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hile most broker-dealers and investment advisers know whether

they are supposed to be registered under the Securities Exchange

Act of 1934 (Exchange Act) or the Investment Advisers Act of

1940 (Advisers Act), they are not aware of their fiduciary sta-

tus under the Employee Retirement Income Security Act of 1974 (ERISA). Or, even if

they do in fact know that they are fiduciaries for purposes of ERISA, they are unaware

that there are substantial differences between how the securities laws and ERISA

govern transactions involving employee benefit plan assets and the assets of an entity

that are deemed to be employee benefit plan assets for purposes of ERISA.

The purpose of this article is to help a
broker or dealer registered under the Exchange
Act (BD) and an investment adviser registered

Mr. Kaleda is a Principal in the Fiduciary
Responsibility practice group of the Groom Law
Group, Chartered in Washington, DC.

under the Advisers Act (RTA) better determine
at what point he or she is acting as a fiduciary
for purposes of ERISA and the applicable
standards of conduct under ERISA by com-
paring and contrasting the corresponding
requirements under the Exchange Act and the
Advisers Act. The importance of understand-
ing the differences will grow in the near future



as the Department of Labor (DOL) works to
revise its regulations identifying fiduciaries
that provide investment advice and the SEC
looks to coordinate the conduct standards
under the Exchange Act and Advisers Act.

The article is divided into two parts. Part 1
focuses on when each of the respective statutes
applies and the standards of conduct under the
Exchange Act and the Advisers Act. Part 2,
which will be published in an upcoming issue
of The Investment Lawyer, addresses the stan-
dards of conduct under ERISA and how they
compare to those under the Exchange Act and
Advisers Act.

Coverage by the Exchange Act,
Advisers Act, and ERISA

In order to determine whether a BD or RIA
is subject to ERISA and thus impacted by
ERISA’s requirements, it is helpful to compare
when a broker-dealer or adviser is subject to
the Exchange Act or the Advisers Act versus
when he or she is subject to ERISA. The fol-
lowing is a summary of when the Exchange
Act, Advisers Act, or ERISA applies.

1. Exchange Act

The Exchange Act imposes certain reg-
istration and conduct standards on brokers
and dealers. Unless an exemption applies,
a broker or dealer of securities involved in
interstate commerce may not effect securities
transactions or induce another party to enter
into the purchase or sale of securities unless
such broker or dealer is registered as required
under the Exchange Act.! A “broker” is a
person engaged in the business of effecting
transactions in securities for the account of
others,2 while a “dealer” is a person engaged
in the business of buying and selling securities
for such person’s own account through a bro-
ker or otherwise.?

The conduct of a BD is governed through
a combination of the provisions of the
Exchange Act and its underlying regulations
and the rules established by the applicable
self-regulatory organization (SRO), such as
the Financial Industry Regulatory Authority
(FINRA). For purposes of this article, we will
assume FINRA is the applicable SRO.

2. Advisers Act

The Advisers Act establishes registration
and business conduct requirements for certain
investment advisers. An “investment adviser” is,
in the absence of an exemption, a person who:

* For compensation;

* Engages in the business of;

* (i) Advising others as to the value of securi-
ties or as to the advisability of investing in,
purchasing, or selling securities, or (ii) who
issues or promulgates analyses or reports
concerning securities.4

The Advisers Act specifically exempts cer-
tain persons from the definition of “investment
adviser” including brokers and dealers whose per-
formance of the above-described services is solely
incidental to the conduct of his or her business
as a broker or dealer and who receives no spe-
cial compensation for such incidental services.?
However, an adviser may also be a dual-registrant
under both the Advisers Act and the Exchange
Act and thus subject to both regimes.

The registration requirements, and thus the
conduct standards, only apply to advisers that
are required to register with the SEC because
they meet or exceed certain assets under man-
agement thresholds or, if applicable, do not
have a principal place of business in a state
that requires registration and examination by
such state.® In addition, some advisers can
voluntarily register with the SEC, including
pension consultants that advise benefit plans
with at least $200 million under management.”
For purposes of this article, we will assume an
adviser is subject to registration with the SEC
and thus the Advisers Act applies.

3. ERISA

ERISA establishes extensive fiduciary duty
and prohibited transaction provisions that
apply to any person who is a “fiduciary” with
respect to a “benefit plan” as defined in Section
3(3) of ERISA or a portion of the assets of that
plan as long as the plan is subject to the fidu-
ciary duty provisions of ERISA. A party may
also be a fiduciary with respect to an entity the
assets of which are deemed to be “plan assets”
as defined in Section 3(42) of ERISA and as
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determined under DOL Regulation section
2510.3-101 (as amended by Section 3(42) of
ERISA). Both “benefit plans” and “plan asset”
entities will be referred to as “plans” through-
out this article.

A determination of fiduciary status under
ERISA is based upon (i) a functional defini-
tion found in Section 3(21) of ERISA (com-
monly referred to as a “3(21) fiduciary”) and
(ii) the delegation of investment authority to
an “investment manager” as defined in ERISA
(commonly referred to as a “3(38) fiduciary™).
A person is a 3(21) fiduciary if he or she does
any of the following:

* Exercises any discretionary authority or dis-
cretionary control respecting management
of the plan;

* Exercises any authority or control respect-
ing management or disposition of the plan’s
assets;

* Renders investment advice with respect to
plan assets for a fee or other compensation, or
has any authority or responsibility to do so; or

* Has any discretionary authority or discre-
tionary responsibility in the administration
of the plan.

As noted above, this is a functional defini-
tion of fiduciary. As such, a person is a fidu-
ciary only if it performs one of the functions
described above and only to the extent it per-
forms such functions.

For purposes of the aforementioned func-
tional definition, a person will be a fiduciary
by reason of giving investment advice if the
person receives compensation for conducting
the following services:

* He or she makes recommendations regard-
ing the advisability of buying, selling, or re-
taining securities;

* He or she does so on a “regular basis” pur-
suant to an agreement that “such services
shall serve as the primary basis for invest-
ment decisions with respect to plan assets”;
and

* Such advice is individualized to the plan
taking into account factors such as invest-
ment policies, investment strategies, the
plan’s overall portfolio, or diversification of
plan investments.®

Importantly, the DOL is in the process of
revising the regulation establishing when a
person is providing “investment advice” for
purposes of determining fiduciary status.” The
result of the rulemaking process will likely be a
broadening of the definition of “fiduciary” for
purposes of ERISA. The impact of fiduciary
status on BDs and RIAs is discussed below.

A 3(38) fiduciary is an “investment man-
ager” as defined in Section 3(38) of ERISA
to whom investment discretion with respect
to all or a portion of a plan’s assets has been
delegated by another plan fiduciary pursu-
ant to Section 405(c)(1)(B) of ERISA. An
“investment manager” for this purpose is a
person who (i) has the “power to manage,
acquire, or dispose of any asset of a plan”;
(i1) falls into one of several specifically listed
financial institutions including an adviser
registered under the Advisers Act (but does
not include a BD); and (iii) acknowledges
in writing that it is a fiduciary. Section 405
allows the delegating fiduciary to shift a
significant portion of its potential liability
regarding investment management decisions
to the investment manager.

4. BDs and RIAs as ERISA Fiduciaries

For any financial professional or institu-
tion, many of which are well aware of their
registration obligations under the Exchange
Act and the Advisers Act, a key determination
is whether they are, or whether they want to be,
acting as a fiduciary for purposes of ERISA.
While a 3(38) fiduciary relationship will be
obvious because it is intentionally established
as such, a determination with respect to 3(21)
can be much more nuanced.

In many cases, a BD does not intend to be
a fiduciary for ERISA purposes. This will be
the case if a BD is simply making trades at the
direction of another plan fiduciary (such as
the employer, an investment committee, or an
investment manager) or a plan participant (such
as in the case of a 401(k) plan in which the par-
ticipant can direct account investments). DOL
regulations specifically provide that a registered
BD is not a fiduciary under these circumstances
as long as the BD is not affiliated (that is, not in
common control with) a fiduciary to the plan
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and the trade orders are very specific.l9 However,
the BD may become a fiduciary if it (i) assumes
too much discretion in making trades on behalf
of a plan (or a participant’s plan account) or
(i1) in making recommendations to a plan (or
a participant with an account in the plan) the
BD provides “investment advice.” A BD should
carefully review its trading operations to assure
that it is not becoming an ERISA fiduciary
inadvertently.

BDs are also advised to consider the impact
of any “investment advice” regulations pro-
posed by the DOL as those regulations will
likely be broadened in a way that will cause
BDs to become plan fiduciaries for purposes of
ERISA. Those regulations, for example, may
eliminate language from the current regulation
requiring the advice to be given on a “regular
basis”1! or serve as the “primary basis.”!2 Such
regulation may also overturn current DOL
guidance that the recommendation to rollover
plan assets to an IRA is not a fiduciary act.!3

RIAs, on the other hand, often operate
as ERISA fiduciaries. This is particularly so

when the RIA has discretion to manage plan
assets. However, ERISA fiduciary status may
not always be desired or intended even though
the RIA is otherwise subject to the Advisers
Act. For instance, if an RIA offers a standard
investment platform to all of its plan clients,
some RIAs may take the position that they
are not acting as a fiduciary for purposes
of ERISA because they do not have invest-
ment discretion and do not provide advice as
defined under current DOL regulations. In
fact, there is case law that may support this
position as long as another fiduciary (such
as the plan sponsor) approves the use of the
platform without receiving any advice from
the RIA.14 However, it is not clear whether a
platform provider that is an RIA would be able
to successfully take this position in all circum-
stances. Furthermore, any changes to the fidu-
ciary regulation under ERISA may result in
some RIAs being fiduciaries in circumstances
where they may not be so under current law.

The following table illustrates the applica-
bility of the respective statutes:

Registered Investment Adviser

Registered Broker Dealer

ERISA Fiduciary

In the absence of exemption,
the Advisers Act applies to an
“investment adviser,” who is
any person who—

» For compensation;

* Engages in the business of;

* Advising others, either
directly or through publica-
tions or writings, as to the
value of securities or as to
the advisability of investing
in, purchasing, or selling
securities, or issues analy-
ses or reports concerning
securities.

Specific exclusion for BD if
advice is incidental and no
special compensation is paid.

Small and some mid-sized
advisers subject to registration
at state level, thus state law
governs conduct.

In the absence of an
exemption, the Exchange Act
applies to a broker or dealer of
securities involved in interstate
commerce when effecting secu-
rities transactions or inducing
another party to enter into the
purchase or sale of securities.

“Broker”—person engaged
in the business of effecting
transactions in securities for
the account of others.

“Dealer”—person engaged
in the business of buying and
selling securities for such per-
son’s own account through a
broker or otherwise.

ERISA applies to any person
who does any of the following:

» Exercises any discretionary
authority or discretionary
control respecting manage-
ment of a plan;

* Exercises any authority or con-
trol respecting management or
disposition of the plan’s assets;

* Renders investment advice
with respect to plan assets
for a fee or other compen-
sation; or

» Has any discretionary
authority or discretionary
responsibility in the admin-
istration of the plan.

“Plan” is an employee ben-
efit plan subject to Part 4 of
Title I of ERISA and “plan
asset” entities with such ben-
efit plans as investors.
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Standards of Conduct under the
Exchange Act and the Advisers Act

Once a determination is made that a BD
or RIA is acting as an ERISA fiduciary, such
BD or RIA needs to understand the impact of
that status on how it makes trading or invest-
ment decisions on behalf of its clients. In so
doing, an understanding of how the standards
of conduct under the Exchange Act and the
Advisers Act compare to ERISA is helpful.

1. Exchange Act

The Exchange Act prohibits fraud, manipu-
lative, and similar kind of conduct in operating
as a BD. Such provisions have been interpreted
broadly by the courts and FINRA to encom-
pass extensive duties and responsibilities appli-
cable to BDs though federal law does not cre-
ate a fiduciary relationship between a BD and
its client. More specifically, a BD subject to
registration under the Exchange Act is prohib-
ited from causing a client to enter into a secu-
rities transaction “by means of any manipula-
tive, deceptive, or other fraudulent device or
contrivance.”!5 The Exchange Act also pro-
hibits the use by a BD of “any manipulative
or deceptive device or contrivance” contrary
to the rules established by the SEC or FINRA
designed to protect the interest of investors
engaging in securities transactions.!6

From the above antifraud provisions in the
Exchange Act, the courts and FINRA have
developed what is commonly referred to as
a “duty of fair dealing” applicable to a BD’s
activities. According to the Second Circuit, the
Exchange Act establishes a “special relationship”
between the BD and the client whereby the BD is
in a position of trust such that the client should
be able to assume statements made by the BD
are thoughtful and accurate. FINRA Rule 2010
also provides that a BD “in the conduct of its
business, shall observe high standards of com-
mercial honor and just and equitable principles
of trade.” Inherent in this duty of fair dealing
is a requirement that a BD make a “suitability”
determination with respect to securities transac-
tions it recommends to its customers.

FINRA Rule 2111 provides for three suit-
ability determinations including (i) “reasonable-
basis suitability,” (il) “customer-specific

suitability,” and (iii) “quantitative suitability,”
each of which is described below:

* Reasonable-Basis Suitability: With respect to
“reasonable-basis suitability,” the BD must
have a reasonable basis to believe, based on
reasonable diligence, that the recommenda-
tion is suitable for at least some investors.
Effectively, FINRA establishes a type of
threshold test that should be made before a
recommendation is made to any client.

*  Customer-Specific Suitability: As the name
implies, “customer-specific suitability” re-
quires the BD to make a determination
whether the recommendation is suitable
for the specific client given the specific cli-
ent’s investment profile. In making such
suitability determination, the BD should
look to facts such as the client's age, other
investments, financial situation and needs,
tax status, investment objectives, investment
experience, investment time horizon, liquid-
ity needs, risk tolerance, and other relevant
factors.

* Quantitative Suitability: Even if any single
recommendation with respect to a securi-
ties transaction would pass muster under
the “client-specific suitability” standard, a
BD who has actual or de facto control over
a customer account must also comply with
the “quantitative suitability” requirement.
As such, the BD must have a reasonable
basis for believing that a series of recom-
mended transactions is not excessive or oth-
erwise unsuitable for the client based upon
the client’s investment profile. For example,
excessive buy-sell transactions in a short
period of time (often referenced in the neg-
ative as “churning”) may not be suitable for
many clients upon considerations of turn-
over ratio and the sophistication level of the
client.

While the courts, SEC, or FINRA do not
suggest that a BD is acting as a fiduciary
when it recommends securities transactions
to clients, the duty of fair dealing and the
underlying suitability requirements certainly
hold BDs to a standard higher than merely not
defrauding their clients when making recom-
mendations with respect to securities transac-
tions. Rather, the BD must have a reasonable
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basis on which to make a recommendation
based upon the surrounding facts and circum-
stances.

The SEC and FINRA have also long-
recognized a duty of best execution, which is
derived “from common law agency principles
and fiduciary obligations.”!7 The SEC has
taken the position that this duty requires the
BD to “seek the most favorable terms reason-
ably available under the circumstances for
a customer's transaction.”!8 Among other
things, this duty requires the BD to (i) regu-
larly examine execution quality likely to be
obtained from the different markets or market
makers, (i) determine if different markets
may be more suitable for different types of
orders or particular securities, (iii) account
for any material differences between the price
improvement opportunities offered by mar-
kets or market makers, and (iv) account for
any material differences in execution qual-
ity among the various markets or market
centers to which limit orders may be routed.
BDs should also not allow payments to it
as an inducement for order flow to interfere
with its obligation to seek best execution.l®
FINRA Rule 5310 also sets forth the duty of
best execution and provides that a BD must
“use reasonable diligence to ascertain the best
market for the subject security and buy or sell
in such market so that the resultant price to
the customer is as favorable as possible under
prevailing market conditions.” The rule fur-
ther establishes what constitutes “reasonable
diligence” and other aspects of this duty.

The SEC and FINRA, through their
authority under the Exchange Act, regulate
several other areas of BD operations to assure
fraudulent, manipulative or deceitful conduct
does not occur and to otherwise uphold the
principles of fairness and truthfulness in the
profession discussed above. For example, BDs
may not engage in securities transactions,
or must make disclosures to clients before
doing so, when certain conflicts specified in
FINRA Rules are present. Such regulations
include Exchange Act Rule 15c¢1-5, which
requires a BD to disclose in writing any control
relationship or affiliation between the issuer
of a security and the BD, and Exchange Act
Rule 15¢1-6, which requires a BD to dis-
close in writing if it owns a security or has

a financial interest in a security that the BD
is recommending. FINRA has also imple-
mented similar rules including FINRA Rule
2262 (Disclosure of Control Relationship with
Issuer) and FINRA Rule 2269 (Disclosure
of Participation or Interest in Primary or
Secondary Distribution).

In summary, in addition to a general prohi-
bition against fraud, the Exchange Act, SEC
regulations, and FINRA establish a code of
conduct applicable to BDs that includes the
following:

* Duty to deal fairly with clients;

* Duty to make a suitability determination;

* Duty of best execution; and

* Duty to disclose conflicts in certain
situations.

The Exchange Act does not create a fidu-
ciary relationship between the BD and client
or an underlying duty of loyalty. Rather, a BD
is bound by a standard that requires it to act
honorably and fairly in its dealings with his or
her clients.

2. Advisers Act

The Advisers Act, as interpreted by the
Supreme Court and the SEC, imposes a fidu-
ciary duty on RIAs in dealing with clients and
prospective clients. Section 206 of the Advisers
Act provides that an RIA cannot (i) act in a
manner designed to manipulate, defraud, or
deceive its clients or prospective clients, or
(i1) engage in any course of conduct that will
have the effect of manipulating, defrauding,
or deceiving a client or prospective client.
After reviewing the legislative history, the US
Supreme Court interpreted the language in
the statute broadly to impose a fiduciary duty
on an RIA .20 Therefore, the Court concluded
that the Advisers Act establishes that the RTA
must “eliminate, or at least expose, all conflicts
of interest which might incline an investment
adviser—consciously or unconsciously—to
render advice which is not disinterested.”?!

In addition, the SEC has taken a similar
position and requires that as a fiduciary,
an RIA “must not put himself into a posi-
tion where his or her own interests may
come in conflict with those of his [client],”
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though there is an exception to this general
prohibition “where the [client] gives informed
consent to such dealings.”22 Part and parcel
to its fiduciary duty under the Advisers Act
is, according to the SEC, a duty of loyalty.
As such, an RIA must “serve the interests
of his client with undivided loyalty.”23 The
RIA should not make investment decisions,
including trades in securities, in a manner
that will benefit the RIA without first dis-
closing the existence of the conflict to the
client. The content and frequency of such
disclosure varies based upon the facts and
circumstances of the situation. In effect,
informed consent given by a client to the
RIA is permitted by the Advisers Act and
will overcome a breach of the duty of loyalty
owed by the RIA to the client.24

The SEC has also concluded that the fidu-
ciary duty requirements impose additional
duties on RIAs. One such duty is a determina-
tion of “suitability” in delivering investment
advice to a client.2> The SEC takes the posi-
tion that an RIA has a duty to make a reason-
able determination that investment advice is
suitable for the client based upon the client’s
financial situation, investment experience, and
investment objectives. Inherent in this suit-
ability requirement is that the RIA has a duty
to inquire as to the financial situation and
financial goals of the client and to periodi-
cally update this information to assure that the
advice is appropriate initially and throughout
the term of the investment. According to
the SEC, suitability determinations should
be made with respect to each piece of advice
and in the context of the client’s entire port-
folio.26 Seemingly connected to this suitabil-
ity requirement and its underlying duty of
inquiry is the SEC requirement that the RIA
have a reasonable independent basis for the
investment recommendations he or she makes
to his or her clients.2”

The SEC has also taken the position that
the fiduciary duty provisions of the Advisers
Act impose standards on RIAs when they have
the discretion to engage in brokerage transac-
tions on behalf of client accounts and they
have discretion to select the broker-dealers.
Specifically, the SEC states that RIAs who
have such discretion are required to seek “best
execution,” which means they are required

to seek the best price at which client account
trades could be executed in light of factors
such as dealer mark ups and mark downs, bro-
kerage commissions, and compensation paid
to the RIA by reason of its use of a particular
broker or dealer (including the receipt of soft
dollar payments).28

Regulations promulgated under Section 206
of the Advisers Act address specific instances
in which an RIA’s conduct will be considered
in compliance with Section 206 of the Advisers
Act. Such regulations include the following:

» Conduct of agency cross transactions;??

* Conduct of principal trades;30

* Custody of client funds or securities;3! and
* Proxy voting.32

Furthermore, while the Advisers Act does
not address the use of performance fees
in Section 206, the provisions in Section
205 addressing investment advisory agree-
ments generally prohibit any compensation
arrangement whereby the RIA’s compensa-
tion is based upon “a share of capital gains
upon or capital appreciation of the funds
or any portion of the funds of the client.”33
Notwithstanding this general prohibition, the
SEC’s regulations provide that an RIA will
not violate Section 205 by including in an
investment advisory agreement an arrange-
ment whereby compensation is determined on
the basis of a share of the capital gains upon,
or the capital appreciation of, the funds, or
any portion of the funds, of a client if the cli-
ent is a “qualified client.”34

In summary, Section 206 of the Advisers
Act prohibits conduct by an RIA that is
manipulative, fraudulent, or deceitful with
respect to a client or a prospective client. The
Supreme Court and the SEC have interpreted
Section 206 to establish a fiduciary relation-
ship between the RIA and its clients and
prospective clients. The following duties are
derived from that fiduciary relationship:

* Duty to disclose material facts;

* Duty to not engage in transactions involv-
ing a conflict of interest unless such con-
flicts are disclosed;

* Duty to determine suitability (including a
duty to inquire);
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* Duty of best execution; and
* Duty of loyalty.

The SEC has also promulgated regulations
under Section 206 of the Advisers Act that
address how certain transactions that raise
conflict of interest issues can be undertaken
without violating the Advisers Act.

Summary

As discussed above, the Exchange Act
and Advisers Act each provide for rigorous
standards of conduct that govern the activi-
ties of BDs and RIAs, as applicable. Both
BDs and RIAs are required to act fairly
and honestly with their clients. However,
the Advisers Act’s fiduciary requirements
appear to impose a heavier burden on RIAs
particularly with respect to disclosure of
conflicts of interest and other aspects of
their operations.

Part 2 of this article will explain that
ERISA, the regulations thereunder, and guid-
ance issued by the DOL establish an extensive
and strict standard of conduct pursuant to
which ERISA fiduciaries must operate. Such
standard of conduct essentially can be broken
down into three parts: (i) the general fiduciary
duty provisions, (ii) prohibitions against self-
dealing, and (iii) prohibitions against dealings
with parties in interest. Importantly, BDs and
RIAs that are ERISA fiduciaries should not
assume that compliance with the Exchange
Act or Advisers Act, as applicable, will lead
to compliance with ERISA. The courts
have interpreted ERISA’s prudence require-
ments to impose a fiduciary standard of care
that is one of the highest known under the
law. Furthermore, ERISA’s duty of loyalty,
when combined with ERISA’s self-dealing
prohibited transactions provisions, prohibit
ERISA fiduciaries from acting on behalf
of a plan when a conflict of interest exists
except in very limited circumstances. For
example, common transaction-based fees and
performance-based compensation arrange-
ments may not be permissible under ERISA
although permitted under the Exchange Act
and the Advisers Act. In addition, mere dis-
closure of a conflict of interest will never be
sufficient under ERISA.
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