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August 6, 2018

The Honorable Jay Clayton

Chairman

United States Securities & Exchange Commission
100 F Street, NE

Washington, DC 20549

RE: Regulation Best Interest; File No. S7-07-18
Dear Chairman Clayton:

| write, as president of the Institute for the Fiduciary Standard*, in response to your request for
comment on standards of conduct for investment advisers and broker dealers. This letter addresses
Regulation Best Interest (RBI).

Introduction

The SEC has a unique and vital role in overseeing over 12,000 registered investment advisers with
trillions of dollars in assets held by 54% of U.S. households, according to Gallup. Fiduciary duties
serve to guide adviser conduct; the Commission edits and publishes the guide. Your guidance is critical
for advisers seeking to know they meet the standard and, also, to ’self-police’ their own actions.

The SEC has released three proposed rules on conduct standards for brokers-dealers and investment
advisers. The rules, entailing 1,000 pages, are found on the SEC website.> This letter reviews recent
developments at the SEC, core features of the proposed RBI COI and key elements of what a real best
interest standard regarding conflicts of interest obligations should entail. It also offers proposed
hypothetical disclosure for advisers and brokers.

1 https://www.sec.gov/rules/proposed.shtml
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Executive Summary

Conflicts of Interest, Ethics, Disclosure and
Broker / Adviser Differences in Regulation

The cornerstone of Regulation Best Interest (RBI) is the Conflict of Interest Obligations (COI). This is
where RBI meets the policies and procedures of a compliance and ethics program. What happens here
determines if RBI succeeds in establishing and enforcing a best interest standard. It does not. Sadly,
over recent years the SEC has made ethics and conflicts less important, disclosure more important and
brokers and advisers have been treated alike.

Modern securities requlation then and now

Modern securities regulations and laws were conceived, literally, from ethics. In April 1933, President
Roosevelt spoke with Richard Whitney, NYSE president, about a code of ethics, ‘simple enough for
the public to understand.” The framers of the Advisers Act of 1940, expressed a concern of a lack of
integrity in securities. The Supreme Court affirmed their concern and a federal fiduciary duty for
advisers in the Advisers Act in 1963. Throughout, conflicts were deemed inherently pernicious to
competent advice. Securities regulation and ethics were joined to combat them.

Since 1963, much has changed, of course. In the early 1980s, BDs started promoting advice and
financial planning. Traditional distinctions between brokers and advisers blurred. Rand reported
investors saw these blurred lines in 2008. SEC Chair Schapiro noted a “merging” of brokers and
advisers in 2009. Then, from 2013-2015, SEC staff talked more about adviser and broker similarities
and administrative decisions put disclosing conflicts clearly ahead of assessing a best interest standard.
As Bob Plaze explained in 2015, “Where would that take me if I were to decide” what is best interest.

Analysis of RBI: Conflict of Interest Obligations
RBI fails investors. It fails to provide a real best interest standard and

fails to require or urge that brokers eliminate conflicts or even mitigate
them in any concrete and specific way

RBI was anticipated with widespread hope. Consumer Federation called for, a “principle-based legally
enforceable best interest standard” for brokers. However, RBI has disappointed most parties. It fails to
provide investors a best interest standard. First RBI fails to set out the premises and priorities of a
principles-based fiduciary standard for retail investors. There are no core tenets of the fiduciary duties
of loyalty and care that meet the reasonable expectations of Main Street investors. Second, RBI fails to
address conflicts. It permits broker-dealers wide latitude to establish “policies and procedures to
address financial incentives, latitude evident in explicit statements and implicit premises.

e RBI worries that if brokers eliminate conflicted recommendations they will lose revenue and
their customers will be harmed by not buying these products (RBI, 274).

e RBI ignores core differences between advisers and brokers. It ignores basic legal, contractual
and business differences, relationships of two versus three.



[NSTITUTE FOR
THE FIDUCIARY STANDARD

e RBI policies and procedures provide no requirements nor offer uniform guidance, and do not
define “mitigation” or “best interest.” BDs have the flexibility to do largely what they like.

e RBI has literally removed the word “ethics” from its conduct standard language. In the 125,993 word
RBI document, we find the word is mentioned three times, and not regarding the RBI proposal.

BDs’ poetic license in writing policies and procedures to meet an undefined RBI Bl standard? A BD
that already believes it meets the FINRA Bl standard will certainly do what it knows. This may be why
Commissioner Stein suggests in her statement that RBI is better called, “Regulation Status Quo.”

RBI represents a major step towards codifying in SEC Rulemaking principles and practices that further
deemphasize conflicts of interest and codes of ethics and differences between brokers and advisers,
while advancing disclosure as the bulwark of investor protection.

A best interest standard is founded on
principles of the fiduciary duties of loyalty and care

The Institute offers two central recommendations to reconstruct RBI. The first is to adopt fiduciary
principles that require rigorous practices appropriate for retail investors in 2018. Rigorous practices
must reflect retail investors’ recognized short comings and the debilitating impacts of material
conflict’s harms. The DOL Rule description of best interest is an excellent model. In part, it states:

“Investment advice is in the ‘‘Best Interest’” of the investor when the Adviser and
Financial Institution providing the advice act with the care, skill, prudence, and
diligence under the circumstances then prevailing that a prudent person acting in a like
capacity....without regard to the financial or other interests of the Adviser, Financial
Institution or any Affiliate, Related Entity, or other party.”

The second recommendation is to require appropriate policies and procedures to enforce the principles.
Eliminating or disclosing and mitigating conflicts are not practices with which brokers generally have
training and experience. Policies and procedures should be designed to offer BDs concrete assistance,
and reflect the well-known fact that mitigating material conflicts is challenging.

Casual disclosure alone fails to mitigate the debilitating harms of material conflicts. The criteria
required to fulfill the stiff requirements of the Advisers Act of 1940 are far more than mere that casual
disclosure and consent that is inferred. The criteria are:

1. Disclosures must be affirmative. The adviser or broker must proactively deliver disclosures.

2. Disclosures must include “specific facts”. The SEC emphasizes that conflicts must be
disclosed “with sufficiently specific facts so that the client is able to understand (them) ... and
can give informed consent to such conflicts or practices or reject them.”

3. Disclosures must be understood. This means that while specific facts are necessary, alone they
may be insufficient. The nature of how the disclosure is written and delivered also matters.
Disclosure must “Lay bare the truth ... in all its stark significance”, as Justice Cardoza wrote.
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Further, the SEC has noted, “In the Matter of: Arlene W. Hughes”, there is no one appropriate
disclosure method, no ‘one size fits all’ because “The method and extent of disclosure depends
on the particular client involved.” Former SEC Chief Counsel, Louis Loss, underscored that the
fiduciary obligation cannot be delegated to a client through a disclosure, as he said, “In all
cases, however, the burden is on the firm which acts as fiduciary, to make certain that the client
understands.”

4. Informed consent must be attained. Written client consent must be “clear and specific to the
transaction” and intelligent, independent and informed.”

5. The transaction must be fair and reasonable. Even with client consent, “the proposed
recommendation must be fair and reasonable, because as professor Tamar Frankel writes,
“Courts will generally not enforce an unfair and unreasonable bargain.”

Proposal RBI is transformational

Proposal RBI is transformational. Its implications are clear. It rejects the core premises of the Advisers
Act of 1940 and fiduciary principles dating from Hammurabi. It, literally, removes ethics from the
conduct standards language. It openly expresses concern for brokers losing revenue from eliminating
conflicts. It ignores mountains of research validating retail investors’ shortcomings, and the failures of
disclosure as an investor protection tool. It ignores research, from conservative and liberal think tanks
alike, testifying to the crisis that places the trustworthiness of financial professionals alongside
Congress and car salesmen. It ignores research that shouts out the remedy: straight forward
transparency and clarity around conflicts and fees. Its own language unambiguously describes, as
Commissioner Peirce notes, a “suitability plus” standard.

Despite this plain “clarity”, the release and the subsequent explanations from SEC officials offer a
mythical picture of RBI that obliterates basic sensibilities. Take the repeated claims that brokers will
be obliged to disclose and to also mitigate certain conflicts. This a key issue. The acknowledged
failures of “disclosure alone” actually unites most stakeholders. Unfortunately though, a journey
through the explanations of what RBI currently requires reveals “mitigation” means “disclosure.”

Or, take the issue of “fee disclosure.” RBI speaks of disclosure of “certain categories of fees they
should expect to pay” to mean the methods and sources of compensation. The “how” of compensation.
RBI explicitly rejects requiring that a broker actually be required to disclose the fees a retail customer
pays, saying, “We are not proposing a requirement that firms personalize the fee disclosure for their
retail customers.” The difference is important because investors differentiate between how a vendor is
compensated and paid by a customer, (‘We take checks and credit cards’) and what a professional is
paid (‘These services cost you $3750.) Despite this clear and important difference, RBI has been
explained by SEC staff to mean ‘brokers are required to disclose all fees.” To conflate these disclosures
may have the unintended effect of misleading investors. This confusion should be cleared up.

The Institute cannot support RBI as proposed. It requires a major reengineering, as noted above, to
meet the requirements of a real fiduciary standard. We welcome the opportunity to assist the SEC in
doing so.
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Background: A review of the SEC journey on conduct standards;
from a mandate to avoid conflicts, to a call to embrace conflicts

The assumptions embedded in the proposals are not new at the SEC. They culminate a decade of
statements from top SEC officials and former officials pointing out that BD and IA conduct is largely
similar, and that investors do not understand their differences.

The landmark study by Rand in 2008 provides the framework for viewing how brokerage sales and
fiduciary advice is treated. Most notably, Rand states, “... Investors typically fail to distinguish broker-
dealers and investment advisers along the lines defined by federal regulations,” ... and this
increasingly blurred line is due to recent marketing by broker-dealers on the ongoing relationship
between the broker and the investor.?

On June 17, 2009 the Obama Administration Treasury paper® on financial regulation reform was
issued. On June 18, SEC Chairman Mary Schapiro spoke on fiduciary duty in New York.*

In these remarks, the Chairman builds the case for a “uniform” or “harmonized” standard by
maximizing the similarities and minimizing their significant, structural and contractual differences.
She does not mention, for example, that broker dealers exist to distribute products and are paid by
issuers and manufacturers, and investment advisers exist to render fiduciary advice under law and are
paid by clients to do so.

Specifically, Chairman Schapiro reached out to express the principle that a “divide” does not separate
broker-dealers from investment advisers. She said that brokers and advisers were “merging” together.
The Chairman, interestingly, actually “merged” marketing labels with legal duties in categorizing the
term broker dealer with the term, “financial consultant.”

“...Itis hardly a divide. In fact rather than growing further apart, the two industries are
merging to the point of, in some cases, relative indistinguishability.” The chairman
adds, from the retail investor perspective, “When a retail investor turns to a financial
professional for investment advice or assistance ... there are broker-dealers, investment
advisers, FAs, financial consultants, and financial planners to name a few. ”

Since 2011, the Institute has regularly written and spoken on this dominant view at the SEC of conduct
standards. Key aspects of Section 913 of Dodd Frank in 2010, followed by the July 2011 SIFMA letter
to the SEC and March 2013 SEC request for comments on a potential rule-making all buttress the idea
in key respects of the “indistinguishable” conduct of brokers and advisers, and again contrary to
established views, that broker-dealer rules often better serve investors receiving advice than do Act
1940 principles.®

2 https://www.sec.gov/news/press/2008/2008-1.htm

3 https://www.treasury.gov/initiatives/wsr/Documents/FinalReport_web.pdf

4 https://www.sec.gov/news/speech/2009/spch061809mls-2.htm

5 Three Institute papers from 2013-2016 addressed these issues: A March 1, 2013 release by the SEC is discussed in an April 2013
Institute paper as it pertains to the assumptions regarding fiduciary duties embedded in the release (cont. on next page’s footnotes)
http://www.thefiduciaryinstitute.org/wp-content/uploads/2013/04/Fiduciary-Reference-April-16-2013.pdf; This paper, “Conflicts of
Interest and the Duty of loyalty at the Securities and Exchange Commission”, highlights recent SEC statements and rulings in 2015.
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Early years

Conflicts of interests and ethical issues have driven federal securities regulation since 1933. Soon after
his inauguration, President Franklin D. Roosevelt discussed with Richard Whitney, the President of the
New York Stock Exchange, having the NYSE adopt a simple code of ethics.

FDR sought to extend fiduciary doctrine to the buying and selling of securities and creating a code of
ethics for the securities industry that would be simple enough for the public to understand.® The
framers of the Investment Advisers Act of 1940 expressed concerns with the lack of honesty and
integrity in the securities industry building up to the market crash. Their main objective was to separate
investment counselors (advisers) from “tipsters and touts” (sales brokers) to protect both investors and
“legitimate advisers.’

The SEC’s Arlene W. Hughes case in 1948 set out how much stricter is the agency or fiduciary
standard than is the broker-dealer standard in addressing conflicts of interest in a principal transaction.
Note example here.® The Supreme Court in 1963 affirmed a federal fiduciary duty in the Investment
Advisers Act of 1940.°

The clear line separating brokerage sales and fiduciary advice remained until the early 1980s when
broker dealers began rebranding brokers as advisers. In the early 1980s, brokerage firms explicitly
promoted brokers’ advice and financial planning services. As professor Arthur Laby notes, “One firm
referred to the “quality of investment advice” it provided. “Total Financial Planning,” another firm
advertised, “requires a careful assessment of your entire financial situation, and the assembling of a
financial profile that forms the basis of an approach to meet all your financial objectives.”*° Laby then
points out that in the 1990s brokers started charging asset-based fees.!

It’s the context of thirty-five years of this messaging that assessing “investor confusion” needs to be
considered. Messaging that unambiguously communicates trusted advice services have been clear.
Even though brokers who are recruited, obliged, trained and compensated to distribute products and
represent manufacturers, they are advertised as advisers who are recruited, obliged, trained and
compensated to render trusted advice. This is a material factor that should be central to understanding
“investor confusion,” over what brokers and advisers do. For a simple reason that Laby points out,
advertising works:

http://www.thefiduciaryinstitute.org/wpcontent/uploads/2015/08/SECandConflictsApriil62015.pdf; In the 2016 Institute working paper
“What is ‘Good Advice?’” the sharp differences in the views of those who believe that conflicts are okay, and those who emphatically do
not, are discussed in greater detail. http://www.thefiduciaryinstitute.org/wp-content/uploads/2016/05/WhatisGoodAdvice.pdf

6 https://scholarlycommons.law.hofstra.edu/cgi/viewcontent.cgi?article=2135&context=hlIr

" Laby B., Arthur, Selling Advice and Creating Expectations: Why Brokers Should Be Fiduciaries,
http://www.thefiduciaryinstitute.org/wp-content/uploads/2013/02/LabySelling AdviceCreatingExpectations.pdf at 718.

8 Huges v. Securities and Exchange Commission 174 F.2d 969 (1949), http://www.brightlinesolutions.com/files/Plaze/EnfHughes.pdf
9 Securities and Exchange Commission v. Capital Gains Research Bureau, Inc., et al., 375 U.S. 180 (1963),
https://www.sec.gov/divisions/investment/capitalgains1963.pdf

10 |_aby, at 755

1 bid, at 728.
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Advertising works. According to research in the field of emotional advertising, one can
develop positive beliefs about a subject’s attributes merely by having a positive emotional
reaction to an advertisement. Emotions such as “warmth” can relax the viewer and put
him in a positive state of mind. Warmth can be stimulated by pictures or by narratives of
friendship, caring, and tenderness. These feelings may be engendered through brokerage
advertisements discussed above, particularly those suggesting that brokerage employees
will provide trust, guidance, advice, answers, and help.*?

2008: SEC views right after the financial crisis

Fast forward to the first years since the 2008 financial crisis. The SEC’s general view was to continue
to urge conflict avoidance. While there is no question advisors may choose to either eliminate or to
disclose conflicts, the SEC had urged that advisors avoid conflicts. The SEC staff advocated
avoidance; i.e., for advisors: “As a fiduciary, you also must seek to avoid conflicts of interest with your
clients, and, at a minimum, make full disclosure of all material conflicts...”*3; or “You should not
engage in any activity in conflict with the interest of any conflict...You must eliminate or at least
disclose, all conflicts of interest...”*

A veteran SEC staff member (whose view does not necessarily reflect SEC views) expressed this view
even more succinctly: “An adviser must act solely for the benefit of its client and must not place itself
in a position of conflict with its client. An exception is made (emphasis added), however, when the
adviser makes full disclosure to its client and obtains the client’s informed consent.”*®

In 2012, Carlo V. di Florio, then Director, SEC Office of Compliance Inspections and Examinations,
spoke bluntly about why conflicts of interest are so important to the SEC.*°

“Conflicts of interest can be thought of as the viruses that threaten the organization’s
well-being. ... These viruses come in a vast array of constantly mutating formats, and if
not eliminated or neutralized, even the simplest virus is a mortal threat to the body.”

These views reflect the views, generally, expressed of conflicts in the Capital Gains decision that
recognized a fiduciary duty in the Investment Advisers Act. Here, the Supreme Court opinion,

“... investment advisers could not ‘completely perform their basic function — furnishing to clients on a
personal basis competent, unbiased, and continuous advice regarding the sound management of their
investments -- unless all conflicts of interest between the investment counsel and the client were
removed.”*’

12 |bid, at 765.

13 Form ADV, Part 2. General Instructions, https://www.sec.gov/about/forms/formadv-part2.pdf, at 1.

14 Information for Newly-Registered Investment Advisers, “Investment Advisers are Fiduciaries.”
https://www.sec.gov/divisions/investment/advoverview.htm

15 The Regulation of Investment Advisers, Robert E. Plaze, Updated to November 22. 2006.
https://www.sec.gov/about/offices/oia/oia_investman/rplaze-042006.pdf

16 http://www.sec.qov/News/Speech/Detail/Speech/1365171491600#.VRBoKI4sq6U

17 Securities and Exchange Commission v. Capital Gains Research Bureau, Inc., et al., 375 U.S. 180 (1963),
https://www.sec.gov/divisions/investment/capitalgains1963.pdf at 5.
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Recent years, 2013 to 2018: A different tone

Views about conflicts of interest at the SEC appear to start to change around 2013. Since then, clearly
negative views about conflicts of interest have been less dominant. Instead, more nuanced and
ambiguous — or even positive — views of conflicts have become more dominant. The foundation of
these views was bolstered by key aspects of Section 913 of Dodd Frank in 2010, by effectively
approving of the conflicts in proprietary products and situations of limited product choices.'® The July
2011 SIFMA letter to the SEC further set out a road map for the SEC to accommodate BD products
and practices.®®

From 2013 to 2015, for example, we find:?°

e The March 2013 SEC Request for Information on a potential uniform rule for advisers and
brokers uses assumptions that weaken and narrow fiduciary duties, whiling urging conflicts.

e Three SEC administrative decisions in 2014 and 2015 dealing with disclosures and conflicts
frame the cases as disclosure failure cases. There is no finding in the cases of the adviser failing
to act in the best interest of the client.

e Former Chief Counsel of the Division of Trading and Markets, David Blass, in Compliance
Intelligence, in April 23, 2014, stated: "I don't think that the adviser fiduciary duty is higher
than suitability."”

e Two former SEC regulators, Troy Paredes, former Commissioner, and Robert Plaze, at the
September 2014 'Fiduciary Summit' organized by TD Ameritrade, agreed that only “2—3%" of
enforcement cases turn on the difference between the suitability and fiduciary standards.

e A February 2015 speech by Julie M. Riewe, Co-Chief, Asset Management Unit (AMU) SEC
Division of Enforcement, concludes that disclosure alone presumptively cures conflicts.

e Former SEC Associate Director of Investment Management, Robert Plaze, in comments on the
Riewe remarks, generally, reaffirms the principle that the SEC does not today independently
assess the ‘best interest’ of clients’ in evaluating enforcement decisions regarding conflicts.

e SEC Chair White, in her remarks March 2015, expressed concerns about brokers deserting the
market because of fiduciary requirements when she noted, "if what we succeed in doing is, in
effect, depriving investors of ... reliable, reasonably priced advice, obviously we have failed.”

18 https://www.congress.gov/bill/111th-congress/house-bill/4173/text

19 https://www.sifma.org/wp-content/uploads/2017/05/sifma-submits-comments-to-the-sec-on-a-proposed-framework-for-rulemaking-
under-section-913-fiduciary-duty-of-the-dodd-frank-act.pdf

20 Examples sourced from http://www.thefiduciaryinstitute.org/wp-content/uploads/2015/08/SECandConflictsApriil62015.pdf
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Conflicts, Conflicts, Everywhere

Julie M. Riewe, Co-Chief, Asset Management Unit (AMU) SEC, Division of Enforcement, spoke at an
industry conference, "Conflicts, Conflicts, Everywhere ..." in February 2015. In these remarks, Riewe
discusses, among other things, conflicts.

"To fulfill their obligations as fiduciaries, and to avoid enforcement action, advisers must
identify, and then address - through elimination or disclosure - those conflicts....

Only through complete and timely disclosure can advisers, as fiduciaries, discharge their
obligation to put their clients' and investors' interests ahead of their own."

The meaning of this plainly written analysis is clear: disclosure, in and of itself, puts the interests of
clients first, ahead of the interests of advisers. That is, irrespective of the risk, the costs, or the quality
of the underlying investment, or the benefits of the investment recommendation to the firm or the
adviser, the mere act of disclosing the conflict to the client puts the client’s interests first.

Under this rationale, disclosure equates to serving the client's best interests. Moreover, it’s the ONLY
way. Riewe asserts that only though "complete and timely disclosure” can the duty to put their clients'
interest first be discharged. On the role of disclosure in addressing conflicts of interest, former SEC
Deputy Director of Investment Management Bob Plaze spoke about Riewe's speech:??

The issue with "best interest™ is who gets to decide what is in the best interest of the
client? Under the Advisers Act we presume that a client who has consented has
determined that the arrangement or conflict (together with any remediation offered) is
in his best interest or he wouldn't have consented. The client who instructs the adviser
to use his brother-in-law has perhaps decided that it is in his best interest to do that.
Who gets to overrule that judgment? | would never pay 2 and 20 for investment advice
because | don't believe it is in my interest to do so, but who am 1 to quibble with the guy
who believes it is in his best interest. There are plenty of people out there who believe
that active management is foolish and not in the best interest of the client? | might
agree with them, but where would that take me if | were anointed to decide the question.

So that consent will be inferred, the disclosure has to be sufficiently robust to give a
client the tools to understand what is in his best interest. That's why Part 2 of Form
ADV now requires disclosure about the implications of disclosed conflicts. | wouldn't
want to create a regulatory structure where clients are disabled from intelligently
agreeing to arrangements or conflicts that | personally would refuse to consent. |
would, for example, never agree to pay for advice from an adviser who was receiving
sales compensation. But | wouldn't want to preclude other persons from entering into
those arrangements with an adviser.

A lot of trust law has developed in situations where the beneficiaries of the trust are for
one reason or another incapable of giving consent. In those cases a court will

21 https://www.sec.gov/news/speech/conflicts-everywhere-full-360-view.html
22
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substitute its judgment as to whether the trustee acted in the best interest of the client.
The Advisers Act involves clients who are in most cases fully capable of providing
consent. Failure to recognize that would send the SEC down a road of substituting its
(or its staff's) judgments about best interest for the client's.

.... Inmy view, as a general matter, the law assumes and should infer consent from
disclosure.

Here, Plaze argues that the SEC does not have a role in assessing best interest with conflicted advice.

1. The SEC cannot judge if a recommendation is in the best interest of the client. The client must.
“Under the Advisers Act we presume that a client who has consented has determined that the
arrangement or conflict (together with any remediation) is in his best interest or he wouldn't
have consented” After all, “Where would that take me if | were anointed to decide.”

2. Disclosure, inferred client consent will "always satisfy the adviser's duty of loyalty...
disclosure has to be sufficiently robust to give the client the tools to understand what is in his
best interest...”

3. Clients, by in large, are presumed to be able to do so. As Plaze says, “The Advisers Act
involves clients who are in most cases fully capable of providing consent.”

The Plaze argument that the SEC cannot judge whether a recommendation is in the best interest of the
client has clear implications for how RBI is evaluated.

A Review of Regulation Best Interest (RBI): Conflict of Interest Obligations

RBI as a Compliance Tool

The Conflict of Interest (COI) obligations focus on policies and procedures “reasonably designed” to
disclose (and mitigate for financial incentives) or eliminate material conflicts of interest (9). This focus
means assessing RBI is largely a matter of reviewing it through the lens of a compliance function.

The lens of compliance, the SEC staff says starts with a culture of compliance. A strong firm culture is
evident when policies are read broadly, not narrowly. The question is not, what rule an action may
break. The question is, “Is this action fair to our clients and properly reflect our fiduciary obligation to
put their interests before our own?”?

A strong culture stresses ‘ethical duties to clients’ and how senior executives ‘own’ the compliance
duties. The ‘tone from the top’ is crucial. Does the CEO make it a clear firm priority in actions and
budgets? Are the policies and procedures understood? Are compliance goals in the firm mission and
values? Such as ‘strong ethical standards’ and ‘integrity’ and dealing with clients fairly and honestly.

23 Modern Compliance, Vol. I, Print version, at 65.
10
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Withering Ethics?

The cornerstone of RBI is the Conflict of Interest Obligations (COI). This is where RBI meets the
policies and procedures of a compliance and ethics program. The word “ethical” appears 3 times in
RBI’s 408 pages, 125,993-word proposal. Each time it regards FINRA rules regarding sales practice;
there is no direct reference with RBI.?* In contrast, in a 5,276-word 2012 speech on compliance and
conflicts by former SEC OCIE Director, Carlos V. di Florio, the word ethics or ethical were mentioned
27 times.2® This is over 200 times more frequently per word than in di Florio’s speech.

Key implicit assumptions that are embedded in RBI, but not stated and not explained

There are key assumptions embedded in the proposals that are neither clearly stated nor explained.
Four are noted here.

First, core 1A and BD differences are not deemed to be important. Core contractual and legal
differences of BDs and 1As are not stated and explained. That broker dealers are in three-way
relationships and represent issuers and underwriters and are generally only paid commissions for
making sales — this is not said. That investment advisers are in two-way relationships and exist to
represent clients and render fiduciary advice and are paid by clients to do so — is also not said. These
differences are fundamental.

The recent Fifth Circuit Court decision to vacate the DOL Rule also reflects these differences. The
Court differentiates advice in an “intimate relationship” and a position of “trust and confidence” of
advisers from brokers who render advice “merely as an incident to their broker-dealer activities.”
Instead of highlighting, underscoring and explaining these differences, the proposals gloss over them.?®

Second, conflicts are not depicted as inherently harmful requiring avoidance; rather, they’re depicted
as ubiquitous, often unavoidable, and/or quite acceptable and even desirable. While RBI acknowledges
that eliminating a material conflict may benefit a retail customer (269), this benefit seems outweighed
by the costs to brokers and their customers. RBI explains how eliminating conflicts costs brokers and
harms investors:

Eliminating material conflicts...may impose potential costs on broker-dealers to the
extent they determine [to no longer offer] certain recommendations or services, and
therefore forgo some of the [associated] revenue stream. [This, in turn] may alter the
incentives of registered reps to expend effort in providing quality service, and,
therefore, may impose a cost on retail customers due to the potential decline in the
quality of the recommendations. The same requirement may limit retail customer
choice, and therefore impose costs on retail customers, because broker-dealers for
compliance or other reasons, may determine to avoid recommending certain products
to retail brokerage customers, despite the fact these products may be beneficial to

24 “Ethical” appears only twice in footnote 10 on page 13 and once in-text on page 247. In each of these three cases, the context
surrounding the use of “ethical” is describing “sales practices” in the suitability obligation of “fair dealing” pursuant to FINRA’s Rules.
25 https://www.sec.gov/news/speech/2012-spch103112cvdhtm#.VRBoKI4sq6U

26 https://www.cab.uscourts.gov/opinions/pub/17/17-10238-CV0.pdf at 22 and 23.
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certain retail customers in certain circumstances. The Commissions acknowledges that,
taken together, the proposed rules may generate tension between broker-dealers’
regulatory requirements and their incentives to provide high quality recommendations
to retail customers. (274)

This discussion illuminates RBI’s view of conflicts and retail customers. The concern for lost broker
revenue from a customer not choosing a conflicted product and the reduced sales incentive to provide
“high quality recommendation”?’ is curious. Would someone be faulted to wonder if these concerns
were from a sales manager? The idea that conflicts inherently cause harm seems a foreign idea.

Thus, the inherent and material harmful nature of conflicts is not clearly stated and explained. The
importance of avoiding conflicts is not discussed. The historical, legal and commonsense linkage
between avoiding conflicts and the fiduciary duty of loyalty is not discussed. The overwhelming
evidence in the academic research demonstrating the inadequacies and failures of disclosing conflicts
is also not stated and discussed. The difficulty to effectively manage or mitigate conflicts is also not
discussed. Absent these discussions, there is no urgency for brokers and advisers to eliminate as many
conflicts as possible to serve a client’s best interest.

Third, conflicts are generally considered the same. Conflicts are treated (with the exception of
principal trading) as generally alike. That they differ, often significantly, as to their frequency,
complexity, transparency and potential harm is also not stated and explained. For example, the
commission grids and incentives under which most brokers operate are ever-present, complex and
opaque. Their impact can be great. In contrast, IAs’ conflicts are often less complex and more
transparent and episodic. IARs who hold insurance licenses or who advise a client on whether to pay
off a mortgage can be conflicted. Yet, these conflicts are straight forward and transparent and more
understandable to clients.

Fourth, fee and expense accounting is good, but it is not good enough to require disclosing. Disclosure
regarding when and how fees are assessed is discussed. This is good. A personalized fee and expense
accounting of all in costs is also discussed. This is also good. The SEC, however, rejects requiring such
fee accounting. Even though some advisers already provide such reports, the SEC says, it would be too
burdensome and costly to require advisers or brokers do so. This is unfortunate. Research suggests this
personalized fee and expense reporting is greatly sought by retail investors. Such reporting would
ameliorate investor confusion and build trust. This is not stated and explained.

27 More than revealing, the focus is misguided. The claim that BDs will lose an unacceptable amount of revenue, which will in turn cause
the number of product offerings to decrease and quality of investment advice to decrease, is unfounded. Unfounded because, in
preparation for the DOL Rule, many BDs made meaningful strides in preserving their revenue models while innovating new, investor-
friendly product offerings and trimming underperforming funds (See examples in http://www.thefiduciaryinstitute.org/wp-
content/uploads/2018/06/Financial-Firms-Make-Steps-Toward-Fiduciary-1Is-This-Enough.pdf). Thus, there is compelling evidence to cast
significant doubt on the validity of any claims that broker-dealers will lose revenue under greater regulation, and on the validity of the
claim that investors will be harmed by such regulation.
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What RBI Says Best Interest Means

RBI is introduced with notes of widespread support among industry participants and investor advocate
groups for establishing “a fiduciary or best interest standard specific to broker-dealers” or a uniform
standard for both brokers and advisers.?® The proposal also points out “we considered” the “variety of
products and services including the types of advice,” BDs provide, investors characteristics, the
“associated costs and relative affordability of such services, the embedded compensation conflicts
associated with these products and services; and the potential impact of such conflicts...”

Further, there was consideration of retail investor confusion “about the obligations broker-dealers
owe” when brokers make recommendations. These considerations were over-laid, it seems by concerns
regarding the viability of certain products paid by commissions in a best interest environment. “We
also sought to preserve — to the extent possible — investor choice and access to existing products,
services, service providers, and payment options. ... (as) we are sensitive to the potential risk that any
additional burdens” may cause investors to lose choice and access” (37).

RBI is proposed as a conduct standard for brokers to “Act in the best interest of the retail customer” at
the time a recommendation is made “without placing the financial or other interest of the broker-
dealer...ahead of the interest of the retail customer.” The release explains the proposed standard
“builds upon, and is tailored to, existing broker-dealer relationships and regulatory obligations” (40).

The proposal essentially requires the broker fulfill three tasks. He must 1) disclose prior to the
recommendation the material facts relating to the scope and terms of the relationship and “all material
conflicts associated with the recommendation”, 2) exercise reasonable care, skill and prudence, to have
a “reasonable basis to believe that the recommendation could be in the best interest of at least some
retail customers,”(and) a particular retail customer, and 3) maintain written policies and procedures to
“at a minimum disclose (and mitigate for financial product incentives), or eliminate all material
conflicts of interest. (44 and 45). According to the proposal, among other results, these duties, as
expressed, will enhance conflict disclosure, investor understanding and conflict mitigation.

The RBI release provides substantial explanatory background to provide clear indications as to how it
may be interpreted. Among other issues, the proposal reveals:

e Investors now come second. Eliminating the language, “without regard to the financial or
other interests” and adding “without placing the financial or other interests of the broker-
dealer...ahead of the interests of the retail customer.” The explanation for this change is to
address a concern that prior language may be construed to mean that a BD must “eliminate all
conflicts.” Then, it is explained, “Like other investment firms” BD s have conflicts “when
recommending transaction (and) certain conflicts of interest are inherent in any principal-
agent relationships” (48).

28 In RBI footnote 72, Consumer Federation is cited calling for, “a new standard for brokers” under the 34 Act and the fiduciary duty
“must include a principle-based legally enforceable best interest standard;” the Investment Adviser Association is noted supporting “a
best interest standard that is as robust as the fiduciary standard under the Advisers Act;” and Americans for Financial Reform, “A strong
fiduciary best interest standard to all those who hold themselves as advisers or offer personalized investment advice to clients ...” In
footnote 73, PIABA notes that, “The lack of a uniform standard of conduct creates a discrepancy between the law and investors’
reasonable expectations.”
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A misunderstanding of Dodd Frank Section 913. Section 913 says clearly that, per se,
commissions do not breach a uniform standard. In RBI, the SEC offers a very broad
interpretation of 913 and writes, “(So, that) We believe ... the overall intent of Section 913 (was
not to) prohibit, mandate or promote particular types of products or business models (but to
preserve) ... investor choice among such services and products and how to pay for these
services and products. (e.g. by preserving commissioned-based accounts, episodic advice,
principal trading and the ability to offer only proprietary products to customers)” (49).

We use language that we believe is “the underlying intent of Section 913, that a BD should not
put its interest ahead of the retail customer’s...” The BDs interests, “Can and will inevitably
exist, but these interests cannot be the predominant motivating factor behind the
recommendation” (50).

A new definition of “neutral.” The SEC proposal stresses that the intent is NOT, per se, to
prohibit a list of established conflictual recommendations, (page 53), but, at the same time,
“We are also not saying that these practices are per se consistent with’ the proposed best
interest standard. (page 54) these practices are permissible “To the extent that the BD
“Satisfies the specific requirements of RBI” (54).

More expensive (for the customer) and profitable (for the broker) products are “neutral.”
To recommend a more expensive product over “another reasonably available alternative”, a
reasonable basis for doing so must be provided. This includes when a BD recommends a “more
remunerative” product or strategy. And, “This does not mean that a BD could not recommend
the more remunerative of the two reasonably available alternatives...” (56).

“RBI diverges from the recommendation of (Section 913) in that it does not propose to
establish a uniform standard fiduciary standard of conduct” for IAs and BDs), but focuses on
establishing a “best interest” obligation for BDs (62).

Brokers can just do it. To mitigate conflicts, the RBI “Would leave broker-dealers with the
flexibility to develop and tailor” policies and procedures that include “conflict mitigation
measures, based on each firm’s circumstances.” Depending on the BDs assessment of these
factors, “more or less rigorous demanding mitigation measures ... may be appropriate” (179).
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In describing best interest, the SEC highlights and explains some important principles. These include:

One, customers’ interests do not come first. They come in (perhaps a distant) second. A broker’s
customer interests do not come first, ahead of the interests of the broker. RBI does not require that
brokers put customers’ interests first. It does require a broker to not put his interest ahead of the
interests of his customer. This is an important difference. Though it is not stated and explained, RBI
permits the interests of the broker and the interests of the customer to be treated alike. That is
equivalently or equally. This lesser standard has implications. It means compliance may only require a
showing that the interests are treated the same — or “tied”. That is in a manner that balances the interest
of the broker, manufacturer (or issuer) and customer.

FINRA speaks of balancing customer and firm interests elsewhere. “In addition to conflicts related to
selling, FINRA is also concerned with how manufacturing firms handle conflicts of interest that may
be inherent in a product. ... to mitigate conflicts, issuers with affiliated calculation agents should
establish governance and supervisory review processes .... These processes should be transparent and
provide for the (emphasis added) balancing of investor and firm interests.” This is FINRA.?

Brokers’ customers’ interests do not come first. The proposal suggests they are a distant second. The
SEC embraces the view that a “uniform” standard means the standard is “business model neutral.” This
should mean that a standard not favor brokers over advisers or advisers over brokers. Well, not exactly,
says the SEC. The RBI proposal cites the 2011 SEC staff study, which states a “neutral” uniform
standard “should not prohibit, mandate or promote” any particular products or business models.*

The key language is to “not prohibit, mandate or promote” products or business models. Such language
suggests that a “neutral” standard for advisers and brokers cannot be prejudicial against conflictual
products or practices. These practices include compensation schemes designed to make brokers’
recommendations biased, based on commissions, third party payments, or concealed incentives. In
accepting this language, broker practices designed to be conflictual and opaque are branded as equal to
practices designed to minimize conflicts and maximize transparency. Concretely, this ‘logic’ suggests
that having COls is actually favored over not having COls.3!

Two, conflicts get respect. Eliminating conflicts (as opposed to disclosing conflicts) is neither
preferred nor even deemed best for customers. The RBI proposal claims to preserve investor choice.
This means broker conflicts should not be uniformly eliminated. No conflictual recommendation is,
per se, disallowed. To overcome this presumption, says RBI, only requires showing that the conflict is
not a “predominant motivating factor” (whatever that means) behind a recommendation (50). SIFMA
effectively encourages conflicts, writing:

23 FINRA Report on Conflicts of Interest, 2013, http://www.finra.org/sites/default/files/Industry/p359971.pdf at 22.

30 https://www.sec.gov/news/studies/2011/913studyfinal.pdf at 113.

31 This is how. The words, “prohibit,” “mandate,” and “promote” matter. It’s one thing to, per se, “not prohibit” proprietary products as
evident in Dodd Frank Section 913. It is a very different matter to disallow any particular business model practice from being mandated
or prohibited. Further, it is even more extraordinary to disallow any particular practices from being urged or promoted. Quite simply,
consistent with this provision, RBI policies or procedures cannot require, much less urge, any practice associated with one business
model over a practice associated with another business model. These policies and procedures can only be voluntarily agreed to.
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The best interest of retail customers requires preserving the choice among services

and products offered by their financial services provider. In order to maintain retail
customer access to a broad array of beneficial products and services offered by broker-
dealers that may exceed those offered by investment advisers, the uniform standard of
care must be “business model neutral ” and provide for investor choice as to how to
pay for the various products and services.*?

Three, both high and low investment costs are deemed to be equal before RBI. High investment costs
are not, per se, deemed worse for investors; low investment costs are also not, per se, deemed better.
They effectively have equal status. Neither is, per se, presumed preferable. Recommendations that are
more expensive (for the customers) or more remunerative (for brokers) do not, per se, lack
presumption. A broker needs to provide a “reasonable basis” for any recommendation and this should
explain its benefits to the customers.

Four, BDs can just do it. RBI explicitly states that BDs need no guidance or uniform requirements or
training in order to craft policies and procedures reasonably designed to apply the rule, including
“conflict mitigation measures.”* They can just do it.

“Disclosure” in the RBI

It is difficult to overstate how broad a consensus there is that conflict disclosure is generally ineffective
in protecting investors in a brokerage or advisor relationship. This view is widely accepted in
academic, policy and practitioner circles, as Jason Zweig of the Wall Street Journal notes.>*

The key question on RBI may be, “How central is disclosure to addressing conflicts in the RBI?”” The
SEC notes that “financial incentives can create conflicts of interest that may be difficult, if not
impossible, to effectively manage through disclosure alone, or to eliminate” (177). The SEC partly
draws on PIABA’s August 11, 2017 comment letter in footnote 305. The pertinent passage is:

Disclosure has been the hallmark of the securities industry. However, the effectiveness
of disclosure is questionable. For example, studies in the field of behavioral economics
have been applied to disclosure issues. There are a number of cognitive biases that may
influence investors, including “the hindsight bias, the (flawed) reliance on heuristics
(including the availability heuristic), the presence of overconfidence and over optimism,
the endowment effect (and other framing related biases), and the confirmation bias.”
Other research has argued that “not only may disclosure of conflicts of interest provide
no additional protection to beneficiaries, but it may actively encourage both
beneficiaries and advisers to ignore the conflicts.” Other studies have found the
disclosure may lead to more biased advice. For example, if a broker has “just done
something upfront and honest (disclosed conflicts of interest), they may tend to

32 SIFMA Comment Letter to the SEC Re: Study Regarding Obligations of Brokers, Dealers, and Investment Advisers, Study, August 30,
2010, at 7, http://www.sifma.org/wp-content/uploads/2017/05/sifma-submits-comments-to-the-sec-on-obligations-of-brokers-dealers-
and-investment-advisers.pdf

33 RBI, at 306. (“The proposed rule does not stipulate specific conflict mitigation measures.”)

34 Zweig, Jason (July 27, 2018), https://blogs.wsj.com/moneybeat/2018/07/27/no-one-needs-paper-piles-sec-should-get-smart-about-
broker-disclosure/
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unconsciously give themselves moral license to take a little advantage of their
customers.”*

There are numerous well-documented concerns that raise questions regarding disclosure.

Still, the SEC draws heavily on FINRA’s Conflicts Report® in shaping its view of reasonably designed
policies and procedures to identify material conflicts. Here, FINRA says “[t]he U.S. regulatory regime
relies heavily on disclosure to customers as a tool to mitigate conflicts.”3” This language directly
equates disclosure with mitigation. While the agency offers no clear definition of conflict mitigation in
RBI, the predominant importance of disclosure in the proposal stands out.

The SEC does not provide guidance on mitigating conflicts arising from financial incentives or any
uniform requirements, but rather chooses to provide a “non-exhaustive list of [six] potential
practices...to promote compliance with RBI” (181). The six examples of “potential practices” that BDs
“generally should consider incorporating...as relevant into their policies and procedures to promote
compliance with [RBI]” are on pages 182 and 183. Here are comments on the first five:

The first, third, and fourth example include “avoiding” and “eliminating” compensation that
encourages sales contests, as well as implementing sufficient enforcement mechanisms for ensuring
that such practices are avoided/eliminated. While these examples are good steps forward, it’s not clear
how much a step without further explanations. What’s a “disproportionate” increase in compensation
versus a “proportionate” increase? Further, “eliminating compensation incentives” is a clear good step.

The second example requires that BDs “minimize[e] compensation incentives for employees to favor
one type of product over another.” This is good if this is a material reduction. Why not simply
eliminate? Certainly, it falls short of what a Best Interest Standard should require of BDs and their
employees. “Minimizing” instead, represents a vague or unclear strategy of mitigation. Compensation
incentives are the very foundation of BD culture. They define sales brokers and are one of the core
components that separate BDs from RIAs.

The fifth example suggests BDs might “[adjust] compensation for registered representatives who fail
to adequately manage conflicts of interest.” It’s not clear what this may mean, but it raises the question
of whether a serious breach has occurred. A breach of fiduciary duty of care if, for example, in
relationship of trust and confidence or a discretionary account? Such violations may warrant a more
stringent sanction or response from BDs than “adjusting compensation”.

The thrust of these practices appears to be in the right direction. Still much uncertainty remains. Their
likely force will depend on how they are defined and enforced, and the guidance and training provided.

35 Letter from PIABA to the SEC in Response to Chairman Clayton’s Request for Public Comment, August 11, 2017, at 18,
https://www.sec.gov/comments/ia-bd-conduct-standards/cll4-2215713-160615.pdf

36 As on pages 18, 173, 179, and 181.

37 FINRA Report on Conflicts of Interests, October 2013, at 13, http://www.finra.org/sites/default/files/Industry/p359971.pdf
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RBI Does not Define what Mitigating conflicts of interest means.
Nor does it require, much less urge or recommend, any particular mitigation measure.

The SEC refrains from giving uniform guidance on what conflict mitigation measures in policies and
procedures BDs should create, implement, and enforce. It also does not define mitigation.

Instead, it opts to “leave BDs with flexibility to develop and tailor” their own conflict mitigation
measures for financial incentives and does not mandate “specific conflict mitigation measures” (306).
The SEC believes such measures should vary, dependent “on a variety of factors related to a BDs
business model (such as the size of the BD, retail customer base, the nature and significance of the
compensation conflict, and the complexity of the product)” (179). Absent any uniform guidance, or
definition or particular requirements, firms are left to craft their own definitions for such terms.

Given this flexibility one would think a discussion of mitigation purposes and objectives may be
offered. It is not. Nowhere in RBI does such a discussion exist. Not under the Conflict of Interest
Obligations section ranging from pages 166 to 195, nor under the Costs section from pages 306 to 314
where mitigation measures are mentioned.
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FINRA does not define Best Interest

FINRA does not define ‘best interest.” Q7.1. of FINRA Rule 2111 (Suitability) FAQ®® asks what it
means “to act in a customer’s best interests.” The guidance? That a broker must make only those
recommendations that are consistent with a customer’s best interest and this “prohibit[s] a broker from
placing his or her interests ahead of the customer’s interests.” Then, FINRA gives a list of egregious
examples of conduct that obviously fail a suitability test.

Relatedly, the SEC’s January 2011 Study on 1As and BDs*® cites three cases® to affirm that a broker-
dealer is generally required “to make recommendations that are consistent with the best interests of his
customer.” Upon reviewing the language pertaining to ‘best interest’ in these three cases, and other
SEC cases cited, we see; namely:

e The Broker recommendation must be consistent with the customer’s best interest and financial
situation and needs.*!

e The Broker has an obligation to not recommend a course of action clearly contrary to best
interests of the customer (or, as is in some language, with the customer’s financial situation),
regardless of whether there is full disclosure.*?

e The Broker must have reasonable grounds for believing a recommended transaction is not
unsuitable for a customer.*?

Proposed RBI confirms this analysis. That the BDs “duty of fair dealing,” does “not explicitly [require
BDs] to make recommendations that are in a customer’s ‘best interest’” (12, 14). The SEC notes:

While not an explicit requirement of FINRA s suitability rule, FINRA and a number of
cases have interpreted the suitability rule as requiring a broker-dealer to make
recommendations that are “consistent with his customers’ best interests” or are not
“clearly contrary to the best interest of the customer.” (14)

After reviewing FINRA’s response, and following the SEC’s citations, it’s clear that both FINRA and
the SEC offer no definition of ‘best interest’ that is separate and distinct from the Suitability Rule. The
seven relevant SEC cases affirm ‘best interest’ for brokers is understood as no different from the
suitability standard. ‘Best interest’ refers to recommendations that are consistent with a customer’s
financial situation and needs, and are not egregiously inconsistent with them (“unsuitable for a
customer”). The bottom line: the suitability standard is effectively rebranded as a best interest standard.

38 http://www.finra.org/industry/fag-finra-rule-2111-suitability-fag

39 https://www.sec.gov/news/studies/2011/913studyfinal.pdf

40 The SEC cases are In the Matter of the Application of Raghavan Sathianathan, In the Matter of the Application of Dane S. Faber, and
In the Matters of Powell & McGowan, Inc.

41 |n the Matter of the Application of Raghavan Sathianathan, Exchange Act Release No. 54722 at 21 (Nov. 8, 2006); In the Matter of the
Application of Dane S. Faber, Exchange Act Release No. 49216 at 23-24 (Feb. 10, 2004); Wendell D. Belden, Exchange Act Rel. No.
47859 (May14, 2003), 80 SEC Docket 699, 704; Daniel Richard Howard , Exchange Act Rel. No. 46269 (July 26, 2002), 78 SEC Docket
427,430

42 |n the Matters of Powell & McGowan, Inc., Exchange Act Release No. 7302 (Apr. 24, 1964); John M. Reynolds , 50 S.E.C. 805, 809
(1992)

43 Wendell D. Belden, Exchange Act Rel. No. 47859 (May14, 2003), 80 SEC Docket 699, 704; Jack H. Stein, Exchange Act Rel. No.
47335 (Feb. 10, 2003), 79 SEC Docket 2276, 2280
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RBI’s premises and principles are important;
they suggest how Reg RBI may be implemented

Core premises and principles of RBI reflect the view at the SEC that brokers and advisers have merged
to be “indistinguishable.” Still, important differences are either ignored or glossed over. No significant
note is made of “incidental advice” in contrast to fiduciary advice; or that relationships of two differ
from relationships of three; or that their contrasting legal, contractual and business obligations matter.

Two sets of premises stand apart in defining RBI.

One, RBI worries that if brokers’ eliminate conflicted recommendations they will
lose revenue and their customers will be harmed by not buying these products

RBI rejects the rationale for and principles in the 40 Act. It rejects the basic idea that conflicts
debilitate objective advice and harm clients. In fact, RBI argues the opposite side. (274). The argument
is that eliminating conflicts harms brokers and it harms brokers’ customers. The reason is brokers will
lose commission revenue. If brokers lose these commissions, they will not spend “effort” needed for
“high quality” advice. This in turn “costs” their customers lower quality advice and with less “choice”
because a broker will stop recommending conflicted products.

Two, RBI restricts how the SEC can assist BDs to build a compliance program that advances
ethical conduct standards. It fails to help BDs understand what best interest means

On the policies and procedures, RBI does not provide requirements or offer uniform guidance.
BDs have flexibility to “develop and tailor” policies and procedures, based on each firms likes.
(SEC’s view that Dodd Frank Section 913 matters. It says a uniform standard (and RBI) cannot
“prohibit, mandate or promote” any particular products or businesses.)

RBI does not define “mitigation”; rather, it offers measures BDs “generally should consider.”
RBI does not define “best interest” (Bl); rather, it implies a separate broker Bl standard exists.
RBI cites FINRA, though FINRA does not define “best interest” different from “suitability”.
Brokers must make recommendations consistent with this undefined Bl standard.

This flexibility means BDs will write policies and procedures on their own to meet an undefined RBI
Bl standard. What is a BD that meets the FINRA Bl standard to do? What it knows. This may be why
Commissioner Stein suggests in her statement that RBI is better called, “Regulation Status Quo.”

RBI has just about literally removed the word “ethics” from the conduct standard language. Within the
408 pages, and 125,993 word RBI document, we find the word mentioned three times, and not
regarding the RBI proposal.

RBI represents a major step towards codifying in SEC Rulemaking principles and practices that further

deemphasize conflicts of interest and codes of ethics and differences between brokers and advisers,
while advancing disclosure as the bulwark of investor protection.
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What the Best Interest Standard Functionally Equivalent
to the Fiduciary Standard Should Include on COI

Is a Best Interest Standard the same as the Fiduciary Standard?

The answer to this question is straight forward. It is synonymous with fiduciary. As professor Ron
Rhoades argues, the phrase best interest “Has been reserved under the law for a fiduciary-client
relationship.” Rhoades notes Black’s Law Dictionary defines fiduciary duty as “A duty to act with the
highest degree of honesty and loyalty toward another person and in the best interest of another person.”
He also cites professor Deborah DeMott who notes that fiduciary duties, “Oblige him to further the
beneficiary’s best interest.” Rhoades concludes that “The use of the term “best interest is found in
numerous judicial decisions to describe the duty of a fiduciary... (finding, in a recent search of U. S.
case law data base) 963 judicial decisions in which the terms “fiduciary” and “best interests” appeared
in the same decision.”

Rhoades further cites examples where an industry insurance representative acknowledged the term best
interest to relate to fiduciary obligations and a member of Congress asked a panel of industry
executives all replied “Yes” when asked, “Does everyone agree that a best interest standard means a
best interest fiduciary standard?”**

What a Best Interest Broker Standard Should Include

Fiduciary rules are vital. Stringent fiduciary duties are vital for relationships of trust and confidence.
Fiduciary law exists to restrain the conduct of experts who render socially important services or advice
in relationships of trust and confidence. Fiduciary duties serve to mitigate the knowledge gap or
information asymmetry that separates the two parties. The fiduciary is obligated to be loyal, render due
care and act in utmost good faith. The fiduciary must adopt the client’s ends. The need for ‘investment
counselors’ to eliminate conflicts to deliver sound advice is stressed by leaders who helped craft the
Investment Advisers Act of 1940. Understandably so. Conflicts undermine trust and fiduciary conduct
aims to nurture trust, the core pillar on which capital markets and the market economy depend.

As law professor Tamar Frankel notes, “The strictness of fiduciary law conflict-of-interest rules
depends mainly on the level of entrustors’ (clients) risks from the fiduciaries abuse of trust.”*®
Fiduciary duties increase as the knowledge gap widens, and the gap between brokers and retail
investors is widely acknowledged as large. Research reveals retail investors are sharply limited in their
understanding of investing, markets and the role of advisors and brokers, suggesting a firm legal basis
for applying the most stringent fiduciary duties.*®

4 See, “Why Insurance Companies and Wall Street Should Not Be Permitted to Redefine the Term "Best Interests,"
http://scholarfp.blogspot.com/ Feb. 2, 2018.

45 Tamar Frankel, Fiduciary Duties of Brokers-Advisers-Financial Planners and Money

Managers, Boston University School of law Working Paper No. 09-36, August 10, 2009, Revised

February 17, 2010. http://www.bu.edu/law/workingpapers-archive/documents/frankelt081009.pdf at 6.

46 Institute for the Fiduciary Standard 2012 letter to SEC Chairman Schapiro, http://www.thefiduciaryinstitute.org/wp-
content/uploads/2013/02/913ConcernsApril92012final.pdf
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Conflict management or mitigation is not “easy”.

Casual disclosure of conflicts, alone, fails. It fails to “neutralize” conflicts. The DOL notes,
“Disclosure alone has proven ineffective to mitigate conflicts in advice.”*’ Research from management
professor, Daylian Cain and colleagues, explains why investors do not generally discount conflicted
advice from disclosures, and why disclosure can actually be harmful to investors by legitimizing bad
advice.*® Cain also explains this “perverse” consequence.*®

Eliminating or disclosing and mitigating conflicts are not practices with which brokers generally have
training and experience. This reflects the current different conduct standards. Policies and procedures
should be designed to reflect this fact. These policies and procedures are, by their nature, are
challenging to meet. They need to be learned to be clearly understood and become the backbone of the
best interest standard. They need to include more narrow “conduct-specific”” mandates.

“Gene Gohlke, former Associate Director of OCIE, once quipped, ‘they are everywhere’, (such that)
clashes of interests do not lend themselves to easy management,”* writes attorney Michael Koffler,
Koffler’s sober assessment may understate the difficulty. Research and experience both suggest client
biases complicate addressing conflicts. Still, to help brokers or advisers “neutralize” conflicts’ harms,
here are five steps that the SEC should require.

1. Disclose in writing all material conflicts of interest. Material conflicts are conflicts that,
according to the SEC, “Might affect (the client’s) decision whether or how to act.”

2. Prohibit certain compensation practices. Consumer Federation of America’s Roper and
Hauptman point to practices that “Can reasonably be expected to cause advisers to base
recommendations on their own financial interests rather than the best interests of the
customer.”! These include sales quotas for proprietary products, differential compensation,
compensation based on a “retroactive, ratcheted payout grid” and upfront signing bonuses.

3. Require compensation that’s transparent, reasonable and level. The Institute Best Practices
Board discusses how these three criteria can reduce the scale and scope of conflicts, especially
noting the importance of full and complete transparency on ‘all-in’ fees and expenses.>?
Require a good-faith estimate of all-in costs of fees and investment expenses at the outset of an
engagement; require an annual accounting of a prior year’s all-in costs upon a request.(See
examples in Appendix B.)

47 EBSA, DOL, Definition of the Term “Fiduciary”; Conflict of Interest Rule — Retirement Investment Advice, 81 Federal register, 20946
(April 8, 2016).

48 See Rostad, Knut and Fogarty, Darren, “Fiduciary Duties Advanced in 2015....”
http://www.thefiduciaryinstitute.org/wp-content/uploads/2016/02/Fidcuiary-Duties-in-2016-Jan-28.pdf, at 6.

49 http://www.thefiduciaryinstitute.org/wp-content/uploads/2017/07/Daylian-Cain-Knut-NY U-Final.pdf

%0 Koffler, Michael, Modern Compliance 2017, “Conflicts of Interest,” at 38.

51 Roper, Barbara and Hauptman, Micah, CFA Letter to Chairman Jay Clayton, September 14, 2017, https://www.sec.gov/comments/ia-
bd-conduct-standards/cll4-2447346-161075.pdf, at 68.

52 Institute for the Fiduciary Standard Best Practices Board, Best Practices for Financial Advisors Guidance, Attachment A, December
2016.
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4. Require certain disclosure on key issues. In RBI the SEC overlays the values and practices of
the commercial market place on relationships of trust and confidence. This raises questions the
SEC should address. For example, certain facts about broker-dealers should be disclosed and
may include: a) the fact that broker-dealers are hired by issuers to offer and sell securities. b)
that they get paid only if they are successful in their sales efforts. ¢) that their “advice” must be
“solely incidental” to their distribution services performed on behalf of the issuer. d) that the
forgoing means their allegiance is primarily to their issuers.

5. Require rigorous disclosure and ‘informed consent” protocols. Disclosure means very different
things to different people. Disclosure protocols vary widely. A casual oral disclosure alone
(with no other provisions) is weak, while a plainly written disclosure explained in person and
requiring written consent that is informed and independent is far more rigorous.

Disclosure and Informed Consent Protocols. The steps required to fulfill the stiff requirements of
the Advisers Act of 1940 are far more than mere that casual “disclosure” and “consent.” Professor Ron
Rhoades explains how these acts are “in and of themselves, wholly insufficient to prevent a breach of
fiduciary obligations.” If these are insufficient, what else is required?

Rhoades notes disclosure must be detailed, include essential material facts and be timely and written
plainly. Further, the adviser must be responsible for ensuring the client understands the conflict so that
his/her consent is informed. Also, the transaction must be deemed to be fair.>® In summary, this means:

Disclosures must be affirmative. The adviser or broker is responsible for proactively delivering
disclosures. Professor Rhoades notes, “Clients do not generally possess a duty of inquiry.”

Disclosures must include “specific facts”. The SEC emphasizes that conflicts must be disclosed “with
sufficiently specific facts so that the client is able to understand (them) ... and can give informed
consent to such conflicts or practices or reject them.” The “specific facts” requirement is important.
Research underscores that many clients today are cost conscience of fees and expenses and seek to
learn what they pay in investment costs. It suggests “specific facts” should include a written good faith
estimate of total fees from the transaction paid to the adviser or broker and the firm by the client and
third parties.

Disclosures must be understood. This means that while specific facts are necessary, alone they may be
insufficient. The nature of how the disclosure is written and delivered also matters. For

example, financial planner Cheryl Holland notes that reviewing a disclosure with a client can enhance
client understanding.> Disclosure must “Lay bare the truth ... in all its stark significance”, as Justice
Cardoza wrote. Further, the Commission noted, “In the Matter of: Arlene W. Hughes”, there is no one
appropriate disclosure method, no ‘one size fits all’ because “The method and extent of disclosure
depends on the particular client involved.... > In the case, former SEC Chief Counsel, Louis Loss,
underscored that the fiduciary obligation cannot be delegated to a client through a disclosure, as he

53 http://scholarfp.blogspot.com/2013/05/musings-custodial-support-services.html

542017 Frankel Fiduciary Prize Award Program: Panel Discussion on Fiduciary Duties, “Panel of Industry Leaders Discuss Fiduciary
Duties at a Tipping Point in 2017, Available: https://www.youtube.com/watch?v=9z8-0ZsVzzA&feature=youtu.be

55 Commission decision, In the Matter of: Arlene W. Hughes. https://www.sec.gov/litigation/opinions/ia-4048.pdf
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said, “In all cases, however, the burden is on the firm which acts as fiduciary, to make certain that the
client understands.”*

Informed consent must be attained. Written client consent must be “clear and specific to the
transaction” and intelligent, independent and informed.”

The transaction must be fair and reasonable. Even with client consent, “the proposed recommendation
must be fair and reasonable, because as professor Tamar Frankel writes, “Courts will generally not
enforce an unfair and unreasonable bargain.”>’

The bottom line is that mere “disclosure” and “consent” is insufficient. The broker or adviser bears
responsibility for client understanding of what the conflicted transaction means for the broker or
adviser and client, such that a truly informed consent — or rejection — may occur.

Conflict management methods should be tested. Research and experience underscores that effective
conflict management and consent protocols are difficult to achieve. Client biases and shortcomings and
lack of substantial financial knowledge present impediments to reasonably dealing with conflicted
advice from a “trusted” adviser or broker. As such its’ important the Commission test any disclosure
management methods before implementing them.

56 https://www.sec.gov/news/speech/1948/031648loss.pdf
57 Frankel, Tamar, Fiduciary Duties as Default Rules,
http://www.bu.edu/lawlibrary/facultypublications/PDFs/Frankel/Fiuduciary%20Duties.pdf at 9.
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RBI: Care Obligation
Adopt the DOL Rule description of best interest:

“Investment advice is in the ‘‘Best Interest’’ of the investor when the Adviser and Financial Institution
providing the advice act with the care, skill, prudence, and diligence under the circumstances then
prevailing that a prudent person acting in a like capacity and familiar with such matters would use in
the conduct of an enterprise of a like character and with like aims, based on the investment objectives,
risk tolerance, financial circumstances, and needs of the investor, without regard to the financial or
other interests of the Adviser, Financial Institution or any Affiliate, Related Entity, or other party.”

This means, among other things, that the standard should not only be applied “at the time” of the
recommendation, (which could be argued to be just a few seconds). It also means the standard is not
putting the interest of the retail customer equivalent to the interest of the broker, but ahead of the
broker. This also means the standard is not directed to “at least some” retail customers or any
“particular” retail customer

Clarify “incidental” advice

Separately, RBI raises an important issue of incidental advice. At minimum, RBI should clarify that,
per se, advice on a discretionary account requires registration as an investment adviser and meeting the
obligations of the Advisers Act.

Form CRS Relationship Summary

In the Form CRS Relationship Summary, proposed hypothetical disclosures describing advisers and brokers is
offered. To review and offer specific recommendations, the Institute recruited The Plain Language Group to
weigh in on this disclosure. The Plain Language Group is experienced in financial services. The comments and
recommended alternative of its principal, Deborah Bosley are shown in Appendix A.

Sincerely,

Knut A. Rostad,
Knut A. Rostad
President

XC:
The Honorable Kara Stein, Commissioner
The Honorable Hester M. Pierce, Commissioner
The Honorable Robert J. Jackson, Jr., Commissioner
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PLAIN
LANGUAGE

GROUP

“Explaining the differences between broker dealers and investment
advisors means using language that is clear, concise, and accurate. A
hypothetical comparison must always keep the investor in mind. This is
what we have done in the example attached as Appendix A. In contrast,
what the SEC has presented as a hypothetical description is overly
complex, redundant, and (at times) vague about the differences. That
means the investor is left to figure out the distinctions instead of being
presented with information that makes their choices easy.”

- Deborah S Bosley, Ph.D., Owner and Principal,
The Plain Language Group
http://www.theplainlanguagegroup.com/
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Appendix A: The Plain Language Group’s Form CRS Relationship Summary Hypothetical Disclosure

Broker or Adviser. Which is Right for You?

What kind of By law, if you open a brokerage account, we By law, if you open an advisory account,
advice dowe only give you incidental advice related to the  we must give you fiduciary advice in your
give? products you buy through us. best interest at all times.
Who do we We represent issuers or underwriters (called ~ We only represent you. You pay our fees
represent? “manufacturers”) who sell financial products. and we advise you. Period. Ours is a two-
We do not represent you. Our relationship is  party relationship.
three parties: manufacturers, ourselves, and
the customer.
Why? Brokers are hired and trained to sell products Advisers are hired and trained to give
offered by issuers or underwriters fiduciary advice.
(manufacturers).
How are we Commissions. We get commissions when you Fees. We generally get a fee, that’s hourly,
paid? buy or sell financial products, based on the fixed, or based on the value of the cash
product and what we negotiate. Sometime and investments in your advisory
we also get payments from third parties. Ask  account(s). Fees depend on our services
us what your 1% year all-in fees/costs will be.  and what we negotiate. Ask us what your
1%t year all-in fees/costs will be.
What about Because manufacturers pay us to sell When we are paid fees just by you, we
conflicts of financial products to you, we have built-in don’t have conflicts with manufacturers. If
interest?* conflicts that may influence our we have a conflict, we’ll explain it so you
recommendations to you. can understand it. You can decide if you
want to work with us.
Whatdowe  We must tell you about the conflict’s and We are paid by you to give you advice.
do about reduce the conflict’s harms or eliminate it. Still, if we have a conflict, we will tell you
conflicts? so you understand what it means and
make sure it’s okay for you to proceed.
Where do For more information about our brokers and For more information on advisory services,
you go for services, 1) visit Investor.gov or BrokerCheck  ask us for our Form ADV brochure and any
additional (BrokerCheck.Finra.org), 2) our website brochure supplement.

information?

How do you
research our
firm?

(SampleFirm.com), and 3) your account
agreement.

Visit Investor.gov for a free, simple search
tool to research our firm and our financial
professionals.

Visit Investor.gov for a free, simple search
tool to research our firm and our financial
professionals.

Howdoyou To reporta problem to 1) the SEC, visit Investor.gov or call the SEC's toll-free investor
report a assistance at (800) 732-0330; 2) FINRA, call []. If you have a problem with your
problem with investments, account or financial professional, contact us in writing at [ ].

our firm?

* For a discussion on how the SEC addresses conflicts of interest, see: http://www.thefiduciaryinstitute.org/wp-
content/uploads/2015/08/SECandConflictsApriil62015.pdf.
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Appendix B: Fee and Expense Disclosure Examples

Figure 1.1: FirsTrust Investment Expenses

: r
Ch [: .'«.- L r
G0 7889757 J‘ﬂ@lﬁlﬁ

chris@financialteam.com

Introduction

The Current Portfolic Report frames foundational componants of the Current Porifolic’s Risk Number, 5%
Probability Range, and other analytics, to ensure current investment strategy alignmaent between the advisor and the
chent,

Current Portfolio
Thiz k= your aszet allocation, as capturdd AR April 30, 2008,

RISK| __ e A DASTRIBLITON RATE * EXPEMGE RATIDH**
39 — ™ 1620 [anruan 0. 24% [anrual)

*

The Risk Score of 3% and the 55% Probability Range of -7 to +1 2% was calculated using a long-term average of 10.4%
for the S&F 500, Obps changa In the Ten Year LS Treasury Rate, and corredation and wolatility data from 2008 to present.
Riskalyze usas artual historcal data to calculate the statistical probabiliies shown, For securities calculated using fverage
Annal feturn, the dverage Feturn will be calculated wsing actuwal price history fram june 2004-present or incepbon. We
calculate the annualized return number a5 | final price J mitial pece |2 (10 numier of wears | - 1, Bskabae does not
provade investment analysis on imestments with less than & menths of historical perfeemance. In instances where an
imvestment's incepdion & mare recent than January 1, 2008 and greater than & months Rskabee will use correlation
statistics from the investmients adbual tradng history 10 exirapalate misging volatility Gata, In most cases the extrapolation
calculation increasas the risk presented in the irmestrment anabysis as @ means of protecting the imestor, Imeestments
with an inception more fecent than January 9, 2008 &'e highlighted with @n information icon©*, The Six Manth S5%
Probability Range i calculated from the standard deviation al the partfolio {via covariance matrix), and répresents a
hiypothetical stabstical probability, but there i$ no guaramnes any ivestmants woukl perfarm within the range. There i$ a
S8 probability af greater losses. Riskabze does nol use ary Monte Carlo o ary ather type of simulations. The underbdng
data is updated as of the previous day's markel close price, and the resulls fmay vary with each we and over lirme, The
irmegtments considered were determingd by the fnancial representative. IMPORTANT: The projedions o ather
inlarrmation gererated by Riskakze regarding the likelihoad of various investment outcames are hypothetical in naturne,
da not reflect actual investment results and are not guarantees of fubure results. These figures may exchde cammissions,
sales charges o achisory lees which, il inChaded, would have had a negative effed an the annual reums,

* The distribution rate is derved By summing the trailing 12-months distriutans (dkidends, distributions from

PAGE 1 FirsTrust, LLC {FirsTrust) is 3 Reglstered ivestment Agviser |F -‘-;-m!h the Securities & Exc nange Commission (3EC) and
campkant with the reqierements of gach sae inwhich sendces ane offered. ArsTrust is compersabed axclus '\?i,- by cliant Tags
BLrdusnt B writken Agresmenl for senviced, snd alfers o solcRation, representation, OF warnaniy, repa g Lhe aoiuracy,
timeliness, surtablity, or comgleteness of therd party illustrations, Far more information abaut FirsTrst, plesse call 1-800 5:'9'_--‘:'559.
Far reguiatory infommation, please conkact the SEC or the State secunties regulators.

@ 2018 Riskalyre, Inc. Al Rights Aeserved. The information, data, analysis and opinions contdined in this repert include the
confidential #nd proprietary information of Riskalyze; may ndude or L-.‘ derived from accourt infarmation provided by your
fimancial represantatie which cannot be verified by Riskalyze; may mat be copied or redistributed; does not constiute inve stmaent
advipe offered by Riskalge gre provided salely for infarmational purpeses and da ned constitute an afler (o Duy or sell 3 segurity;
and are not warrantsd to be correct, complete or accosste. Exeepl a5 atherwise provided by law, Riskalyze shallnot be responsible
for any rading decklons, damages or ather kasses resultng from the use of thes informaticon, dats, analysis ar opinion. Thes report
£ sipplamental salis lnaranura, This report shod be precaded or accompanled by a praspectus, of equivalens, and disd os i
srppermenl far each investrsn L iF sequiced by SEC Rule 134
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borrowing, return of capital, etc) and diiding the sum by the last month's ending MaW. It does nat indude capital gans
distributed ovar tha same period.

** The percentage of fund assats usad to pay for operating espenses and management fees, including 1.2b-1 faes,
administrative fees, and ¥ other asset-based costs incurred annualky by the underlying funds, ewcept brokerage costs.

FirsTrust, LLE [FrsTrust) s a Pegistered brastment Sdwser [R18) vath the Seounties & Exdhange Commissian {SEC) and compliant with
thiz requiraments of each state in which services ane oifered, FirsTrust is compersated exclusively by cBeng Tees pUrsuant 1o 3 witen
agresment for serdces, and offers no solicitation, representatian, or warranly regarding the acouracy, bomeliness, sutabiity, or
completeress of thind paTy Mlustragions. For mare indormation about FrsTrust, please call 1-800-585-9688. For I'm.lh[ﬂ"jl'l'ﬁ‘ﬂfmﬂﬂﬂl'l.
please cortact the SEC ar the State securties regulators.

PaGE 2 FrsTrust, LLC [FirsTrust) & a Registered Investment Advizer (RLA) with the Securities & Exchange Commussion {SEC) ano
EmMpRant with thie requremants af exch state o which senvices are offered. FirsTrust is compansated axclusheely by diant feas
oS uanl By @ written Agreemenl for serdces, and alfers nd solicilation represanlation, oF warmanty, ragardirg W ACLUTBEY,
timelness, suitability, or comiplebeness of thed party illustratiars. For rare information about SirsTrust, phesse call 1-800-582-9984,
Far regulatary information, please contact the SEC or the State securities regulators.

@ 2018 Rskalyre, Inc. All Rights Reserved. The indormation, data, analysis sad opinions contained i this repart include the
confidential and propréetary irdormation of Riskabyze: may include or be derived from account information prosdded by your
fingncial represargativg which camnot be warifiad oy Riskalyze; may not be capied ar redissributed; doas not constinaGE inegsTment
aivite offered by Rakakee are pravided solely for informatonal purposes and do ndt constitute an offer pa buy or Sell & Secuniy;
and are not warranted ta be correct, complete or accunate. Except 25 otherwise provided by low, Riskelyze shallnot be responsible
Tar &y rading deckions, damages ar oiner kosses resulting from the use of this information, data, analyss or cpinion, TNIs PRROT
i supplemenal dales litevature, This repart should be preceded of afcompaniad by a prospecius, or equivalent, snd disclosurs
statement for each investmient if reguired by SEC Rule 134
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Figure 1.2: Hogan Financial Investment Expenses

@ Hogan Financial John A_ & Jane B. Sam
A5 of March 31, 2018

Dimensions of Your Portfolio - Risk & Cost

Savvy invesfors focus on what they can confrol.
The areas where investors have control is risk and cost.
Here is data an the risk and cost of your porifolio.

Risk: This is the mutually agreed upon targeted risk level for your portfolio. We are
accountable for keeping your portfolio pulled to this level of portfolio risk.

Objective: Moderate

Description: An investment portfolio characterized by moderate risk. This objective is fior an
investor who accepts a fair degree of risk and is looking to exceed long-term inflation by a fair margin
[e.g. 3-5% over the long term). The investor understands and is comfortable with the fact that short-
term volatility is a price to be paid for higher long-term refurns. General Allocation: Portfolio will be
allocated among equities, fixed income, alternatives, and cash, with generally 41%-80% allocated to
equities.

Cost: These are the three layers of your financial expenses. The first two expenses are
included in porifolio performance dafa. The last is not.

Mutual Fund Expense’: 0.22%

(as a % of Your Performance Portfolio)

Brokerage Firm Transaction Fees™ =0.01%:
(as a % of Your Performance Portfolio)

Hogan Financial Advisory Fee® 0.35%
for Financial Planning & Portfolic Management
(as a % of Your Whole Porifelio)

Previous quarter's adwvisory fee: £3.000
Fee calculation method: Flat Fee

! Mutual Fund Expense The welghted average expense ratio for Your Perormance Portfalio, calculated using the expenss
ratio reparted by the mutual fund company for the curent quarter for each mutual fund In your portiolio applled fo e markst
value of each fmd.

2 Brokerage Firm Transacilon Fees: The fransaction fees levied by your account cusiodlan whenever you buy or ell an
Investment.

? Hogan Financlal Advisory Fee: Our fess far advising, coordinaiing, Implementing, and reporting on financial planning and
Inwesimant mmagemenl. The siated fee refiects your meosl I'EH'I'IT{'.IEI'EH fee annualized, EHIPI'E'EEE{I ab a pﬂ'ﬂm of
¥our Whele Porfolia, 1.2, Including all of your lang-tarm Investment accounis regardisss of whainer or not consolidated

perlomance reporiing |s possinie.



\I. INSTITUTE FOR
THE FIDUCIARY STANDARD

Figure 1.3: Abacus Planning Group Investment Policy Statement

Invesiment policy guidelines abacus rart finan

Thes= imeestrment policy guidelines document your dedsions and directives for Abacus Planning Group, Inc. to manage
wour imvestrnent portfolio. You have directed Abacus th consolidats the follosing accounts for purposes of ass=t sllocation,
rebalancing and performance reporting.

Client acoount information account type account number
Unit Mame Informaticn Humbers

PSR and Primary Address
City, State ZIF+4

Objectives

To achiewe a long-term, real rate of retumn, i.e., the retumn less income axes, expenses and inflation, primarily through capital
appredation. Current income is of secondany concemn.

To preserve princpal through reasonable =fforts, but presersation of principal shall not be imposed as a reguirement of
individual Fvestmenis.

To reduce risk by prudent diversification soross marosts, managers and iscestment shles.

Management
Abacus shall be responzible for the following portfolio sctivites

Advizing you about the selection and allocation of aszet claszes,

Identifying spacific imvestmeants within each asoat dlass.

Manitoring the performance of all selected sscet classes and specific investments.

Preparation and presentation of appropriste performance reports.
Directives

You plan to make future contributions intoyour portfalioof 5

To pay for your short-termmn financial ohjectives, you plan 1o taics withdrawals from your portfolic of no more than 5
annually, adjusted for inflation, in addition to the Abacus finandal plarming fes.

To ersure that youwill haee sufficient cash aeailaible in the event of an unforeseen emergency, you direct Abaous to haes
liguid imvestments (=xchangeable into cashwithin one maonth or less, without Loss of marketwalue) in the amount of 5
in the accournt.

“fou direct Abacws to implemeni this policy [ %] immediately | | by spreading transactions over a
cost arveraging purchases or sales.

rmanth pericd, dollar

You direct Abacus bo use no-load, low annusl e pense managers wheneser prudent.

You direct Abacws not to time the mardost or s=l=ct individusl stocks.
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ImEstment policy guikdelines ﬂbﬂf.‘ WS orart Tinandial, dadisions |

Aszet allocation  moderates growth

This partfalio is appropriate for ineestors with a time horizon of 7 to 10 years. This portfolio is restricted to
inwesting in the asset clazses listed below, unless otherwise authorized in writing by you.

Targ=t% MEnirmamm & Maodimum % Current %

Global equities

U= Large

U= Small

Intemational Largs

International Small

Emerging Markets
Inflation protection
Hedging strategies
Fixed income
Special opportunities

oM E R R WD

Bcolnom~ Mu B
HoGmhnE @E N

1

100

Target portfolio

Flagd Incoms | 30

__ Global squitizs | 54

wgmla___

Inflztion protection| B

il Privats squity | wantura capltal |
.+ Spetial opportunitias |
Cah |
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Imvesiment policy guidelines ﬂbﬂﬂ.uﬁ- rmiart finan:

The portfolic asset classweightings will rangs aboee or below youwr portfolio targets due to deposits, withdrewals, and

differing rates of growth among asset classes. Abacus will revies your portfclio for rebalancing no Less than eeery 20

days. Abacuswill, st minimurm, rebalance your portfolio ifyour ass=t class percentages deviate from the mnimums or

ma imums noted in this document. Abacus will be sensitee to minémizing transaction fees and ncome ta:
consequences that may result from this process,

Abacus cannot quarantes the future peformance or risk l=eel of any individusl secunty, asset class, or pontfolio.
Historical performance does not quarantees future performances. You do need, howeser, some ressanable process,
sorme sensible way 10 forecast the future. We calculate estimated expected return, risk, and correlation coeffident of
each ass=t class. In these caloulations, we assume a LS. squity prermium of 5% and inflation of 3%. When you revies
what actually happens in ary year, you will almost certainly obseree results that differ from the average gross

e pected return.

Bverage gross expected return % Variability of portfolio selected % Maximum sxpected 1-yrloss | %

6.75% =T7 2% to + 30.5% - 307 %
E7s & Gross return (this number includes annual interest, dividends, capital gan or Loss)
- 0BD % Abacus investment fes
- 03 % Annual projected sxpenses paid to the underdying managers
- 000 % Trarsaction costs
- 576 & Mef return
- 3200 % Inflation
- D40 & Taxes (your a«erage projected income tax rate maultiplied by your projected taable yietd)
= 236 & Real return
Portfolio monitoring

Akbacus will compare the performance of the total portfolic to the following composite bench maric 7 0% Global stackS
30% U'S bonds, as measured by the following indices: S&F 500 Tatal Retum Indes:, M50 EAFE Indes, M5C1 EAFE
Ermerging Marioets Indes:, HRFX Furd of Funds Indes:, Barclays US TIPS Index, and Citigraup 1-2 Year Treasuny Indes.

Management discretion

We grant Abacus Planning Group, Inc. the fight to act with full investment discretion regarding rmy portiolio, within the

bounds of these imeestment policy guidedines.

Cli=nt initials

Cli=nt initials

Client acknowledgement

‘We hereby acknowladge receipt of thezs imvestrment polioy gquidelines and agres to the guidslines set herein.
Ciate

Cle=nt signature

Cli=nit signature

Abacus Flanning Group, Inc.
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Figure 1.4: Abacus Investment Recommendation Expense

clienmt name

Recommended Investmeant iImplemeniation Expenss

Investable ASSets £,612,590

Anmual Expense Annual

AsEET Imiplement 5 Trading Fese Ratlo Expense (5]

Sictwab US Large Company 1,058,174 525 oL03% 5317

OFa US Lange value T9E 408 525 0.27% LRIG
U.5. Large Cap Equities 1,256,582

DFA LS Michocan 174,146 525 DA 51,634

OFA US Small value 314,145 525 0LEZ% 51,634
U.5. Small Cap Equiies 628,291

Wanguard Togal Iml Soock Market REE 48] n'a 00 L5803

Harbor Intemnational 279,240 LE5 072% £2.0M
International Large Cap Equities 837,721

CFA Inrermasonal Smatl Company 484 957 LE5 0LE53% 52,570
International Small Cap Equities 484 997

OFa Emerging Markets ZE0,0748 525 0. 405% 51,249

CH-& Emerging Markels Small Comparny 2,078 LE5 073% LE 052
International Emerging Markets 562,155

‘Wanguard Inflation Proteqed Securibes 30,680 525 0.07% 231
Inflation Hedging 330,580

John Hanoole Global Absslure Repurm 529,087 n'a 133% L2037
Hedging Strategles 529,087

Indieiduzl Teied NoHme invesoments oo 039 spraad nfa =0

PIMC O Togal R2mm 452 951 525 045% 52,120

A Two Yegr Clobal Fxed Income 520,087 LE5 0Tk Lo

Cash 0 nsa nia 20
Fixed Income 1,984,077

Mumual fund expenses 522,502 035%
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