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Overview

. When does the CPA as “Trusted Advisor”
become a fiduciary to the client?

. Legal/Regulatory professional standards

. Current Topics




Trusted Advisor - Define in context of
services we provide

e Mortgage refinancing consulting

e Buy new home or second home

e Gifting to children

e Company retirement plan design recommendation
* Rolling over maturing C/D

= Buying California Muni Bonds

« Asset allocation -
- Mutual funds
- Stocks; Bonds Silver Oak

CPA as Trusted Advisor - Define in
context of services we provide

e Tax & Estate Planning

e Business succession planning

e Investment Mgmt.

* Retirement Planning
e Long-term care insurance
« Insurance recommendations (Life; Disability)

= Personal Financial Planning

Silver Oak




The CPA As Trusted Advisor - What

Do We Mean

= General concepts and definitions

e ===

We are worthy of trust:

Honest: Have Integrity & Ethics X—/gig @

Reliable
Competent/Having Expertise

Independent & Objective

Loyal:
e Place client’s interests first

Silver Oak

Trusted Advisor - Define by Professional

Standards

1. State Board of Acctcy - Ethics Rules
2.

AICPA Code of Ethics

e Rule 102: Integrity & Objectivity

- Requires a member to maintain objectivity
and integrity, and be free of conflicts of
interest

Silver Oak




Trusted Advisor - Define by Professional
Standards - AICPA Rules (Cont’d)

e Rule 201: General Standards:
- Due Professional Care
- Professional Competence

» Rule 202: Compliance with Standards
- Statements On Responsibility in PFP (SORs)

3. NASD Code of Conduct

Silver Oak

The CPA as Fiduciary —
SEC Issues

4. SEC Code of Ethics: Now requires RIAs to
acknowledge Fiduciary status

5. SEC “Merrill Lynch Rule”: Holding out as
a financial planner produces Fiduciary
liability.

Silver Oak




Trusted Advisor - Define by Professional
Standards (Cont’d)

e AICPA Rule 503 Commissions -

- Okay, as long as the fees are disclosed in writing and
various prohibited services are not performed.

- However, you still are prohibited from accepting any
fee or commission solely for referral of a client to a
third party.

- Query: Is there a fatal flaw meeting Rule 102
requirement for objectivity?

Silver Oak

SEC “Merrill Lynch” Rule

+ Clients of broker-dealers charging a separate fee or contracting
separately for investment advisory services are considered advisory
clients.

+ All discretionary accounts, regardless of the manner of
compensation, are considered advisory accounts.

» Broker-dealers will not be able to rely on the exception to
registration as an investment adviser if they hold themselves out to
the public as financial planners, as providing financial planning
services, or by delivering a financial plan.

Silver Oak
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The CPA as Fiduciary —
SEC Release IA 1092

IA 1092 (Appendix A):

Staff Interpretation of applicability of the Investment

Advisers Act to Financial Planners

Provide uniform interpretations of the application of federal
and state adviser laws to financial planners and other

persons.

Silver Oak
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The CPA as Fiduciary —
SEC Release |IA 1092

» Financial planning involves providing a variety
of advisory services to individuals or families
regarding the management of their financial

resources

* The plan includes recommendations: obtain
insurance, establish an IRA, increase or
decrease savings, or invest in securities.

Silver Oak

12




The CPA as Fiduciary —
SEC Release IA 1092

- A financial planner may develop tax or
estate plans for clients.

 Compensation arrangements include:
— Flat fee for planning
— Hourly fees
— Commissions
— Business manager fees

Silver Oak
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The CPA as Fiduciary —
SEC Release |IA 1092

* “A determination as to whether a person
providing financial planning, pension consulting,
or other integrated advisory services is an
investment adviser will depend upon whether
such person:

(1) provides advice, or issues reports or analyses
regarding securities;

(2) is in the business of providing such services;
and

(3) provides such services for compensation.*
Silver Oak]
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The CPA as Fiduciary —
SEC Release IA 1092

« “The staff believes that a person who:
 Provides advice,

e Issues reports or analyses,
 Which concern securities, but which

may or may not relate to specific securities,

e Generally is an investment adviser
under Section 202(a)(11).”

Silver Oak
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The CPA As Fiduciary

e Formal Fiduciary Status
- Trustees
e Uniform Prudent Investor Act (UPIA)

- Other Fiduciaries: Executors, Conservators,
Guardians, Money Managers, Directors/Board
* ERISA

- Explicit & Functional Fiduciaries

< Informal Fiduciary Status - Facts & Circumstances
- CPA Financial Planner

- CPA Financial Advisor

- CPA Retirement Planner...

Silver Oak
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The CPA as Fiduciary —
AICPA White Paper

1. An advisor to an ERISA plan

2. Trustees are Fiduciaries to primary and
secondary beneficiaries

3. Fiduciary responsibility when:
a. High degree of reliance/trust

b. Client reasonably can expect “good faith”,
defined as advisor acting in best interest of client

Silver Oak
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The CPA as Fiduciary —
AICPA Whitepaper

4. Fiduciary relationship based on a
relationship of trust and high level of reliance
on advice provided
a. Marketing services as “Trusted Advisor” may

establish criteria necessary for Fiduciary status
(See H&R Block case)

b. Important to limit engagement letter to specific
advice or assets to avoid broader Fiduciary
duties and liability

Silver Oak
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Fiduciary Liability

1. Burden of Proof shifts
a. Normally the defendant is innocent until proven
guilty
b. The Fiduciary is not given this presumption

c. Planner needs to prove conduct met highest
standards of care, loyalty, prudence and good
faith

d. Documentation is critical (i.e., Prudent Process)
2. Statute of Limitations different
a. Can move to years after discovery of the breach

Silver Oak
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Fiduciary Liability

3. Standard of Liability for a breach of fiduciary
duty is easier to establish than other causes
of action

4. Remedies greater

a. Courts more likely to award extraordinary
damages and disgorgement of profits

5. Courts are expanding Fiduciary status net

6. Incidental investment advice, while not
requiring SEC registration, may cause
Fiduciary status (see IA 1092)

Silver Oak
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The CPA as Fiduciary —

AICPA Whitepaper

1. Courts have identified criteria:

a.
b.

Client entrusts substantial control over financial affairs
Client exhibits a high degree of reliance on advisor’'s
recommendation

There exists a disparity in relative levels of understanding
between CPA & client

Advisor has broad discretion over control and management
of assets in question

Form of compensation can have impact

1. Commission may indicate agency relationship only

2. Fee for service connotes expectation of independent,
objective advice

Silver Oak
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The CPA As Fiduciary

o Duffy v. Cavalier

(1989) 215 Cal.App.3d 1517 , 264 Cal.Rptr. 740 [No. A035279.
Court of Appeals of California, First Appellate District, Division
Three. November 27, 1989.]

* The initial complaint included a cause of

action based on ERISA, alleging that appellants had
violated their fiduciary responsibilities under that act.

» Appellants demurred, alleging that "in this case
[respondents'] claims have no relationship to the
Congressional intent behind ERISA.*

Silver Oak
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The Duffy Case

* Thereafter, the case went to trial

— Issues of breach of fiduciary duty. The jury found
against appellants on breach of fiduciary duty.

* In appeal, appellants argued the trial court made errors

regarding the existence and extent of a stockbroker's
fiduciary duty to customers.

» The appellate court rejected this argument,

- The individual stockbroker and his employer "were
acting as financial advisors to plaintiff and that the

plaintiff placed great trust and confidence in them

and relied upon them.”

Silver Oak
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The Twomey Case

* The leading California case on the issue of a
stockbroker's fiduciary duty is Twomey v. Mitchum,

Jones & Templeton, Inc. (hereafter Twomey) (1968) 262

Cal.App.2d 690 [69 Cal.Rptr. 222].

* In Twomey, a widow brought suit against an individual

stockbroker and the firm for which he worked, alleging, inter
alia, breach of fiduciary duty in the handling of her account.

* The defend
daily to discus &
recommendal \

ollowed his

Silver Oak

xd the widow almost
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The Twomey Case

The Twomey court's statement of the extent of a
stockbroker's fiduciary duty is as clear as it is broad.

'‘Confidential and fiduciary relations are, in law,
synonymous, and may be said to exist whenever trust
and confidence is reposed by one person in the
integrity and fidelity of another. ..." [Citations.] ... 'An
agent is a fiduciary. His [or her] obligation of diligent and
faithful service is the same as that imposed upon a
trustee.

Silver Oak
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ERISA & Retirement Plan Trustees

— Fiduciary Status

DOL'’s Position, as filed in Enron Case:

Members of a plan committee

Officers & directors who appoint members

Corporate officers can be fiduciaries if they
make decisions about the plan

Plan fiduciaries responsible for the prudence of
investments offered & how participants use
investments Silver Oak|
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Who Needs To Follow a Prudent
Process of Investing:
Trustees of Private Trusts

Ttees of Foundations & Charitable Trusts

Fiduciaries — Delegated Authority
- Corp. Directors; Officers
Professional Advisors
- Relationship
- Degree of Trust

Silver Oak
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AICPA FIDUCIARY SUPPORT

1. “Prudent Investment Practices - A Handbook
for Investment Fiduciaries”

e Establishes a Prudent Process of Investing
« Cites all current cases, regs, and law

e Provides a safe-harbor for the CPA Advisor

2. Statements on Responsibilities in Personal
Financial Planning (SORs)

Silver Oak
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yvestment
Iractices

Prudent
P]r-

ﬁ]Handbook for |

ilver .(‘)ak
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Prudent Investment Practices

* The Investment Process
— Five Steps
— Seven Uniform Fiduciary Standards of Care
— 22 Investment Practices (originally 27)

* Prudent Process of Investing
— AICPA Fiduciary Handbook
» Co-Produced with Center for Fiduciary Studies
» www.cfstudies.com
» Or: www.AICPA.org/PFP

Silver .Oak
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Prudent Process of Investing

7 Fiduciary Standards of Care

1. Know standards, laws, & trust provisions
2. Diversify to risk/return profile of client

* Modern Portfolio Theory
3. Prepare Investment Policy Statement

4. Delegate to “Prudent Experts”

* UPIA requires delegation of investment
decisions if trustee does not have expertise

Silver Oak
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Prudent Process of Investing

7 Fiduciary Standards of Care

5. Control & account for investment
expenses

6. Monitor activities of “prudent experts”

7. Avoid conflicts of interest

Silver Oak
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Five Step Investment Management
Process (Prudent Process)

Analyze
Current
Position
Step 1 ) X
Diversify -
Allocate
Portfolio
Step 2
Formalize
Investment
Policy Rebalance
Step 3
Implement
Policy

Step 4
Monitor and

Supervise
Step 5

Silver Oak
33

Statements on Responsibility in
Personal Financial Planning

 PFP engagement defined as those that
involve:
* Developing strategies
* Making recommendations

* To assist client in defining & achieving personal
financial goals

 PFP may also include:
e Assist client to take action on planning decision
* Monitoring progress in achieving goals
» Updating & revising planning decisions

Silver Oak
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Statements on Responsibility in
Personal Financial Planning

 PFP engagement may:
» Address all of a client’s financial goals
* Or a limited number of goals

» Critical for the CPA to:
* Follow prudent investment practices

* Understand fiduciary status
* Meet standards of care in Industry

Silver Oak
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The END - THANK YOUI!

AICPA FIDUCIARY SUPPORT:
PFP.AICPA.ORG

Financial Literacy - “FeedthePig.org”

§\;

i £ 'hl'

Silver Oak
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SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

[Rel. No. IA-1092]

Applicability of the Investment Advisers Act to Financial Planners, Pension
Consultants, and Other Persons Who Provide Investment Advisory Services as a
Component of Other Financial Services.

ACTION: Statement of staff interpretive position.

SUMMARY: The Commission is publishing the views of the staff of the Division of
Investment Management on the applicability of the Investment Advisers Act of 1940 to
financial planners and other persons who provide investment advice as a component of
other financial services. The views expressed in this statement were developed jointly
by Division staff and the North American Securities Administrators Association, Inc.
("NASAA") to update Investment Advisers Act Release No. 770 and provide uniform
interpretations of the application of federal and state adviser laws to financial planners
and other persons. The revised statement clarifies, among other things, the "business"
element of the definition of investment adviser.

SUPPLEMENTARY INFORMATION:

Since the Commission published Investment Advisers Act Rel. No. 770 (Aug. 13, 1981)
("IA-770"), the Commission and NASAA have worked together to promote more
uniform regulation of investment advisers under federal and state securities laws. At
the federal level, advisers are regulated under the Investment Advisers Act of 1940
("Advisers Act"). Approximately 40 states regulate the activities of advisers under state
adviser laws that typically are substantially similar to the Advisers Act. The staff of the
Division and the NASAA Financial Planners/Investment Advisers Committee jointly
developed the views stated in this release to provide uniform interpretations about the
applicability of federal and state adviser laws to the activities of financial planners and
other persons. While the views being published are based substantially on IA-770, this
release revises IA-770 in some respects. Specifically, the revised release provides
additional guidance on the fiduciary responsibilities of advisers, clarifies the "business"
element of the definition of investment adviser, and supplements the views contained
in IA-770 by references to interpretive letters issued by the Division since IA-770 was

published.

I. BACKGROUND



Financial planning typically involves providing a variety of services, principally
advisory in nature, to individuals or families regarding the management of their
financial resources based upon an analysis of individual client needs. Generally,
financial planning services involve preparing a financial program for a client based on
the client's financial circumstances and objectives. This information normally would
cover present and anticipated assets and liabilities, including insurance, savings,
investments, and anticipated retirement or other employee benefits. The program
developed for the client usually includes general recommendations for a course of
activity, or specific actions, to be taken by the client. For example, recommendations
may be made that the client obtain insurance or revise existing coverage, establish an
individual retirement account, increase or decrease funds held in savings accounts, or
invest funds in securities. A financial planner may develop tax or estate plans for
clients or refer clients to an accountant or attorney for these services.

The provider of such financial planning services in most cases assists the client in
implementing the recommended program by, among other things, making specific
recommendations to carry out the general recommendations of the program, or by
selling the client insurance products, securities, or other investments. The financial
planner may also review the client's program periodically and recommend revisions.
Persons providing such financial planning services use various compensation
arrangements. Some financial planners charge clients an overall fee for developing an
individual client program while others charge clients an hourly fee. In some instances
financial planners are compensated, in whole or in part, by commissions on the sale to
the client of insurance products, interests in real estate, securities (such as common
stocks, bonds, limited partnership interests, and mutual funds), or other investments.

A second common form of service relating to financial matters is provided by "pension
consultants" who typically offer, in addition to administrative services, a variety of
advisory services to employee benefit plans and their fiduciaries based upon an analysis
of the needs of the plan. These advisory services may include advice as to the types of
funding media available to provide plan benefits, general recommendations as to what
portion of plan assets should be invested in various investment media, including
securities, and, in some cases, recommendations regarding investment in specific
securities or other investments. Pension consultants may also assist plan fiduciaries in
determining plan investment objectives and policies and in designing funding media
for the plan. They may also provide general or specific advice to plan fiduciaries as to
the selection or retention of persons to manage the assets of the plan.! Persons
providing these services to plans are customarily compensated for their services
through fees paid by the plan, its sponsor, or other persons; by means of sales
commissions on the sale of insurance products or investments to the plan; or through a
combination of fees and commissions.



Another form of financial advisory service is that provided by persons offering a variety
of financially related services to entertainers or athletes based upon the needs of the
individual client. Such persons, who often use the designation "sports representative"
or "entertainment representative," offer a number of services to clients, including the
negotiation of employment contracts and development of promotional opportunities for
the client, as well as advisory services related to investments, tax planning, or budget
and money management. Some persons providing these services to clients may assume
discretion over all or a portion of a client's funds by collecting income, paying bills, and
making investments for the client. Sports or entertainment representatives are
customarily compensated for their services primarily through fees charged for
negotiation of employment contracts but may also receive compensation in the form of
fixed charges or hourly fees for other services provided, including investment advisory
services.

There are other persons who, while not falling precisely into one of the foregoing
categories, provide financial advisory services. As discussed below, financial planners,
pension consultants, sports or entertainment representatives or other persons providing
financial advisory services, may be investment advisers within the meaning of the
Advisers Act, state adviser laws, or both.

II. STATUS AS AN INVESTMENT ADVISER
A. Definition of Investment Adviser
Section 202(a)(11) of the Advisers Act defines the term "investment adviser" to mean:

... any person who, for compensation, engages in the business of advising
others, either directly or through publications or writings, as to the value
of securities or as to the advisability of investing in, purchasing, or selling
securities, or who, for compensation and as part of a regular business,
issues or promulgates analyses or reports concerning securities. . .

Whether a person providing financially related services of the type discussed in this
release is an investment adviser within the meaning of the Advisers Act depends upon
all the relevant facts and circumstances. As a general matter, if the activities of any
person providing integrated advisory services satisfy the elements of the definition, the
person would be an investment adviser within the meaning of the Advisers Act, unless
entitled to rely on one of the exclusions from the definition of investment adviser in
clauses (A) to (F) of Section 202(a)(11).2 A determination as to whether a person
providing financial planning, pension consulting, or other integrated advisory services
is an investment adviser will depend upon whether such person: (1) provides advice,
or issues reports or analyses, regarding securities; (2) is in the business of providing



such services; and (3) provides such services for compensation. These three elements
are discussed below.

1. Advice or Analyses Concerning Securities

It would seem apparent that a person who gives advice or makes recommendations or
issues reports or analyses with respect to specific securities is an investment adviser
under Section 202(a)(11), assuming the other elements of the definition of investment
adviser are met, i.e., that such services are performed as a part of a business and for
compensation. However, it has been asked on a number of occasions whether advice,
recommendations, or reports that do not pertain to specific securities satisfy this
element of the definition. The staff believes that a person who provides advice, or
issues or promulgates reports or analyses, which concern securities, but which do not
relate to specific securities, generally is an investment adviser under Section 202(a)(11),
assuming the services are performed as part of a business® and for compensation. The
staff has interpreted the definition of investment adviser to include persons who advise
clients concerning the relative advantages and disadvantages of investing in securities
in general as compared to other investments* A person who, in the course of
developing a financial program for a client, advises a client as to the desirability of
investing in, purchasing or selling securities, as opposed to, or in relation to, any non-
securities investment or financial vehicle would also be "advising" others within the
meaning of Section 202(a)(11).> Similarly, a person who advises employee benefit plans
on funding plan benefits by investing in, purchasing, or selling securities, as opposed
to, or in addition to, insurance products, real estate not involving securities, or other
funding media, would be "advising" others within the meaning of Section 202(a)(11). A
person providing advice to a client as to the selection or retention of an investment
manager or managers also, under certain circumstances, would be deemed to be
"advising" others within the meaning of Section 202(a)(11).

2. The "Business" Standard

Under section 202(a)(11), an investment adviser is one who, for compensation, (1)
engages in the business of advising others as to the value of securities or as to the
advisability of investing in, purchasing, or selling securities, or, alternatively, (2) issues
or promulgates reports or analyses concerning securities as part of a regular business.
Each of these two alternatives in the statutory definition of investment adviser contains
a business test -- one involves "engaging in the business" of advising others while the
other involves issuing reports about securities as "part of a regular business." While the
"business" standards established under Section 202(a)(11) are phrased somewhat
differently, it is the staff's opinion that they should be interpreted in the same manner.
In both cases, the determination to be made is whether the degree of the person's
advisory activities constitutes being "in the business" of an investment adviser. The
giving of advice need not constitute the principal business activity or any particular
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portion of the business activities of a person in order for the person to be an investment
adviser under Section 202(a)(11). The giving of advice need only be done on such a
basis that it constitutes a business activity occurring with some regularity. The
frequency of the activity is a factor, but is not determinative.

Whether a person giving advice about securities for compensation would be "in the
business" of doing so, depends upon all relevant facts and circumstances. The staff
considers a person to be "in the business" of providing advice if the person: (i) holds
himself out as an investment adviser or as one who provides investment advice, (ii)
receives any separate or additional compensation that represents a clearly definable
charge for providing advice about securities, regardless of whether the compensation is
separate from or included within any overall compensation, or receives transaction-
based compensation if the client implements the investment advice, or (iii) on anything
other than rare, isolated and non-periodic instances, provides specific investment
advice.” For the purposes of (iii) above, "specific investment advice" includes a
recommendation, analysis or report about specific securities or specific categories of
securities (e.g., industrial development bonds, mutual funds, or medical technology
stocks). It includes a recommendation that a client allocate certain percentages of his
assets to life insurance, high yielding bonds, and mutual funds or particular types of
mutual funds such as growth stock funds or money market funds. However, specific
investment advice does not include advice limited to a general recommendation to
allocate assets in securities, life insurance, and tangible assets.

In applying the foregoing tests, the staff may consider other financial services activities
offered to clients. For example, if a financial planner structures his planning so as to
give only generic, non-specific investment advice as a financial planner, but then gives
specific securities advice in his capacity as a registered representative of a dealer or as
agent of an insurance company, the person would not be able to assert that he was not
"in the business" of giving investment advice. See discussion of the broker-dealer
exception set forth in Section 202(a)(11)(C) of the Advisers Act, infra. In the staff's view,
it is necessary to consider these other financial services activities. Section 208(d) of the
Advisers Act makes it illegal for someone to do indirectly under the Advisers Act what
cannot be done directly.

3. Compensation

The definition of investment adviser applies to persons who give investment advice for
compensation. This compensation element is satisfied by the receipt of any economic
benefit, whether in the form of an advisory fee or some other fee relating to the total
services rendered, commissions, or some combination of the foregoing. It is not
necessary that a person who provides investment advisory and other services to a client
charge a separate fee for the investment advisory portion of the total services. The
compensation element is satisfied if a single fee is charged for a number of different
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services, including investment advice or the issuing of reports or analyses concerning
securities within the meaning of the Advisers Act® As discussed above, however, the
fact that no separate fee is charged for the investment advisory portion of the service
could be relevant to whether the person is "in the business" of giving investment advice.

It is not necessary that an adviser's compensation be paid directly by the person
receiving investment advisory services, but only that the investment adviser receive
compensation from some source for his services.” Accordingly, a person providing a
variety of services to a client, including investment advisory services, for which the
person receives any economic benefit, for example, by receipt of a single fee or
commissions upon the sale to the client of insurance products or investments, would be
performing such advisory services "for compensation" within the meaning of Section
202(a)(11) of the Advisers Act.10

B. Exclusions From Definition of Investment Adviser

Clauses (A) to (E) of Section 202(a)(11) of the Advisers Act set forth limited exclusions
from the definition of investment adviser available to certain persons.! Whether an
exclusion from the definition of investment adviser is available to any financial planner,
pension consultant or other person providing investment advisory services within the
meaning of Section 202(a)(11), depends upon the relevant facts and circumstances.

A person relying on an exclusion from the definition of investment adviser must meet
all of the requirements of the exclusion. The staff's view is that the exclusion contained
in Section 202(a)(11)(B) is not available, for example, to a lawyer or accountant who
holds himself out to the public as providing financial planning, pension consulting, or
other financial advisory services. In such a case it would appear that the performance
of investment advisory services by the person would not be incidental to his practice as
a lawyer or accountant.’? Similarly, the exclusion for brokers or dealers contained in
Section 202(a)(11)(C) would not be available to a broker or dealer, or associated person
of a broker or dealer, acting within the scope of the business of a broker or dealer, if the
person receives any special compensation for providing investment advisory services.13
Moreover, the exclusion from the definition of investment adviser contained in Section
202(a)(11)(C) is only available to an associated person of a broker or dealer or
"registered representative" who provides investment advisory services to clients within
the scope of the person's employment with the broker or dealer.* For example, if a
registered representative provides advice independent of, or separate from, his broker
or dealer employer such as by establishing a separate financial planning practice, then
he could not rely on the exclusion because his investment advisory activities would not
be subject to control by his broker or dealer employer.!> Similarly, the exclusion would
be unavailable if he provides advice without the knowledge and approval of his
employer because in that capacity his advisory activities would, by definition, be
outside the control of his employer.1¢
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III. REGISTRATION AS AN INVESTMENT ADVISER

Any person who is an investment adviser within the meaning of Section 202(a)(11) of
the Advisers Act, who is not excluded from the definition of investment adviser by
virtue of one of the exclusions in Section 202(a)(11), and who makes use of the mails or
any instrumentality of interstate commerce in connection with the person's business as
an investment adviser, is required by Section 203(a) of the Advisers Act to register with
the Commission as an investment adviser unless specifically exempted from
registration by Section 203(b) of the Advisers Act.l” Also, any person who is an
investment adviser within the meaning of any state investment adviser definition, and
who is not excluded from that definition, may be required to register with that state.
The materials necessary for registering with the Commission as an investment adviser
can be obtained by writing the Publications Unit, Securities and Exchange Commission,
Washington, D.C., 20549. As to the various states, persons should contact the office of
the state securities administrator in the state in which they must register to obtain the
necessary materials.

IV. APPLICATION OF ANTIFRAUD PROVISIONS

The antifraud provisions of Section 206 of the Advisers Act [15 U.S.C. 80b-6], and the
rules adopted by the Commission thereunder, apply to any person who is an
investment adviser as defined in the Advisers Act, whether or not the person is
required to be registered with the Commission as an investment adviser.!® Sections
206(1) and (2) of the Advisers Act, upon which many state antifraud provisions are
patterned, make it unlawful for an investment adviser, directly or any indirectly, to
"employ any device, scheme, or artifice to defraud client or prospective client" or to
"engage in any transaction, practice, or course of business which operates as a fraud or
deceit upon any client or prospective client."l® An investment adviser is a fiduciary
who owes his clients "an affirmative duty of 'utmost good faith, and full and fair'
disclosure of all material facts."?® The Supreme Court has stated that a "[f]ailure to
disclose material facts must be deemed fraud or deceit within its intended meaning, for,
as the experience of the 1920's and 1930's amply reveals, the darkness and ignorance of
commercial secrecy are the conditions under which predatory practices best thrive."?!
Accordingly, the duty of an investment adviser to refrain from fraudulent conduct
includes an obligation to disclose material facts to his clients whenever the failure to do
so would defraud or operate as a fraud or deceit upon any client or prospective client.
In this connection the adviser's duty to disclose material facts is particularly pertinent
whenever the adviser is in a situation involving a conflict, or potential conflict, of
interest with a client.

The type of disclosure required by an investment adviser who has a potential conflict of
interest with a client will depend upon all the facts and circumstances. As a general
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matter, an adviser must disclose to clients all material facts regarding the potential
conflict of interest so that the client can make an informed decision as to whether to
enter into or continue an advisory relationship with the adviser or whether to take some
action to protect himself against the specific conflict of interest involved. The following
examples, which have been selected from cases and staff interpretive and no-action
letters, illustrate the scope of the duty to disclose material information to clients in
certain common situations involving conflicts of interests.

The advisers' duty to disclose material facts includes the duty to disclose the various
capacities in which he might act when dealing with any particular client. For example,
an adviser who intends to implement the financial plans he prepares for clients, in
whole or part, through the broker or dealer or insurance company with whom the
adviser is associated, should inform a client that in implementing the plan the adviser
will also act as agent for the broker or dealer or the insurance company.??

An investment adviser who is also a registered representative of a broker or dealer and
provides investment advisory services outside the scope of his employment with the
broker or dealer must disclose to his advisory clients that his advisory activities are
independent from his employment with the broker or dealer.??> Additional disclosures
would be required, depending on the circumstances, if the investment adviser
recommends that his clients execute securities transactions through the broker or dealer
with which the investment adviser is associated. For example, the investment adviser
would be required to disclose fully the nature and extent of any interest the investment
adviser has in such recommendation, including any compensation the investment
adviser would receive from his employer in connection with the transaction.?* In
addition, the investment adviser would be required to inform his clients of their ability
to execute recommended transactions through other brokers or dealers.?> A financial
planner who will recommend or use only the financial products offered by his broker or
dealer employer when implementing financial plans for clients should disclose this
practice to clients?® and inform clients that the plan may be limited by the products
offered by the broker or dealer. Finally, the Commission has stated that "an investment
adviser must not effect transactions in which he has a personal interest in a manner that
could result in preferring his own interest to that of his advisory clients."?

An investment adviser who structures his personal securities transactions to trade on
the market impact caused by his recommendations to clients must disclose this practice
to clients.? An investment adviser generally also must disclose if his personal securities
transactions are inconsistent with the advice given to clients.?® Finally, an investment
adviser must disclose compensation received from the issuer of a security being
recommended.3°

Unlike other general antifraud provisions in the federal securities laws which apply to
conduct "in the offer or sale of any securities"3! or "in connection with the purchase or



sale of any security,"3? the pertinent provisions of Section 206 do not refer to dealings in
securities but are stated in terms of the effect or potential effect of prohibited conduct on
the client. Specifically, Section 206(1) prohibits "any device, scheme, or artifice to
defraud any client or prospective client," and Section 206(2) prohibits "any transaction,
practice, or course of business which operates as a fraud or deceit upon any client or
prospective client." In this regard, the Commission has applied Sections 206(1) and (2)
in circumstances in which the fraudulent conduct arose out of the investment advisory
relationship between an investment adviser and its clients, even though the conduct
does not involve a securities transaction. For example, in an administrative proceeding
brought by the Commission against an investment adviser, the respondent consented to
a finding by the Commission that the respondent had violated Sections 206(1) and (2)
by persuading its clients to guarantee its bank loans and ultimately to post their
securities as collateral for its loans without disclosing the adviser's deteriorating
financial condition, negative net worth, and other outstanding loans.3®> Moreover, the
staff has taken the position that an investment adviser who sells non-securities
investments to clients must, under Sections 206(1) and (2), disclose to clients and
prospective clients all its interests in the sale to them of such non-securities
investments.34

V. NEED FOR INTERPRETIVE ADVICE

The general interpretive guidance provided in this release should facilitate greater
compliance with the Advisers Act and the investment adviser laws of the states. The
staff of the Commission will respond to routine requests for no-action or interpretive
advice relating to the status of persons engaged in the types of businesses described in
this release by referring persons making the requests to the release, unless the requests
present novel factual or interpretive issues such as material departures from the nature
and type of services and compensation arrangements discussed above. Requests for no-
action or interpretive advice from the staff of the Commission should be submitted in
accordance with the procedures set forth in Investment Advisers Act Release No. 281
(Jan. 25, 1971). As to requests for no-action or interpretive advice from the states,
persons should contact the various state securities departments to inquire as to their
procedures.

Accordingly, Part 276 of Chapter 11 of Title 17 of the Code of Federal Regulations is
amended by adding Investment Advisers Act Release No. IA-1092, Statement of the
staff as to the applicability of the Investment Advisers Act to financial planners, pension
consultants, and other persons who provide investment advisory services as a
component of other financial services, which supersedes 1A-770.

By the Commission.

Jonathan G. Katz



Secretary

DATE: October 8, 1987

1 The authority to manage all or a portion of a plan's assets often is delegated to a person who qualifies as
an "investment manager" under the Employee Retirement Income Security Act of 1974 [29 U.S.C. 1001 et
seq.]. Under that statute, which is applicable to private sector pension and welfare benefit plans, an
"investment manager" must be a registered investment adviser under the Advisers Act, a bank as defined
in the Advisers Act, or an insurance company that is qualified to perform services as an investment
manager under the laws of more than one state.

2 See discussion of Section 202(a)(11)(A) to (F) in Section IIB, infia.

? In this regard, as discussed in detail below, it is the staff's view that a person who gives advice or prepares analyses
concerning securities generally may, nevertheless, not be "in the business" of doing so and, therefore, will not be
considered an "investment adviser" as that term is used in Section 202(a)(11).

* See, e.g., Richard K. May (pub. avail. Dec. 11, 1979).
> See, e.g., Thomas Beard (pub. avail. May 8, 1975); Sinclair-deMarinis Inc. (pub. avail. May 1, 1981).

6 See, e.g., FPC Securities Corp. (pub. avail. Dec. 1, 1974) (program to assist client in selection and retention of
investment manager by, among other things, recommending investment managers to clients, monitoring and
evaluating the performance of a client's investment manager, and advising client as to the retention of such
manager); William Bye Co. (pub. avail. Apr. 26, 1973) (program involving recommendations to client as to selection
and retention of investment manager based upon client's investment objectives and periodic monitoring and
evaluation of investment manager's performance). On occasion in the past the staff has taken no-action positions
with respect to certain situations involving persons providing advice to clients as to the selection or retention of
investment managers. See, e.g., Sebastian Associates, Ltd., (pub. avail. Aug. 7, 1975) (provision of assistance to
clients in obtaining and coordinating the services of various professionals such as tax attorneys and investment
advisers, including referring clients to such professionals, in connection with business as agent for clients with
respect to negotiation of employment and promotional contracts); Hudson Valley Planning Inc. (pub. avail. Feb. 25,
1978) (provision of names of several investment managers to client upon request, without recommendation, in
connection with business of providing administrative services to employee benefit plans.)

7 See Zinn v. Parish, 644 F.2d 360 (7th Cir. 1981).

¥ See, e.g., FINESCO (pub. avail. Dec. 11, 1979).

? See, e.g., Warren H. Livingston (pub. avail. Mar. 8, 1980).

1% Section 202(a)(11)(C) of the Advisers Act excludes from the definition of investment adviser a broker or dealer
who performs investment advisory services that are incidental to the conduct of its broker or dealer business and
who receives no special compensation therefor. See discussion of Section 202(a)(11)(C), infra.

' Section 202(a)(11) provides that the definition of investment adviser does not include:

(A) a bank, or any bank holding company as defined in the Bank Holding Company Act of 1956, which is not an
investment company;

(B) any lawyer, accountant, engineer or teacher whose performance of such [advisory] services is solely incidental
to the practice of his profession;



(C) any broker or dealer whose performance of such [advisory] services is solely incidental to the conduct of his
business as a broker or dealer and who receives no special compensation therefor;

(D) the publisher of any bona fide newspaper, news magazine or business or financial publication of general and
regular circulation;

(E) any person whose advice, analyses, or reports related to no securities other than securities which are direct
obligations of or obligations guaranteed as to principal or interest by the United States, or securities issued or
guaranteed by corporations in which the United States has a direct or indirect interest which shall be designated by
the Secretary of the Treasury, pursuant to Section 3(a)(12) of the Securities Exchange Act of 1934, as exempted
securities for the purposes of that Act. . . .

Section 202(a)(11)(F) excludes from the definition of investment adviser "such other persons not within the intent of
this paragraph, as the Commission may designate by rules and regulations or order."

12 See, e.g., Mortimer M. Lerner (pub. avail. Feb. 15, 1980); David R. Markley (pub. avail. Feb. 8, 1985); Hauk,
Soule & Fasani, P.C. (pub. avail. May 1, 1986). The "professional" exclusion provided in Section 202(a)(11)(B) by
its terms is only available to lawyers, accountants, engineers, and teachers. A person engaged in a profession other
than one of those enumerated in Section 202(a)(11)(B) who performs investment advisory services would be an
investment adviser within the meaning of Section 202(a)(11) whether or not the performance of investment advisory
services is incidental to the practice of such profession. Unless another basis for excluding the person from the
definition of investment adviser is available, the person would be subject to the Advisers Act.

B See, e.g., FINESCO, supra note 8. For a general statement of the views of the staff regarding special
compensation under Section 202(a)(11)(C), see Investment Advisers Act Release No. 640 (October 5, 1978), and
Robert S. Strevell (pub. avail. April 29, 1985). See discussion of the "business" standard, supra.

14 See, e.g., Corinne E. Wood (pub. avail. April 17, 1986); George E. Bates (pub. avail. April 26, 1979).

13 See, e.g., Robert S. Strevell, supra note 13; Elmer D. Robinson (pub. avail. Jan. 6, 1986); Brent A. Neiser (pub.
avail. Jan. 21, 1986).

" 1d.
7 Section 203(b) exempts from registration:

(1) any investment adviser all of whose clients are residents of the State within which such investment adviser
maintains his or its principal office and place of business, and who does not furnish advice or issue analyses or
reports with respect to securities listed or admitted to unlisted trading privileges on any national securities exchange;

(2) any investment adviser whose only clients are insurance companies; or

(3) any investment adviser who during the course of the preceding twelve months has had fewer than fifteen clients
and who neither holds himself out generally to the public as an investment adviser nor acts as an investment adviser
to any investment company registered under the [Investment Company Act]. . . .

' The antifraud provisions of some state statutes may apply to any person receiving consideration from another
person for rendering investment advice even if the person rendering the investment advice is technically excluded
from the state definition of investment adviser.

' In addition, Section 206(3) of the Advisers Act generally makes it unlawful for an investment adviser acting as
principal for his own account knowingly to sell any security to or purchase any security from a client, or, acting as
broker for a person other than such client, knowingly to effect any sale or purchase of any security for the account of
such client, without disclosing to such client in writing before the completion of such transaction the capacity in
which he is acting and obtaining the consent of the client to such transaction. The responsibilities of an investment



adviser dealing with a client as principal or as agent for another person are discussed in Advisers Act Rel. Nos. 40
and 470 (February 5, 1945 and August 20, 1975 respectively).

2 SEC v. Capital Gains Research Bureau, 375 U.S. 180, 184 (1963) quoting Prosser, Law of Torts (1955), 534-535.
*! 1d. at 200.

2 See Elmer D. Robinson, supra note 15. See also In the Matter of Haight & Co., Inc. (Securities Exchange Act
Rel. No. 9082, Feb. 19, 1971), where the Commission held that a broker or dealer and its associated persons
defrauded its customers in the offer and sale of securities by holding themselves out as financial planners who
would, as financial planners, give comprehensive and expert planning advice and choose the best investments for
their clients from all available securities, when in fact they were not expert in planning and made their decisions
based on the receipt of commissions and upon their inventory of securities. Accord Institutional Trading
Corporation (pub. avail. Nov. 27, 1972).

» David P. Atkinson (pub. avail. Aug. 1, 1977). See also Corrine E. Wood, supra note 14.

*1d.

2 Don P. Matheson (pub. avail. Sept. 1, 1976).

2% Elmer D. Robinson, supra note 15.

*" Kidder, Peabody & Co., Inc., 43 S.E.C. 911, 916 (1968).

2 SEC v. Capital Gains Research Bureau, supra note 19, at 197.

¥ In the Matter of Dow Theory Letters et al., Advisers Act Rel. No. 571 (Feb. 22, 1977).

3 In the Matter of Investment Controlled Research et al., Advisers Act Release No. 701 (Sept. 17, 1979).

3! Section 17(a) [15 U.S.C. 77q(a)] of the Securities Act of 1933 [15 U.S.C. 77a et seq.].

32 Rule 10b-5 [17 CFR 240.10b-5] under the Securities Exchange Act of 1934 [15 U.S.C. 78a et seq.]. See also
Section 15 (c¢) [15 U.S.C. 780(c)] of the Securities Exchange Act of 1934.

33 In the Matter of Ronald B. Donati, Inc. et al., Advisers Act Rel. Nos. 666 and 683 (February 8, 1979 and July 2,
1979 respectively). See also Intersearch Technology, Inc. [1974-1975 Transfer Binder] Fed. Sec. L. Rep. (CCH)
Paragraph 80,139, at 85,189.

3 See Boston Advisory Group (pub. avail. Dec. 5, 1976).
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