciary rule generally adhered
to the common law of trusts by mandating an Impartial Conduct Standard for
conflicted investment advice that
required investment fiduciaries to prudently offer investment recommendations
under the duty of care and under a duty
of loyalty “without regard to the financial
or other interests of the [firm/agent].”12
Industry groups balked at the new
requirements, and in particular many
DOL recordkeeping requirements contained in the rule’s prohibited transaction
exemptions, including highly controversial client contract provisions affirming
certain fiduciary obligations. Shortly
after the rule’s re-introduction in 2015,
industry opponents began a long and
eventually successful campaign that
resulted in the filing of about a halfdozen lawsuits to overturn the rule.
Although most were dismissed, one final
appeal succeeded when the U.S. Court of
Appeals for the Fifth Circuit vacated the
rule in its entirety on March 15, 2018.13
As of the publication deadline, DOL has
not proposed any new advice regulations. To avoid any uncertainties about
the availability of those safe harbors for
conflicted investment advice, however,
the Department reaffirmed in early May
2018 a temporary enforcement policy
that allows continued reliance by firms
on basic fiduciary principles of duty and
prudence pending further regulatory
guidance.14
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During the nearly eight-year debate over
the DOL rule, persistent calls were made
by industry opponents and the GOP-led
Congress to have the SEC intervene and
take over the rulemaking process.
In 2017, SEC Chairman Jay Clayton
pledged to take the lead in revising the
market conduct for investment advice
and work closely with other regulators.
Notwithstanding the DOL rule vacature,
the debate over Reg BI inevitably draws
comparisons, and SEC commentary in
the proposing release agrees—to the
extent that Reg BI draws from its underlying principles. However, unlike ERISA,
which prohibits conflicted advice absent
a safe harbor with rigid conditions, securities law relies principally on disclosure
as a means of managing conflicts that
cannot be avoided. Therein lies the rub
in determining whether differences
between fiduciaries should bring about
different rules to govern them—and the
lingering question of whether Reg BI is
even a fiduciary standard.

Shortly after the rule’s
re-introduction in 2015,
industry opponents began a
long and eventually successful
campaign that resulted in the
filing of about a half-dozen
lawsuits to overturn the rule.

The SEC attempts to strike a careful
balance between the defunct DOL rule
and existing requirements for RIAs in
developing the “best interest” standard
for brokers, which from its release in
mid-April 2018 has been mired in controversy. Nor would its coverage be as
extensive. Unlike the DOL rule, which
covered advisory activities for insurance
and securities transactions in retirement
accounts, the SEC’s authority is limited to
securities products and advice, although
it also would cover securities transactions

outside of retirement accounts. Insurance
products—with the exception of variable
annuities—are not covered by Reg BI.
Instead, the principal authority for market
conduct rules resides with state insurance
commissioners. In November 2017,
the National Association of Insurance
Commissioners (NAIC) proposed a
strengthened suitability standard of its
own in a model rule that incorporates
elements of a duty of loyalty.15

OVERVIEW OF SEC
REGULATORY PACKAGE
On April 18, 2018, the SEC released for
public comment a regulatory package of
nearly 1,000 pages that comprised two
rules, additional guidance on the fiduciary standard for RIAs, and a discussion
of several other potential rules harmonizing Advisers Act regulation with
rules governing broker–dealers.
The centerpiece of the package is Reg BI,
introduced in tandem with a second,
related rule creating a new Form CRS
(Client or Customer Relationship
Summary) designed to inform prospective investors of the differences in
regulation and services offered by
broker–dealers, RIAs, and firms that are
dually registered (dual registrants). Form
CRS also would serve as a new Part 3 of
Form ADV for use by investment advisers. A related requirement under the
Form CRS rule proposal would prohibit
the use of “advisor” or “adviser” in job
titles of stand-alone brokers as a means
of reducing investor confusion.
A third release provides interpretative
guidance on the fiduciary obligations of
investment advisers and requests feedback about whether the Commission
should adopt rules requiring advisory
firms, similar to requirements for broker–
dealers, to deliver periodic account
statements to clients, maintain net capital
requirements, and to require federal
registration of investment adviser
representatives as well as continuing education requirements. Other parts of the
package provide instructions for completing Form CRS and sample disclosures.
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Comments on the entire package were
due August 7, 2018.
The focus of this article is Reg BI.
Regulation Best Interest should be of
interest to all Investments & Wealth
Monitor readers, given the growing
awareness of the fiduciary standard by
investors, in addition to the potential
impact on firms that advertise their
fiduciary status and must now make
comparisons to a non-fiduciary best
interest standard that will be marketed
heavily by other segments of the industry.

REGULATION BEST INTEREST
In a nutshell, Reg BI requires brokerage
firms and their agents to act in a retail
customer’s best interest when providing
advice about securities transactions or
related investment strategies. A retail
customer is defined as:
A person, or the legal representative
of such person, who: (1) receives a
recommendation of any securities
transaction or investment strategy
involving securities from a broker,
dealer or a natural person who is an
associated person of a broker or
dealer, and (2) uses the recommendation primarily for personal,
family, or household purposes.
The actual rule is only three-and-a-half
pages, but the extensive discussion in
the proposing release for Reg BI, including a cost-benefit analysis and review of
other alternatives, runs to 403 pages.
Although not defined in the text of the
rule, the best interest standard in general
requires the firm or its agent, at the time
of the recommendation, to “act in the
best interest of the retail customer …
without placing the financial or other
interest” of the firm or agent ahead of the
customer’s interest.16 The standard also
can be understood in the context of the
three major requirements that must be
met in order to satisfy the best interest
standard: a care obligation, a disclosure
obligation, and conflict of interest obligations. In the proposing release, the SEC

makes clear that the rule is in addition
to, and not in lieu of, other requirements
imposed by the Financial Industry
Regulatory Authority (FINRA), although
there is some overlap.
Care obligation. Reg BI’s care obligation requires the firm and its agents (i.e.,
registered representatives) to exercise
“reasonable diligence, care, skill and
prudence” in developing investment recommendations. The broker’s advice also
must take into account the nine suitability factors required by FINRA Rule
2111.17 In essence, the care obligation
tracks ERISA’s prudence standard (diligence, care, skill, and prudence) and
provides an overlay to FINRA’s existing
suitability requirements.
Disclosure obligation. Reg BI also
requires the firm or agent, prior to or at
the time of the recommendation, to disclose in writing material information
regarding the scope of services, terms of
the agreement, and any material conflicts of interest associated with the
advice. Note that prior to this disclosure,
the advice recipient would have received
the four-page Form CRS providing an
overview of the firm’s services and conflicts. Reg BI, then, digs deeper into the
layers of information required for the
customer to make an informed decision.
Conflict of interest obligations. Reg BI
also has requirements that reside solely
with the firm and not the agent. The firm
is responsible for establishing and maintaining written policies and procedures
that identify and presumably anticipate
managing material conflicts of interest
through disclosure, including financial
incentives associated with the
recommendations.
The proposing release provides examples of material conflicts of interest,18
including advice in connection with
the following:
AA Proprietary products
AA Products of affiliated firms
AA A limited range of products

AA One share class versus another share
class of a mutual fund
AA Principal transactions, i.e., securities
underwritten by the firm or an affiliate
AA Rollovers from a 401(k) plan to an
individual retirement account
AA Initial public offering allocations
In the accompanying release that discusses Reg BI, the Commission
attempts to walk a fine line by saying
the rule is tailored to meet the “unique
characteristics” of brokerage firms as it
draws on principles underlying the
DOL rule:
We wish to underscore that
proposed Regulation Best Interest
focuses on specific enhancements
to the broker-dealer regulatory
regime, in light of the unique
characteristics of the brokerage
advice relationship and associated
services that may be provided,
and therefore would be separate
and distinct from the fiduciary duty
that has developed under the
Advisers Act.19

SEARCHING FOR THE FIDUCIARY
STANDARD IN REG BI
In the meantime, interested parties have
struggled with the question of whether
Reg BI is a quasi-fiduciary standard, a
bonafide fiduciary standard sans label,
or—as one SEC commissioner put it—a
“suitability-plus standard.”20
Without any clear statutory obligation
to follow trust-based fiduciary principles, the SEC and state insurance
regulators’ efforts to create a new
standard of care are caught up in a regulatory fog of ambiguity that rarely uses
fiduciary terms of art in describing their
advice standard. For example, the terms
“fiduciary standard,” “duty of care,” and
“duty of loyalty”—and even the word
“duty”—are conspicously absent from
the text of the proposed rules under
consideration by the NAIC, in a separate rulemaking by the New York
Department of Financial Services, and
in Reg BI.
INVESTMENTS & WEALTH MONITOR
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In fact, at a May 2018 meeting of the
NAIC, the committee of state insurance
commissioners drafting the best interest
standard for annuity transactions
retreated from adopting “best interest”
language in the rule. According to
InsuranceNewsNet, straw polling
among members of the drafting com
mittee agreed to pursue a “suitability
plus” option in lieu of a “best interest”
standard.21

requiring the firms to act in a supervisory role in determining policies and
procedures for avoiding, disclosing, or
otherwise managing material conflicts
of interest in favor of the customer.
This requirement roughly parallels a
provision in the DOL’s now-defunct
Best Interest Contract Exemption’s
requirement that the firm adopt policies
and procedures designed to mitigate
conflicts of interest.

In recent testimony before a congressional committee, Clayton took a nuanced
approach to describing the best interest
standard in Reg BI:

The last requirement in Reg BI is an
interesting departure from trust-law
principles in which co-fiduciaries share
responsibility for any violations of which
they become aware. In this regard, the
SEC seems to be saying: “We’re not
going to call you, the firm, or your
agents, fiduciaries; and we’re not going
to treat you as co-fiduciaries with equal
responsibilities to the customer. Instead,
we’re going to place the responsibility of
identifying and managing conflicts of
interest under a non-fiduciary duty of
loyalty on the firm, and not the agent.”

What would the broker–dealer have
to do to act in the retail customer’s
best interest? First, the broker–
dealer would need to disclose
material facts relating to the scope
and terms of their relationship with
the retail customer, including all
material conflicts associated with
the recommendation. Second, the
broker–dealer would need to exercise reasonable diligence, care, skill
and prudence to make recommendations that are in the best interest
of the retail customer.22
Clayton went on to add that the third
and “most significant” requirement
would be the supervisory procedures of
the firm “to eliminate, or mitigate and
disclose, material conflicts of interest
related to financial incentives. To be
clear, disclosure alone would not be
sufficient.”23
Without saying so directly, Clayton
described the twin fiduciary duties of
loyalty and care. Disclosure, of course,
is the most common remedy used
under the Advisers Act to satisfy the
duty of loyalty; Clayton’s testimony also
referred to ERISA’s prudence standard
of care in describing the duty of care.
Moreover, Clayton argued that the most
important condition of the best interest
standard would be making the firms,
and not the agents, responsible for any
breaches of the duty of loyalty by

8

These comments may help explain
some of the finer distinctions the SEC
has attempted to make in defining the
roles and responsibilities of the broker–
dealer business model versus a
traditional fiduciary relationship in
which co-fiduciaries share responsibility
for any fiduciary breaches of which they
are aware. Over the long run, Reg BI’s
emphasis on firm oversight—and not the
shared responsibilities of the individual
agent dispensing advice—may prove to
be shortsighted if the objective is to
serve the customer’s best interest. That
is because fiduciaries traditionally are
accorded broad discretion in relying on
their own professional judgment—and
not just the supervisory procedures of
the firm—in developing and making
investment recommendations.
Nonetheless, Clayton’s testimony
reinforces commentary in the proposing
release that the best interest standard
is derived from fiduciary principles
underlying both the securities laws
and ERISA.

His testimony went on to say:
The proposed broker–dealer best
interest obligation draws from the
principles underlying an investment
adviser’s fiduciary duty, recognizing
that both broker–dealers and investment advisers often provide advice
in the face of conflicts of interest.24
When coupled with commentary from
the proposing release, Clayton’s view of
the best interest standard includes elements of the DOL rule:
We believe that the principles
underlying our proposed best interest obligation … and the specific
Disclosure, Care, and Conflict of
Interest Obligations described in
more detail below, generally draw
from underlying principles similar
to the principles underlying the
DOL’s best interest [i.e. Impartial
Conduct] standard …25
In turn, the proposing release commentary also appears to draw directly from
the landmark SEC v. Capital Gains decision affirming an adviser’s fiduciary duty
by suggesting that the SEC plans to
interpret a “material conflict of interest”
under Reg BI for brokers as a “conflict of
interest that a reasonable person would
expect might incline a broker–dealer—
consciously or unconsciously—to make a
recommendation that is not
disinterested.”26
In the Capital Gains case, the court elaborated on the importance of eliminating
subconscious motivations that might
otherwise result in a financial benefit
favoring the advisor. The court decision
reinforced this view by referencing a
canon from the code of ethics of “one of
the leading investment counsel associations” in 1940 when the Advisers Act
was under consideration by Congress.
The canon states:
[An investment adviser] should
continuously occupy an impartial
and disinterested position, as free
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as humanly possible from the subtle influence of prejudice, conscious
or unconscious; he should scrupulously avoid any affiliation, or any
act, which subjects his position to
challenge in this respect.27
The SEC did not, however, take a cutand-paste approach to the entire best
interest standard. Far from it. With
regard to the duty of loyalty, the SEC
chose not to adopt the language recommended by the Dodd-Frank Act (and
incorporated in the DOL Impartial
Conduct Standards), which would
require financial advisors to “act in the
best interest of the customer without
regard to the financial or other interest”
of the firm or its agents.28
Instead, the text of the proposed rule
requires the firm and its agents to
“act in the best interest of the retail
customer at the time the recommendation is made, without placing the
financial or other interest” of the firm
or agent ahead of the customer. The
SEC explains in the proposing release
that inclusion of the “without regard to”
language could be “inappropriately
construed to require a broker–dealer to
eliminate all of its conflicts.”29

REACTION
The resulting confusion over whether
the SEC’s best interest standard is no
different from a traditional fiduciary
standard or merely a suitability-plus
requirement has left industry and consumer groups in strong disagreement
over the import of the proposal. Indeed,
the absence of a best interest definition
in the rule itself raised questions among
some SEC commissioners when the
regulatory package was released for
public comment.
Instead of Reg BI breaking new ground,
Commissioner Kara Stein said it
“would be more accurate to call this
proposal ‘Regulation Status Quo,’”
despite her repeated requests to define
“best interest” in the actual text of
the rule.

“Instead,” she said, “[Reg BI] merely
affirms that broker–dealers have to meet
their suitability obligations, requires
some policies and procedures, and mandates a few disclosures. I said ‘reaffirms’
because most of this is already required
by FINRA or the federal securities
laws.”30
Commissioner Hester Pierce also complained that Reg BI was “not sufficiently
clear about what the Best Interest standard is and how it relates to existing
broker obligations,” adding “[i]t would
be better to acknowledge that we are
imposing a suitability-plus standard and
explain what we mean by the ‘plus.’”31
In the proposing release, the SEC
responded to these concerns, saying the
rule did not define “best interest” inasmuch as the question of whether a
broker–dealer acted in the best interest
of the customer “will turn on the facts
and circumstances of the particular recommendation.”32 It went on to say that
guidance in the proposing release
should help facilitate compliance.

CONCLUSION
Four months after its release the SEC’s
regulatory package remains mired in
controversy. As of the August 7, 2018,
filing deadline for public comments, a
familiar pattern emerged in which consumer and some advisor organizations
that supported DOL’s more robust fiduciary package were objecting to the
SEC’s nuanced approach. On the opposite side, the brokerage and insurance
trade groups that fought the DOL rule
for the most part roundly applauded the
SEC version.
It also appears that the Department’s
new leadership is content with letting
the SEC take the lead, although state
insurance regulators are moving forward
with their own market conduct rules for
annuity transactions.
Despite the new burst of regulatory
activity, it is likely that advisors will
have to wait at least 18 months or longer

before any new best interest standard for
brokers and insurance producers will
take effect.
In the meantime, Chairman Clayton and
members of the SEC staff have been
ardent defenders of the proposal, arguing
that it draws from fiduciary principles
despite not actually being one. As a
result of these counterintuitive statements, the question of why not simply
use the fiduciary label hasn’t been adequately answered. Is it the fear of liability
attached to the vast legal precedent
under common law that comes with fiduciary status? Is it tacit acknowledgment
of the brokerage industry’s preference for
FINRA’s regulatory framework rather
than a principles-based standard of care
associated with the Advisers Act? Or is it
simply to avoid a look-alike DOL rule
that was vigorously opposed by congressional critics?
Without these answers, financial advisors and other industry experts are
forced to play the Where’s Waldo? game.
Spotting the fiduciary standard—and in
particular, the duty of loyalty—indeed
has become increasingly difficult.
Duane R. Thompson, AIFA®, is president of
Potomac Strategies, LLC, a public policy
consulting firm in Kensington, Maryland. He
earned a BA in history and studio art from
Principia College and a master’s degree in
journalism from University of Missouri. Contact
him at dthompson@potomacstrategiesllc.com.
Watch for periodic updates on this topic in the Investments & Wealth
Institute Legislative Intelligence and Investments & Wealth Monitor.
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