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I. Introduction

The management of conflicts of interest is an increasingly important challenge for bank trust departments, investment advisers, broker-dealers, and other financial institutions that participate in the wealth services business.  These institutions encounter conflicts of interest almost daily as they strive to meet the growing needs of an increasingly affluent customer base demanding increasingly sophisticated investment products and services.
  
Conflicts of interest are a concern because of the fiduciary capacity in which financial institutions act when they provide wealth services.  When a financial institution provides investment management or advisory services to a client, it generally enters into a fiduciary relationship.  As a fiduciary, the institution is subject to special duties, primarily the duty of loyalty which prohibits a fiduciary from placing its own interests ahead of those of its client.  
Fiduciary duties arise from a number of sources.  Depending on the type of services provided, the duties may arise under trust law, agency law, banking law, securities law, and even under contract law.  The scope of the duties varies depending on the nature of the relationship and the terms of the agreement governing the relationship.  It is not always easy to determine when a fiduciary relationship arises, or the correct course of action that must be taken when one does.   
Effective management of conflicts of interest requires that an institution first understand the fiduciary principles applicable to a given type of customer relationship.  An institution must be familiar with the sources of fiduciary law, including applicable statutory and regulatory requirements governing conflicts of interest.  An institution then must implement a system for identifying conflicts of interest inherent in its various customer and other relationships and managing them through prohibition, information barriers, disclosure, or other measures designed to protect customers.  
Many conflicts are obvious and can be easily identified and managed by institutions with reasonably strong compliance programs.  Other conflicts are not so obvious and require special attention to avoid misconduct and harm to customers.  Identifying and managing conflicts of interest is a critical part of the business of financial institutions and should be a focus of senior management.  
The structuring of an effective conflicts management program can be complicated in an organization with multiple units delivering wealth management services.  As a result of the Gramm-Leach-Bliley Act, financial organizations now may operate with multiple affiliates providing wealth services, including banks, trust companies, broker-dealers, investment advisers, and insurance agencies, each offering a variety of proprietary and non-proprietary products and creating potential conflicts of interest at multiple levels. 
Each type of entity is regulated by a different “functional regulator” and each is subject to different fiduciary and/or regulatory standards that dictate how conflicts of interest must be addressed.  It is not always clear which fiduciary standards apply, or from where the standards are derived.  No uniform “conflict of interest law” exists.  Different rules apply to broker-dealers, investment advisers, and bank trust departments.  

Investment advisers, for example, are subject to fiduciary standards principally under the Investment Advisers Act of 1940, but also may have fiduciary duties under state agency law.  Broker-dealers are subject to regulatory standards under the Securities Exchange Act of 1934, which may or may not be “fiduciary” in nature, and they also have fiduciary duties under agency law.  Bank trust departments are subject to fiduciary principles under state trust law, at least when they act as trustees with respect to traditional trust accounts.  It is not entirely clear what standards apply when banks act as brokers or investment advisers.  Finally, institutions that provide services to employee benefit plans are subject to fiduciary standards under the Employee Retirement Income Security Act of 1974.  Each of the applicable regulatory regimes articulates fiduciary duties in different ways with potentially different outcomes in different conflicts situations.  
How to effectively manage conflicts of interest under the diverse regimes governing different affiliates is the challenge that modern financial services organizations face today.  The task has become more urgent as a result of federal and state enforcement actions highlighting lapses in conflict management at some organizations and the filing of lawsuits by class action litigants eager to exploit perceived cases of conflicts abuses.
An important goal in managing conflicts of interest is to ensure that each wealth services provider has a sense of the fiduciary nature of its business.  Bank trust departments generally are highly tuned to the fiduciary context in which they operate.  They view themselves as fiduciaries engaged in the fiduciary services business subject to fiduciary standards.  Broker-dealers, on the other hand, and perhaps less so investment advisers, tend to think of themselves as regulated business entities rather than as fiduciaries.  They do not hold themselves out as offering “fiduciary” services and sometimes appear insensitive to the fiduciary nature of their business.  Although many of the regulations applicable to broker-dealers and investment advisers are designed to minimize conflicts of interest and reflect fiduciary principles, they are not viewed by the regulated industry as “fiduciary” standards but as “regulatory” standards.  The regulatory approach, while providing the benefit of concrete, uniformly applied standards, tends to leave open the suggestion that any conduct not specifically prohibited is permitted.  Fiduciary law creates a more pervasive, all-encompassing standard of proper conduct, albeit one that is not always clear or uniformly applied.  
This paper reviews the different types of fiduciary relationships and duties that financial institutions assume when they engage in the wealth services business and analyzes the sources of fiduciary law governing conflict of interests.  It reviews specific types of conflicts of interest that have arisen recently and how these conflicts are addressed under the law.  It also reviews recent litigation and enforcement actions that have resulted when financial institutions have failed to adequately manage conflicts of interest, and identifies common elements that should be included in conflict management programs at banks, investment advisers, and broker-dealers.  
II. The Fiduciary Relationship
A. The Meaning of “Fiduciary”

A fiduciary relationship is the legal relationship that arises when one person occupies a position of such power and trust with regard to another that the law imposes certain legal duties on him.  The term “fiduciary” has several dictionary meanings.  Black’s Law Dictionary defines a fiduciary as a “person who is required to act for the benefit of another person on all matters within the scope of their relationship; one who owes to another the duties of good faith, trust, confidence, and candor.”
  The Merriam-Webster Online Dictionary defines a “fiduciary” as “one that holds a fiduciary relation or acts in a fiduciary capacity.”
  The definition at InvestorDictionary.com defines a “fiduciary” simply as “the individual or institution legally authorized to act on behalf of another person.”
  
In the wealth services business, a fiduciary relationship may arise from a variety of different capacities in which financial institutions act in providing investment services to their customers.

B. Fiduciary Capacities

A number of different fiduciary capacities are recognized in the law.  Financial institutions engaged in the wealth services business generally act in the capacity of trustee or agent.  
Bank trust departments act in the fiduciary capacity of trustee when they provide trust services.  They also may act in the fiduciary capacity of an agent in the provision of investment management services.  Broker-dealers and investment advisers generally act as agents when they buy, sell or recommend securities for investment by their customers.  The fiduciary duties applicable to each vary depending on the fiduciary capacity, and are further defined by the terms of the instrument creating the fiduciary relationship.  
As discussed infra, trustees and agents are subject to certain common fiduciary standards.  As stated in the Restatement of Trusts, whether acting as trustee or agent:

A person in a fiduciary relationship to another is subject to a duty to act for the benefit of the other as to matters within the scope of the relationship. . . . In matters within the scope of a fiduciary relationship, the fiduciary is under a duty not to profit at the expense of the other and not to enter into competition with the other without the latter’s consent, unless properly authorized to do so by a court or by the terms of the arrangement under which the relationship arose.  In such matters, if the fiduciary enters into a transaction with the other and fails to make full disclosure of all relevant circumstances known to the fiduciary, or if the transaction is unfair to the other, the transaction can be set aside by the other.
    
1. Trustee

The most traditional form of fiduciary relationship is that of a trustee relative to a trust.  A trust generally is a contractual agreement whereby a person—the trustee—undertakes to perform certain responsibilities with respect to property held in trust and imposed by the terms of the trust agreement, subject to fiduciary duties imposed by trust law.  A “trust” is defined in the Restatement of Trusts as:

a fiduciary relationship with respect to property, arising from a manifestation of intention to create that relationship and subjecting the person who holds title to the property to duties to deal with it for the benefit of charity or for one or more persons, at least one of whom is not the sole trustee.

The trust instrument may instruct the trustee to perform a variety of tasks such as administering a testator’s estate in accordance with a will, providing guardianship of minor children, managing real property or business enterprises held in trust, or investing assets and distributing the proceeds to the beneficiaries.   In the wealth services business, the purposes of a trust generally concern the investment, preservation, and distribution of financial assets.  
A trust is established by a grantor for the benefit of designated beneficiaries in whose interests the trustee is obligated to act.  The terms of the trust may be irrevocable or revocable.  The trustee may have sole power to implement the purposes of the trust, or may share such power with a co-trustee.  The terms of the trust may give the trustee full power to invest with discretion, or may instruct the trustee to invest only in accordance with specific instructions.  A trustee also may be instructed merely to execute the accountholder’s own investment transactions, maintain custody of the account, and perform related recordkeeping and shareholder services.

Trustee of Irrevocable Trusts.  The most common example of an irrevocable trust is a testamentary trust established by a grantor for the benefit of heirs upon the grantor’s death.  In such a trust, the trustee exercises full or shared discretion in investing the trust assets and is responsible for distributing the trust assets in accordance with the terms of the trust.  The beneficiaries of the trust generally may not terminate or change the trustee or challenge the trustee’s investment decisions, unless the trustee commits a breach of trust or fails to act in accordance with applicable fiduciary duties.  Trust law imposes the strictest fiduciary duties on trustees of irrevocable trusts because the beneficiaries are powerless otherwise to protect their interests.
Trustee of Revocable Trusts.  A trust also may be established by a living grantor who retains the power to revoke the trust and change the trustee.  The grantor may authorize the trustee to exercise discretion in making investments on the grantor’s behalf (a “discretionary trustee”) or may direct the trustee to enter investment transactions in accordance with the grantor’s instructions (a “directed trustee”).  A trustee for a revocable trust is subject to the same fiduciary duties as trustees of irrevocable trusts, although the law generally does not enforce such duties as strictly in the case of the former since the grantor can revoke the trust at will.
2. Investment Adviser

An investment adviser is a person or entity that engages in the business of providing investment advice to others for compensation.
  A financial planner can be a type of investment adviser.  Many securities brokers provide investment advice and are regulated as investment advisers as well as brokers.
  Banks also act as investment advisers, but are exempt from regulation as investment advisers under the federal securities laws.

An investment adviser is deemed to act in a fiduciary capacity with respect to its clients under federal law, even in the absence of a trust.  The Supreme Court, in interpreting the Investment Advisers Act of 1940, has held that investment advisers are fiduciaries by virtue of the nature of the position of trust and confidence they assume with their clients.
  
An investment adviser also may be a fiduciary for purposes of state law, although the source of fiduciary status under state law is unclear.  Investment advisers are not subject to state trust law in the absence of a trust.  They may or may not be fiduciaries under state agency law.  Under agency law, an adviser that merely renders advice and does not engage in transactions or otherwise act for its client is not an agent.
  Nevertheless, according to the Restatement, “the adviser may be subject to a fiduciary duty of loyalty even when the adviser is not acting as an agent.”
 

3. Broker
A securities broker is a person or entity that engages in the business of effecting transactions in securities for the account of others.
  To the extent that it acts on behalf of its customers, it is an agent and may be subject to fiduciary duties under state agency law.  
The scope of a broker’s fiduciary duties under agency law generally is limited, mainly because of the limited scope of services a broker typically provides.  The primary duty of a broker is to act in accordance with the instructions of its customer in buying and selling securities on a timely basis in accordance with a fixed or market price.  If the broker assumes a position of trust and confidence with the customer, however, the broker may be held to be a fiduciary subject to broader fiduciary duties.
  
If a broker provides investment advice, other than on an incidental basis, the broker may be deemed to be an investment adviser.
  Many brokers are registered as investment advisers under the Investment Advisers Act of 1940.  The increased use of fee-based accounts by broker-dealers in recent years has caused some confusion as to when a broker is required to register as an investment adviser.  In response, the SEC in 2005 adopted a rule to clarify the circumstances under which a broker-dealer offering investment advice will be required to register as an investment adviser under the Advisers Act.
  
Under the rule, a broker-dealer providing advice that is solely incidental to its brokerage services is excepted from the Advisers Act if it charges an asset-based or fixed fee (rather than a commission, mark-up, or mark-down) for its services, provided it makes certain disclosures about the nature of its services.  The rule states that exercising investment discretion is not “solely incidental to” the business of a broker-dealer and would require registration as an investment adviser under the Advisers Act.  The rule also states that a broker-dealer provides investment advice that is not solely incidental to the conduct of its business as a broker or to its brokerage services if the broker charges a separate fee or separately contracts for advisory services.  In addition, the rule states that when a broker provides advice as part of a financial plan or in connection with providing planning services, the broker is providing advice that is not solely incidental if it:  (i) holds itself out to the public as a financial planner or as providing financial planning services; or (ii) delivers to its customer a financial plan; or (iii) represents to the customer that the advice is provided as part of a financial plan or financial planning services.  Brokers are not subject to the Advisers Act solely because they offer full-service brokerage and discount brokerage services (including electronic brokerage) for reduced commission rates.

The SEC has stated that broker-dealers generally should not be held to the same level of fiduciary standards applicable to investment advisers, unless they are performing functions similar to those of an investment adviser.
  The SEC’s view diverges from that reflected in the Restatement of Agency under which a broker generally would be a fiduciary but an investment adviser would not be.
In addition to their fiduciary duties under state agency law, brokers are subject to a host of regulatory provisions under federal and state securities laws that impose fiduciary-like requirements, as discussed infra. 

4. Custodian

A custodian generally is not regarded as a fiduciary per se, but is subject to state agency law requirements to act in accordance with the terms of its agency relationship.  The terms of a custody relationship generally require the custodian to assume safekeeping of assets and perform related recordkeeping duties.  Because these duties are ministerial in nature and do not involve the giving of advice or exercising of discretion, a custodian is not generally regarded as having the status of a fiduciary. 
5. ERISA Fiduciary

A financial institution that exercises investment discretion or acts in other specified capacities with respect to retirement plan assets is subject to statutory fiduciary duties under the Employee Retirement Income Security Act of 1974 (“ERISA”).
 
Under ERISA, an institution is a “fiduciary” with respect to an employee benefit plan to the extent that it exercises any discretionary authority or discretionary control respecting the management of the plan or the disposition of its assets, renders investment advice for a fee or other compensation with respect to any moneys or other property of the plan, or has any discretionary responsibility in the administration of the plan.
  The authority to select and modify mutual fund investment options for an employee benefit plan may cause a person to be deemed an ERISA fiduciary. 
C. The Fiduciary Agreement

The fiduciary agreement forms the basis of the fiduciary relationship between a financial institution fiduciary and its customers.  The agreement generally sets forth the services to be performed and the terms and conditions under which the fiduciary will act.  If the scope of services is limited, the fiduciary duties of the fiduciary will be limited.  
It is difficult to overstate the importance of the fiduciary agreement in defining the scope of the fiduciary relationship and the fiduciary duties applicable to the fiduciary.  Even if a fiduciary undertakes to perform discretionary investment management services subject to the full panoply of fiduciary duties, the fiduciary agreement allows the fiduciary to contractually limit its fiduciary obligations with respect to certain conflicts of interest.  A fiduciary may disclose conflicts of interest in the fiduciary agreement and obtain the consent of the customer to engage in transactions that otherwise would be prohibited by applicable fiduciary law, such as the use of proprietary products as investments for a fiduciary account, for example, or the receipt of service fees from mutual funds in which fiduciary assets are invested.
  Without such disclosure and consent, a financial institution will have less flexibility in managing a fiduciary account.  
Most modern financial institutions carefully draft their customer agreements with clear disclosure and consent language to ensure that they will have maximum flexibility in the use of their own or their affiliates’ products and services in managing customer accounts.

Even if the customer agreement limits the services and functions to be performed, however, a financial institution still may be deemed to have significant fiduciary duties if the circumstances indicate that it has assumed a position of trust and confidence with the customer.  In some instances, for example, the scope of fiduciary duties may be determined by the level of sophistication of the customer.
III. Sources of Fiduciary Law

Fiduciary law emanates from a number of distinct sources at the state and federal levels.  While much of fiduciary law is common law based on judicial interpretations, statutory law also may dictate the scope of fiduciary duties of certain types of fiduciaries.     
A. Trust Law 
State trust law provides a well-established body of fiduciary law from which most fiduciary standards are derived, including the duty of the duty of loyalty and the duty of care.  Although state trust law varies from state to state and does not apply directly to fiduciaries acting in other than a trustee capacity, the fiduciary principles embodied in state trust law have influenced fiduciary standards outside of the trust setting.
  The long history and duration of trust law, while by no means uniform or static, has informed widely recognized standards of proper fiduciary conduct.  
Attempts to standardize trust law are reflected in various restatements of the law and model uniform codes adopted by the American Law Institute and the National Conference of Commissioners on Uniform State Laws.  The most important of these for modern wealth managers are the Restatements (Second) and (Third) of Trusts, the Uniform Trust Code, and the Uniform Prudent Investor Act.  
The Restatement (Third), published in 1992, constitutes a partial revision of the Restatement (Second) dealing with the powers and duties of trustees regarding investments of trust assets.
  It reflects relatively recent concepts, such as the Prudent Investor Rule which embraces modern portfolio theory and affords trustees greater flexibility to diversify portfolios and delegate to expert money managers.  These principles also are embodied in the Uniform Prudent Investor Act (“UPIA”), approved by the National Conference of Commissioners on Uniform State Laws in 1994.  The UPIA or derivations thereof have been adopted by nearly all of the states.  

The primary fiduciary duties arising under state trust law are discussed infra.  Because variations and modifications exist in the trust laws of the individual states, a financial institution must take care to follow the laws of its relevant jurisdiction(s).
B. Agency Law

The law of agency is principally state law based on the common law as derived from judicial interpretations and rulings.
  The American Law Institute in 2006 adopted a new Restatement (Third) of the Law of Agency which recognizes the status of an agent as a type of fiduciary and emphasizes certain fiduciary duties of agents.

An agency is defined in the Restatement of Agency to mean “the fiduciary relationship that arises when one person (a ‘principal’) manifests assent to another person (an ‘agent’) that the agent shall act on the principal’s behalf and subject to the principal’s control, and the agent manifests assent or otherwise consents so to act.”

Under this definition, a broker executing a securities transaction for a customer is an agent subject to agency law.  An investment adviser giving advice to a client, but not acting on the client’s behalf with third parties, would not be an agent.  The adviser nevertheless may be subject to a duty of loyalty, according to the Restatement:

If a service provider simply furnishes advice and does not interact with third parties as the representative of the recipient of the advice, the service provider is not acting as an agent. The adviser may be subject to a fiduciary duty of loyalty even when the adviser is not acting as an agent.
 
The extent to which trust law standards apply to a fiduciary acting as an agent—as opposed to a trustee—is unclear.  According to the Restatement of Trusts, an agent is not subject to state trust law.
  A trustee generally takes title to property whereas an agent does not, although an agent may have possession and powers with respect to property.  In some circumstances, an agent may be entrusted with title as well as possession to property.  In that case, the laws of agency, rather than trust, apply:

There are a number of widely varying relationships which more or less closely resemble trusts, but which are not trusts, although the term “trust” is sometimes used loosely to cover such relationships.  It is important to differentiate trusts from these other relationships, since many of the rules applicable to trusts are not applicable to them. . . 

The term “trust” is sometimes used to cover all fiduciary relationships. . . . [I]t may be important to distinguish an agency from a trust.  Ordinarily, an agent does not acquire title to property of his principal.  Even if he is given title to property, he is still subject to the rules applicable to agency rather than those applicable to trusts.  If he holds title to property for the benefit of his principal, he is in a sense a trustee; but since his conduct is wholly subject to the control of his principal, he is an agent.  Such a person may be called an agent-trustee.

The Restatement (Third) of Agency also embraces the concept of an “agent-trustee,” defined to mean “a trustee subject to the control of the settlor or of one or more beneficiaries.”

The Restatement specifically states that a bank acting in the capacity of an agent is not subject to the same duties and liabilities as those of a trustee:

Where a bank is acting as custodian, or otherwise as agent for a customer, the mere fact that it is given title to securities of the customer, as for instance where it registers the securities in its own name or where they are registered in the name of a nominee, does not make applicable the rules governing trusts rather than those governing agency.  Thus, a direction by the customer to the bank with respect to the disposition of the securities on the customer’s death is ineffective since it is a testamentary disposition made without compliance with the requirements of the Statute of Wills. . . . So also, it is not subject to the same duties and liabilities as those of a trustee.

C. Banking Law

1. National Bank Act

The National Bank Act is not generally viewed as a source of fiduciary law.  Under 12 U.S.C. § 92a, however, the Office of the Comptroller of the Currency (“OCC”) is authorized to issue regulations to ensure “the proper exercise of” fiduciary powers granted thereunder.  The statute authorizes the OCC to grant to national banks the right to act as trustees and “in any other fiduciary capacity in which State banks, trust companies, or other corporations which come into competition with national banks are permitted to act under the laws of the State in which the national bank is located.”
  
The OCC has determined that a national bank acts in a “fiduciary capacity” when it acts as a:

trustee, executor, administrator, registrar of stocks and bonds, transfer agent, guardian, assignee, receiver, or custodian under a uniform gifts to minors act; investment adviser, if the bank receives a fee for its investment advice; any capacity in which the bank possesses investment discretion
 on behalf of another; or any other similar capacity that the OCC authorizes pursuant to 12 U.S.C. § 92a.

When a national bank acts in a fiduciary capacity, it generally must look to state law in determining its fiduciary duties.  “Applicable law” is defined to mean “the law of a state or other jurisdiction governing a national bank’s fiduciary relationships, any applicable Federal law governing those relationships, the terms of the instrument governing a fiduciary relationship, or any court order pertaining to the relationship.”
  “Applicable law” thus is state fiduciary law and, in the case of an employee plan account, ERISA.  The OCC’s regulations similarly state that “a national bank shall invest funds of a fiduciary account in a manner consistent with applicable law.”
 

National banks are not generally subject to any federal fiduciary law standards, other than ERISA.  In particular, no federal fiduciary standards apply to a national bank when the bank is acting as an investment adviser, as opposed to a trustee.  Banks are exempt from regulation under the Investment Advisers Act of 1940.  There is no federal law that specifically imposes a duty of loyalty or a duty of prudence on a national bank acting as an investment adviser.  
The OCC in 2000 requested public comment on whether it should engage in rulemaking to establish uniform standards governing fiduciary activities of national banks.
  The OCC’s focus appeared to be on establishing uniform federal standards for trust activities, however, and evoked strong negative comment given the large and well-established body of trust law at the state level.
  The OCC subsequently abandoned the idea of any such rulemaking.  A need arguably remains, however, for uniform federal standards of fiduciary conduct for national banks acting as investment advisers inasmuch as there exists no body of state fiduciary law applicable to national bank investment advisers.
 
In discussing the standard of care applicable to a national bank offering investment accounts, the OCC has stated that banks should be guided by general industry standards for investment management and advisory services, including prudent investor standards: 
National banks must invest fiduciary account funds in accordance with applicable law. The general order of applicable law is the governing instrument, state and federal law, court orders, and common fiduciary law standards.  In most states, national banks will generally be held to the prudent investor standards of a professional investment portfolio manager or adviser.  Banks should be guided by general industry standards for investment management and advisory services.

In discussing conflicts of interest involving investment accounts, however, the OCC merely states that national banks are governed by “applicable law.”
  But it is unclear what “applicable law” applies.  Banks are exempt from regulation as investment advisers under the federal Investment Advisers Act of 1940, and their activities also are largely exempt from broker-dealer regulation under the Securities Exchange Act of 1934.
  

The OCC in the past has opined that the National Bank Act preempts state regulation of national banks under state securities laws.
  On the other hand, state agency law—to the extent it imposes common law fiduciary standards—conceivably would be applicable law for a national bank acting as an investment adviser. 
The OCC has issued extensive supervisory guidance to national banks engaged in fiduciary activities through a series of booklets in the Comptroller’s Handbook.

2. Federal Deposit Insurance Act

The Federal Deposit Insurance Act does not impose any fiduciary duties on banks but gives the Federal Deposit Insurance Corporation (“FDIC”) authority to examine banks for compliance with applicable fiduciary law and potential risks to the Federal Deposit Insurance Funds from their activities.
  If the FDIC determines that a bank is engaging in an unsafe or unsound practice in the conduct of its fiduciary activities, the FDIC may order the bank to cease and desist engaging in the practice and otherwise limits its fiduciary activities.
  The FDIC also may remove officers of the bank and impose civil money penalties if the bank commits a breach of fiduciary duty.
  In certain cases, it may impose criminal penalties.

The FDIC has issued extensive supervisory guidance for banks engaged in fiduciary activities in its Trust Examination Manual.

3. State Banking Laws

State banks and trust companies derive their banking and fiduciary powers from state banking laws.  Most states appear to rely on state trust and agency law to govern the fiduciary activities of such banks.  National banks are not subject to state banking laws.
D. Securities Laws
Federal and state securities laws regulate the activities of broker-dealers and investment advisers.  Mainly, through anti-fraud provisions, the securities laws impose restrictions and duties designed to minimize conflicts of interest.  Bank fiduciary activities generally are exempt from regulation under federal and state securities laws, although the activities of their affiliates are not.    
1. Investment Advisers Act of 1940

The Securities and Exchange Commission and the courts have long interpreted the Investment Advisers Act of 1940
 (the “Advisers Act”) as giving investment advisers the status of fiduciaries and imposing on them fiduciary duties designed to prevent conflicts of interest:
  
The Investment Advisers Act of 1940 thus reflects a congressional recognition “of the delicate fiduciary nature of an investment advisory relationship,” as well as a congressional intent to eliminate, or at least to expose, all conflicts of interest which might incline an investment adviser—consciously or unconsciously—to render advice which was not disinterested. * * * *
Nor is it necessary in a suit against a fiduciary, which Congress recognized the investment adviser to be, to establish all the elements required in a suit against a party to an arm’s-length transaction.  Courts have imposed on a fiduciary an affirmative duty of “utmost good faith, and full and fair disclosure of all material facts,” as well as an affirmative obligation “to employ reasonable care to avoid misleading” his clients. 

The Advisers Act does not impose a detailed regulatory regime on investment advisers and contains only a few basic requirements, as the SEC has acknowledged:  

The Act contains a few basic requirements, such as registration with the Commission, maintenance of certain business records, and delivery to clients of a disclosure statement (“brochure”). Most significant is a provision of the Act that prohibits advisers from defrauding their clients, a provision that the Supreme Court has construed as imposing on advisers a fiduciary obligation to their clients. This fiduciary duty requires advisers to manage their clients’ portfolios in the best interest of clients, but not in any prescribed manner.  A number of obligations to clients flow from this fiduciary duty, including the duty to fully disclose any material conflicts the adviser has with its clients, to seek best execution for client transactions, and to have a reasonable basis for client recommendations. The Advisers Act does not impose a detailed regulatory regime.

Not all advisers are required to register with the SEC under the Advisers Act.  In particular, banks are exempt from the Act.  The Act also exempts an adviser from registration if it (i) has fewer than fifteen clients, (ii) does not hold itself out generally to the public as an investment adviser, and (iii) is not an adviser to any registered investment company.  The SEC lacks authority to conduct examinations of advisers exempt from the Act’s registration requirements.  Investment advisers with less than $25 million in assets under management are regulated by the states rather than the SEC.
The fiduciary duties of investment advisers registered under the Advisers Act arise from the anti-fraud provisions in section 206.
  Under section 206, it is unlawful for any investment adviser to employ any device, scheme, or artifice to defraud any 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.
  Section 206 also makes it unlawful for an investment adviser to engage in any act, practice, or course of business that is fraudulent, deceptive, or manipulative, and requires the SEC to adopt rules defining such acts, practices, and courses of business and prescribing means reasonably designed to prevent them.  
The SEC has adopted rules addressing various areas where conflicts of interest may arise in the activities of an investment adviser.  The rules impose requirements relating to disclosure statements, books and records, advertising, solicitation of clients, custody of client assets, principal and agency cross trades, codes of ethics, and compliance programs.
  The SEC also frequently interprets and applies the provisions of section 206 through enforcement proceedings against individual firms.  As noted, banks are exempt from the Act’s provisions.

The fiduciary duties applicable to an investment adviser under the Investment Advisers Act of 1940 are not enforceable by individual clients.  There is no private right of action under the Advisers Act.  
SEC officials have advised informally that they do not believe the Investment Advisers Act of 1940 operates to relieve a registered investment adviser of the duty to comply with fiduciary law to the extent applicable under state law.  The staff recognizes that disclosure requirements applicable to investment advisers under the Investment Advisers Act may or may not provide a more lenient standard than the disclosure and consent requirements applicable to fiduciary conflicts of interest under state law.  The staff opined that compliance with a stricter state law requirement would satisfy the Investment Advisers Act and it would be a question for state regulators or courts as to whether compliance with the Advisers Act standard would satisfy state fiduciary law.
 

2. Securities Exchange Act of 1934

The Securities Exchange Act of 1934 (the “Exchange Act”) includes broad anti-fraud provisions like those in section 206 of the Advisers Act.
  However, in contrast to its treatment of investment advisers, the SEC generally does not interpret the duties of a broker-dealer as “fiduciary” in nature or consider a broker-dealer to have the status of a “fiduciary.”  
Nevertheless, the anti-fraud provisions of the Exchange Act and the regulations of the SEC and SROs thereunder have a strong fiduciary overtone and impose duties that recognize special obligations of a broker to its clients and are specifically designed to address conflicts of interest.
  Indeed, section 28(e) of the Act (dealing with so-called “soft dollars”) refers to a broker’s fiduciary duty regarding best execution of trades.
  This section, however, generally pertains only to brokers that exercise investment discretion over their clients’ accounts.  These brokers generally are required to register as investment advisers and are subject to fiduciary duties under the Investment Advisers Act.
  
3. State Securities Laws

The National Securities Markets Improvement Act of 1996 (“NSMIA”) narrowed the scope of state securities laws applicable to broker-dealers.  In addition, the states were prohibited from regulating investment advisers with more than $25 million in assets under management, although they became the exclusive regulators of investment advisers with less than $25 million in assets under management.  Nevertheless, anti-fraud provisions of state securities laws remain applicable and state securities regulators have interpreted them to impose significant fiduciary duties on investment advisers and broker-dealers.
In addition, state securities laws may authorize state officials to revoke the license of a broker-dealer or investment adviser for conduct unbefitting a fiduciary.  For example, under Massachusetts securities laws, the license of a broker-dealer or investment adviser may be revoked upon a finding that the broker-dealer or adviser engaged in “any unethical or dishonest conduct or practices” in the securities business.

Banks generally are exempt from registration as broker-dealers and investment advisers under most, but not all, state securities laws.  The Office of the Comptroller of the Currency in the past has opined that state securities laws are preempted by the National Bank Act when applied to national banks.
  More recently, however, OCC staff have stated that the OCC’s position might have changed in view of the functional regulation provisions enacted in the Gramm-Leach-Bliley Act in 1999.
  Nevertheless, as noted above, the Investment Advisers Act generally prohibits the states from imposing any registration or licensing requirements on entities that are exempt from the definition of “investment adviser” under the Act, including banks. 
E. Employee Retirement Income Security Act of 1974
The Employee Retirement Income Security Act of 1974 (“ERISA”) is the most comprehensive body of federal fiduciary law.  The Act imposes strict fiduciary duties on persons or entities that exercise discretionary control or authority over plan management or plan assets, have discretionary authority or responsibility for the administration of a plan, or provide investment advice to a plan for compensation or have any authority or responsibility to do so.  The Act expressly prohibits transactions between employee benefit plan fiduciaries and their affiliates, with certain limited exceptions.
F. Contract Law

A financial institution generally does not assume the status of a fiduciary until it enters into a contractual agreement with a customer that establishes a fiduciary relationship.  The contract largely determines the scope of the institution’s fiduciary duties by defining the relationship of the parties, the services to be provided, and the responsibilities to be undertaken.  Until the contract comes into being, the financial institution is not a fiduciary.

Once the contract is established, contract law imposes obligations that have a fiduciary overtone.  As articulated in the Restatement (Second) of Contracts, contracting parties owe a duty of “good faith and fair dealing”:

Every contract imposes upon each party a duty of good faith and fair dealing in its performance and its enforcement.

The comments to the Restatement state that good faith performance or enforcement of a contract requires “faithfulness to an agreed common purpose and consistency with the justified expectations of the other party; it excludes a variety of types of conduct characterized as involving ‘bad faith’ because they violate community standards of decency, fairness or reasonableness.”
  
In the case of a brokerage agreement, the duty of good faith and fair dealing implicitly would require a broker to conform to SEC and SRO rules, which can be said to represent the community (i.e., industry) standards.
IV. Fiduciary Duties
The principal duties applicable to all fiduciaries are the duty of loyalty and the duty of care.  All other fiduciary duties emanate from these overarching duties.    
It generally is thought that the fiduciary duties of a trustee are more rigorous than those of an agent.
  This notion is true in the case of a trustee exercising investment discretion over a testamentary trust as compared to, for example, a securities broker executing investment instructions of a customer.  It may not be true in the case of a trustee of a participant-directed retirement plan as compared to an agent exercising investment discretion for a managed agency account.  The scope of the fiduciary duties depends greatly on the responsibilities undertaken by the fiduciary—the more extensive the responsibilities, the more extensive the fiduciary duties.  An agent or trustee acting with investment discretion is held to a higher standard than one that is acting without discretion.  The fiduciary duties of a trustee or an agent exercising investment discretion over a revocable account are substantially similar but less than those of a trustee exercising investment discretion over an irrevocable trust account.  A trustee acting for an irrevocable account is held to the highest standard of fiduciary conduct.  
Although fiduciary duties generally are functionally related to the responsibilities assumed, significant differences nevertheless exist in how fiduciary duties are interpreted and enforced under the different regulatory schemes applicable to different types of fiduciaries.
A. Fiduciary Duties of Trustees

State trust law largely defers to the contracting powers of the settler and trustee in determining the nature and scope of the duties and powers of the trustee.  For this reason, it is considered to be “default law” that comes into play in the absence of specific language in the trust instrument:  
The nature and extent of the duties and powers of the trustee are determined (a) by the terms of the trust . . . .; and (b) in the absence of any provision in the terms of the trust, by the rules stated in §§ 169-196.
  (emphasis added)
Thus, it is theoretically possible for a trustee to contract away all fiduciary duties.  It is doubtful that a trustee could do so as a practical matter, however.  Without assuming the basic fiduciary duties, a trustee could not legitimately hold itself out as being engaged in the business of offering trust services.  In the case of a traditional testamentary trust, moreover, it is likely that a court would find that the very nature of the fiduciary relationship imposes significant fiduciary duties on the trustee.
  
Nevertheless, a trustee’s ability to determine the nature and extent of his duties and powers in the trust instrument affords significant flexibility in the use of the trust format for a variety of purposes beyond the traditional testamentary trust.
  Even in the case of a traditional trust, it is not uncommon for the trust instrument to authorize the trustee to engage in certain conflict of interest transactions that otherwise would constitute a breach of trust, such as the investment of trust assets in affiliated mutual funds, for example.
  Most traditional trusts give the trustee broad discretionary authority, however, and the trustee in such cases is bound by the full fiduciary duties recognized by the Restatement of Trusts.
1. Duty of Loyalty

Foremost among the duties of a trustee is the duty of loyalty.  The duty of loyalty requires a fiduciary to act “solely” in the interests of the beneficiaries, to refrain from self-dealing, and to avoid conflicts of interest.  The duty is articulated simply and unequivocally in the Restatement of Trusts and the Uniform Prudent Investor Act:
The trustee is under a duty to administer the trust solely in the interest of the beneficiaries.

A trustee shall invest and manage the trust assets solely in the interests of the beneficiaries.

The duty of loyalty also is embedded in the general standard of prudence applicable to fiduciaries since “a fiduciary cannot be prudent in the conduct of investment functions if the fiduciary is sacrificing the interests of the beneficiaries.”
  
The duty of loyalty also is incorporated in the Prudent Investor Rule, which requires a trustee, when investing trust assets, to “conform to fundamental fiduciary duties of loyalty and impartiality.”
  The duty of loyalty is further described in the official comments to the Restatement (Third) of Trusts:

The strict duty of loyalty in the trust law ordinarily prohibits the trustee from investing or managing trust investments in a manner that will give rise to a personal conflict of interest. . . . The prohibition also applies to investing in a manner that is intended to serve interests other than those of the beneficiaries or the purposes of the settlor.

The official comments to the Restatement give examples of how the duty of loyalty applies:

A fiduciary “is under a duty not to profit at the expense of the beneficiary.”
  

“The trustee violates his duty to the beneficiary if he accepts for himself from a third person any bonus or commission for any act done by him in connection with the administration of the trust.”
  

“It is improper for the trustee to purchase property for the trust or to sell trust property for the purpose of benefiting a third person rather than the trust estate or for the purpose of advancing an objective other than the purposes of the trust.”
  

At least one trust law expert has questioned the absoluteness of the “sole interest” rule which requires voiding of a transaction where the interests of the trustee and beneficiary overlap and “no further inquiry” is allowed.  Professor Langbein has taken the position that the sole interest rule is “unsound,” arguing that “a transaction prudently undertaken to advance the best interest of the beneficiaries best serves the purpose of the duty of loyalty, even if the trustee also does or might derive some benefit.”
  
2. Duty of Care, Skill, and Ordinary Prudence

The second foremost duty of a trustee is the duty of care, skill, and ordinary prudence in the administration of a trust:
The trustee is under a duty to the beneficiary in administering the trust to exercise such care and skill as a man of ordinary prudence would exercise in dealing with his own property; and if the trustee has or procures his appointment as trustee by representing that he has greater skill than that of a man of ordinary prudence, he is under a duty to exercise such skill.

If the trustee has greater skills than those of a man of ordinary prudence, the trustee may be liable for loss to the trust due to the failure to exercise those skills.  If the trustee procured his appointment as trustee by representing that he has greater skills, the trustee similarly may be liable for a loss resulting from the failure to use such skills.
  Whether a trustee is prudent in administering a trust depends on the circumstances as they reasonably appear at the time and not at some future time in hindsight.  The duty of ordinary prudence requires a trustee to be knowledgeable about the terms of the trust and with the nature and circumstances of the trust property.

3. Duty to Invest as a Prudent Investor
The Restatement (Third) of Trusts sets forth standards of prudent investing under the so-called Prudent Investor Rule.  The duty of prudence requires a fiduciary to invest and manage fiduciary assets “as a prudent investor would, by considering the purposes, terms, distribution requirements, and other circumstances of the trust.”
  In satisfying this standard, “the trustee shall exercise reasonable care, skill, and caution.”
  The Prudent Investor Rule embraces a portfolio standard of care based on modern portfolio theory and diversification of assets.  

The duty of prudence includes the duty to investigate and incorporates “the traditional responsibility of the fiduciary investor to examine information likely to bear importantly on the value or the security of an investment.”
  In addition, the duty of prudence applies both to investing and “managing” trust assets and requires the fiduciary to monitor the suitability of investments:
“Managing” embraces monitoring, that is the trustee’s continuing responsibility for oversight of the suitability of investments already made as well as the trustee’s decisions respecting new investments.

As further elaborated in the Restatement of Trusts (Third), a trustee must act prudently “not only in making investments but also in monitoring and reviewing investments, which is to be done in a manner that is reasonable and appropriate to the particular investments, courses of action, and strategies involved.”

4. Duty to Delegate

Under the Uniform Prudent Investor Act, a trustee may delegate investment and management functions that a prudent trustee of comparable skills could properly delegate under the circumstances, provided that the trustee exercises reasonable care in selecting an agent, establishing the scope and terms of the delegation consistent with the purposes and terms of the trust, and periodically reviewing the agent’s actions in order to monitor the agent’s performance and compliance with the terms of the delegation.
  A trustee may have a duty to delegate when an agent can perform more proficiently than the trustee itself.  In performing a delegated function, an agent owes a duty to the trust to exercise reasonable care to comply with the terms of the delegation.

5. Duty to Avoid Excessive Costs
The duty of care includes a duty to incur only reasonable costs.  As stated in the Uniform Prudent Investor Act, in investing and managing trust assets, “a trustee may only incur costs that are appropriate and reasonable in relation to trust assets, the purposes of the trust, and the skills of the trustee.”
  The official comments admonish trustees that “wasting beneficiaries’ money is imprudent.  In devising and implementing strategies for the investment and management of trust assets, trustees are obliged to minimize costs.”
  The Restatement similarly recognizes the trustee’s duty to “incur only costs that are reasonable in amount and appropriate to the investment responsibilities of the trusteeship.”
 

The Uniform Prudent Investor Act specifically applies the duty to incur only reasonable costs when the investment management function is delegated:

In deciding whether to delegate, the trustee must balance the projected benefits against the likely costs.  Similarly, in deciding how to delegate, the trustee must take the costs into account.  The trustee must be alert to protect the beneficiary against “double dipping.”  If, for example, the trustee’s regular compensation schedule presupposes that the trustee will conduct the investment management function, it should ordinarily follow that the trustee will lower its fee when delegating the investment management function to an outside manager.

The Restatement of Trusts (Third) similarly cautions against multiple layers of investment management fees and states that the overall costs to the trust account must be reasonable:

If the trustee also receives commissions from the trust, they must be appropriate to the duties performed; and overall management costs to the trust estate must not be unreasonable in light of alternatives realistically available to the particular trustee.  Because multiple layers of investment management costs can be a serious concern, the amount of the trustee’s compensation may depend on the nature of the investment program, the role played by the trustee, and the qualifications and services contemplated in the selection and remuneration of the trustee.

The Restatement specifically cautions against excessive fees in the use of mutual funds:

Concerns over sales charges, compensation, and other costs are not an obstacle to a reasonable course of action using mutual funds and other pooling arrangements, but they do require special attention by a trustee.  Because the differences in the totality of the costs described above can be significant, it is important for trustees to make careful cost comparisons, particularly among similar products of a specific type being considered for a trust portfolio.

When a trustee invests fiduciary assets in mutual funds, the duty of prudence requires the trustee to consider any fees associated with the investment, and the fiduciary is not permitted to make an investment that would impose an unreasonable fee burden on the fiduciary assets.  In general, the fees must be reasonable and bear a reasonable relationship to the services performed, and the services must not be duplicative or unnecessary. 

6. Duty of Confidentiality

The Restatement (Third) of Trusts recognizes a trustee’s duty of confidentiality:

Duty not to disclose information to third persons.  A trustee is under a duty to the beneficiary not to disclose to a third person information which he has acquired as trustee where he should know that the effect of such disclosure would be detrimental to the interest of the beneficiary.

Because of their duty of confidentiality under state trust law, bank trustees are not subject to federal privacy regulations under the Gramm-Leach-Bliley Act. 
  In exempting bank trustees, the banking agencies noted that “a financial institution that is a trustee assumes obligations as a fiduciary, including the duty to protect the confidentiality of the beneficiaries’ information, that are consistent with the purposes of the GLB Act and enforceable under state law.”
  
7. Duty of Fair Dealing and Disclosure

The duty of loyalty includes a duty of fair dealing and disclosure when a trustee is dealing with a beneficiary on the trustee’s own account:

The trustee in dealing with a beneficiary on the trustee’s own account is under a duty to deal fairly and to communicate to the beneficiary all material facts the trustee knows or should know in connection with the transaction.

8. Duty of Reasonable Compensation

Reasonableness is the overriding standard governing fiduciary compensation in the law of most states.  The standard may appear in different forms, as the prevailing rule or as a default rule in the absence of specific provisions in the trust instrument.  The standard is recognized in the trust regulations of the Comptroller of the Currency which provide that, “If the amount of a national bank’s compensation for acting in a fiduciary capacity is not set or governed by applicable law, the bank may charge a reasonable fee for its services.”

The duty of reasonable compensation appears to be unique to trustees.  Agents generally do not have an explicit duty concerning their compensation.  The compensation of securities brokers and investment advisers generally is not regulated,
 although the SEC has interpreted the Advisers Act to prohibit investment advisers from charging excessive fees without appropriate disclosures.
  
B. Fiduciary Duties of Agents

The fiduciary duties applicable to agents are similar to those applicable to trustees.  An agent’s fiduciary duties, like those of a trustee, are derived primarily from state common law, although some states have adopted statutory provisions addressing an agent’s duties.  In addition, agents may be subject to federal regulatory regimes, such as broker-dealers which are subject to the Securities Exchange Act of 1934 and rules of self-regulatory organizations such as the National Association of Securities Dealers, Inc. (“NASD”).
The nature and scope of fiduciary duties of an agent, like those of a trustee, may be contractually defined by the agency agreement, as well as implied by the circumstances of the agency relationship:  
A contract may create duties of performance on the part of an agent through its express and implied terms.  The terms of an agreement between a principal and an agent may incorporate, either expressly or impliedly, the custom or usage of a particular trade.
 
In the case of a securities brokerage agreement, for example, the agreement may impliedly incorporate NASD and stock exchange rules.
 

According to the Restatement (Third) of Agency, not all of the elements of an agency relationship are fiduciary in nature, but the elements that are entail significant fiduciary duties:

. . . . Fiduciary duty does not necessarily extend to all elements of an agency relationship, and does not explain all of the legal consequences that stem from the relationship.  Fiduciary duty does not operate in a monolithic fashion. Most questions concerning agents’ fiduciary duty involve the agent’s relationship to property owned by the principal or confidential information concerning the principal, the agent’s undisclosed relationship to third parties who compete with or deal with the principal, or the agent’s own undisclosed interest in transactions with the principal or competitive activity. It is open to question whether an agent’s unconflicted exercise of discretion as to how to best carry out the agent’s undertaking implicates fiduciary doctrines.

Three types of consequences result from an agent’s fiduciary duties to the principal. First, if an agent breaches a fiduciary duty of loyalty, distinctive remedies are available to the principal.  Moreover, burdens of proof are often allocated differently in cases alleging breach of fiduciary obligation than in civil litigation generally. A different limitation period may apply, and it may not begin to run until the principal discovers the breach of duty. . . .

Second, the content of an agent’s duties to the principal is distinctive.  Unless the principal consents . . . an agent may not use the principal’s property, the agent’s position, or nonpublic information the agent acquires while acting within the scope of the relationship, for the agent’s own purposes or for the benefit of another.  Similarly, unless the principal consents . . . an agent may not bind the principal to transactions in which the agent deals with the principal on the agent’s own account without disclosing the agent’s interest to the principal.  Without the principal’s consent, an agent may not compete with the principal as to the subject matter of the agency, nor may the agent act on behalf of one with interests adverse to those of the principal in matters in which the agent is employed. . . .

Third, the fiduciary character of an agent’s position, on the one hand, and the principal’s right to control the agent, on the other hand, are linked in a manner that differentiates both (a) the function of an agent-fiduciary from that of a nonagent-fiduciary and (b) agency relationships from nonagency relationships that are defined and controlled solely by contract.  An agent’s fiduciary position requires the agent to interpret the principal’s statement of authority, as well as any interim instructions received from the principal, in a reasonable manner to further purposes of the principal that the agent knows or should know, in light of facts that the agent knows or should know at the time of acting.  An agent thus is not free to exploit gaps or arguable ambiguities in the principal’s instructions to further the agent’s self-interest, or the interest of another, when the agent’s interpretation does not serve the principal’s purposes or interests known to the agent. This rule for interpretation by agents facilitates and simplifies principals’ exercise of the right of control because a principal, in granting authority or issuing instructions to an agent, does not bear the risk that the agent will exploit gaps or ambiguities in the principal’s instructions.  In the absence of the fiduciary benchmark, the principal would have a greater need to define authority and give interim instructions in more elaborate and specific form to anticipate and eliminate contingencies that an agent might otherwise exploit in a self-interested fashion.  That is, the principal would be at greater risk in granting authority and stating instructions in a form that gives an agent discretion in determining how to fulfill the principal’s direction.  For organizational principals, this rule simplifies the process through which directions are communicated, understood, and executed within an organization. Accordingly, instructions need not be drafted with the detail and specificity that typify the instruments embodying the terms of many arm’s-length commercial and financial relationships.

 The scope of an agent’s fiduciary duties depends on the functions performed by the agent, but expand beyond the terms of the agency agreement in some circumstances: 

. . . . Agents who perform intermediary functions vary greatly in the nature of the services provided. Variable as well are the scope of the agency relationship and its consequences for the principal. 
* * * *

If an intermediary lacks authority even to negotiate on behalf of a party, characterizing the intermediary as an agent may not carry much practical import because the scope of the agency would be very narrow.  But despite the narrowness of its scope, an agency relation imposes legal consequences when the agent’s acts are within its scope. In some circumstances, an agent’s inaction will have legal consequences for the principal. 

. . . . An intermediary who is a finder conventionally serves the function of identifying or introducing to each other prospective parties to transactions but does not engage in negotiations.  Intermediaries who are brokers, on the other hand, negotiate on behalf of the principal.  Some agents have authority to commit the principal to the terms of a transaction.  An individual actor’s role may evolve over the course of a transaction, expanding or shrinking the scope of any agency relationship.  Moreover, an agent may assume a pivotal role in the course of a transaction, a role that may commence with relaying information from one party to another but then encompass explanations and clarifications, all of which induce reliance by the recipient.

1. Duty of Loyalty

The Restatement (Third) of Agency recognizes a specific duty of loyalty by an agent to his principal:

An agent has a fiduciary duty to act loyally for the principal’s benefit in all matters connected with the agency relationship.

In contrast to the duty of loyalty applicable to trustees, an agent’s duty of loyalty does not require the agent to act “solely” in the interests of beneficiaries.  The agent may engage in transactions that benefit the agent as well as the principal, provided that the agent’s interests are not placed ahead of those of the principal:  
Although an agent’s interests are often concurrent with those of the principal, the general fiduciary principle requires that the agent subordinate the agent’s interests to those of the principal and place the principal’s interests first as to matters connected with the agency relationship.

A principal may be compensated so that the agent’s interests are concurrent with those of the principal.

Nevertheless, an agent is not free to abuse the agency relationship.  The duty of loyalty includes several specific related duties.  For example, an agent may not acquire a material benefit from a third party in connection with transactions undertaken on behalf of the principal.
  Similarly, an agent may not deal with the principal as an adverse party, or on behalf of an adverse party, in a transaction connected with the agency relationship.
  An agent also may not use property of the principal for the agent’s own purposes or those of a third party.

Under the Restatement, however, conduct by an agent that would otherwise constitute a breach of the agent’s duty is deemed not to be a breach if the principal consents to the conduct, provided that, in obtaining the principal’s consent, the agent acts in good faith, discloses all material facts that the agent knows or should know would reasonably affect the principal’s judgment, and otherwise deals fairly with the principal.
  In addition, the transaction involved must be of a type that “could reasonably be expected to occur in the ordinary course of the agency relationship.”

An agent who acts for more than one principal in a transaction between or among them has a duty to deal “fairly” and “in good faith” with each principal.  This duty includes the duty to disclose to each principal the fact that the agent acts for the other principal or principals, and all other facts that the agent knows, has reason to know, or should know would reasonably affect the principal’s judgment.”

2. Duty of Care, Competence, and Diligence
The Restatement of Agency imposes a duty of “care, competence, and diligence” on an agent:
Subject to any agreement with the principal, an agent has a duty to the principal to act with the care, competence, and diligence normally exercised by agents in similar circumstances.
  
Special skills or knowledge possessed by an agent are taken into account in determining whether the agent acted with due care and diligence.  If an agent  professes to have special skills or expertise, the agent has a duty to act with the care, competence, and diligence normally exercised by agents with such skills or knowledge.

The Restatement of Agency does not specifically impose any “prudent investor” standard on agents with respect to investments.  An agent likely would be held to the prudent investor standard, however, as an industry standard.
3. Duty of Confidentiality

Like a trustee, an agent owes a duty of confidentiality to his principal.  An agent may not use or communicate confidential information of the principal for the agent’s own purposes or those of a third party.

Agents that are broker-dealers or investment advisers also are subject to the information privacy provisions of federal law.  Under the Gramm-Leach-Bliley Act, a financial institution must provide its customers with a notice of its privacy policies and practices and must not disclose nonpublic personal information about a consumer to nonaffiliated third parties unless the institution provides certain information to the consumer and the consumer does not elect to opt out of the disclosure.

4. Duty to Follow Instructions

Related to the duty of care, an agent’s duty of performance includes the duty to act in accordance with the terms of the agency:

An agent has a duty to act in accordance with the express and implied terms of any contract between the agent and the principal.
 * * * *

An agent has a duty to take action only within the scope of the agent’s actual authority.  An agent has a duty to comply with all lawful instructions received from the principal and persons designated by the principal concerning the agent’s actions on behalf of the principal.

5. Duty to Provide Information

An agent has a duty to use reasonable efforts to provide the principal with facts that the agent knows, has reason to know, or should know when:

 (i) subject to any manifestation by the principal, the agent knows or has reason to know that the principal would wish to have the facts or the facts are material to the agent’s duties to the principal; and (ii) the facts can be provided to the principal without violating a superior duty owed by the agent to another person.

C. Fiduciary Duties Under ERISA 

ERISA imposes strict fiduciary duties on financial institutions that act as fiduciaries with respect to ERISA plan assets.  Section 403(c) of ERISA provides that the assets of a plan shall be held for the “exclusive purpose of providing benefits to the plan’s participants and their beneficiaries and defraying reasonable expenses of administering the plan.”
  Section 404(a) imposes a “prudent man” standard of care which encompasses a duty of loyalty and a duty of care.
  
The ERISA prudent man standard provides that a fiduciary shall discharge his duties with respect to a plan “solely in the interest of the participants and beneficiaries” and for the “exclusive purpose of providing benefits to participants and their beneficiaries and defraying reasonable expenses of administering the plan.”  In so doing, the fiduciary must act with the “care, skill, prudence, and diligence under the circumstances then prevailing that a prudent man 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.”  The fiduciary also must diversify the investments of the plan “so as to minimize the risk of large losses, unless under the circumstances it is clearly prudent not to do so,” and must act in accordance with the documents and instruments governing the plan insofar as they are consistent with the provisions of ERISA.  
Section 406 of ERISA prohibits certain conflict of interest transactions between a plan and a “party in interest” and also prohibits a plan fiduciary from dealing with plan assets in his own interest or for his own account.
  Similarly, a plan fiduciary may not act in any transaction involving the plan on behalf of a party whose interests are adverse to the interests of plan participants or beneficiaries or receive any consideration from any party dealing with the plan in connection with a transaction involving plan assets. 

If a fiduciary breaches any of the duties under ERISA, he “shall be personally liable to make good to such plan any losses to the plan resulting from each such breach, and to restore to such plan any profits of such fiduciary which have been made through use of assets of the plan by the fiduciary, and shall be subject to such other equitable or remedial relief as the court may deem appropriate, including removal of such fiduciary.”
  In the case of a plan that provides for individual accounts, however, and permits a plan participant or beneficiary to exercise control over the assets in his account, a fiduciary is not liable for any loss resulting from the exercise of control by the participant or beneficiary.
The Department of Labor (“DOL”) is responsible for administering ERISA and has authority to grant exemptions from the prohibited transaction provisions.  Among other exemptions, the DOL in 1977 issued an exemption for the purchase and sale of proprietary mutual funds by a plan fiduciary, provided certain conditions are met.
  Among other things, the fiduciary must either waive the fund advisory fee or forego compensation at the account level.
Prior to recent amendments in the Pension Protection Act of 2006, a plan fiduciary could not provide investment advice concerning plan assets without violating ERISA’s self-dealing restrictions unless it offset fees and adhered to other requirements.
  The Act created a new exemption from the prohibited transaction rules allowing advisers and other parties in interest to participant-directed account plans, such as 401(k) plans, to provide investment advice to plan participants.  The investment advice must be provided under an “eligible investment advice arrangement” and must satisfy other requirements, including appropriate disclosure of the investment advice.
  Comprehensive disclosures of fees and affiliations must be given by the adviser, and the adviser must obtain an annual audit from an independent auditor regarding compliance with the exemption. The exemption does not apply to advice to plan sponsors with respect to the selection of investment options for plan assets.  
V. Regulatory Duties 

Banks, investment advisers, and securities brokers are subject to varying degrees to the fiduciary duties discussed above.  In addition, specific duties apply to different types of wealth service providers under the different regulatory schemes applicable to each.  The regulatory duties aspire to high standards of conduct and share a fiduciary resonance.  Because they are imposed by regulation, however, they are not generally considered to be “fiduciary” duties per se.  The regulatory duties are imposed and generally enforced by regulators, rather than private litigants, and are articulated and applied differently depending on whether the institution is a bank, investment adviser, or broker.  In some cases, the regulatory duties reflect state law.
A. Duties of Banks

1. Duties under 12 U.S.C. § 92a

Section 92a imposes few regulatory duties on the fiduciary activities of national banks. The statute requires national banks to segregate all fiduciary assets from their general assets and to maintain separate books and records detailing all of their fiduciary transactions.
  In addition, the statute makes it unlawful for a national bank to lend to any officer, director, or employee any funds held by it in trust.
  Section 92a does not otherwise regulate the fiduciary activities of national banks.  Rather, the statute looks to other laws applicable to fiduciaries. 
2. Duties under “Applicable Law”

The OCC’s regulations state that a national bank exercising fiduciary powers “shall adopt and follow written policies and procedures adequate to maintain its fiduciary activities in compliance with applicable law.”
  Similarly, a national bank “shall invest funds of a fiduciary account in a manner consistent with applicable law.”
  

As noted above, “applicable law” is defined to mean “the law of a state or other jurisdiction governing a national bank’s fiduciary relationships, any applicable Federal law governing those relationships, the terms of the instrument governing a fiduciary relationship, or any court order pertaining to the relationship.”
  “Applicable law” thus is state fiduciary law and, in the case of employee plan accounts, ERISA.    
3. Duties Regarding Conflicts
With respect to conflicts of interest, the OCC’s regulations impose restrictions which, even though they generally reflect state fiduciary law standards, can be said to be federal standards.  The regulations provide that, unless authorized by applicable law, a national bank may not invest funds of a discretionary fiduciary account in the stock or obligations of, or in assets acquired from the bank or any of its directors, officers, or employees; affiliates of the bank or any of their directors, officers, or employees; or individuals or organizations with whom there exists an interest that might affect the exercise of the best judgment of the bank.
  In addition, a national bank may not lend, sell, or otherwise transfer assets of a fiduciary account for which a national bank has investment discretion to the bank or any of its directors, officers, or employees, or to affiliates of the bank or any of their directors, officers, or employees, or to individuals or organizations with whom there exists an interest that might affect the exercise of the best judgment of the bank, except under specified limited circumstances.  If not prohibited by applicable law, the OCC’s regulations allow a national bank to make a loan to a fiduciary account and to hold a security interest in assets of the account if the transaction is “fair” to the account.
  
4. Duties of Bank Investment Advisers

In its supervisory guidance to national banks addressing conflicts of interest, the OCC appears to assume that trust law standards apply to both trust accounts and non-trust fiduciary accounts, and to discretionary and non-discretionary accounts.
  The OCC’s guidance tends to focus more on a bank’s risk management policies and procedures than on the actual duty of loyalty standards that apply.  

The FDIC, on the other hand, distinguishes between a bank’s duties when it acts with investment discretion and when it acts without discretion.  For example, the FDIC’s Trust Examination Manual states:  

There are major differences in the fiduciary’s responsibilities under different types of accounts. 

When the fiduciary has discretion to select investments for an account, or makes recommendations for the selection of investments, the investments selected must both follow the terms of the governing instrument and be suitable investments given the needs of the beneficiaries or the purpose of the trust. 

When the trust department has no discretion in choosing investments (such as for self-directed or custodial accounts), the institution’s sole responsibility is to follow the provisions of the governing account instrument. 

The FDIC’s Manual also distinguishes between the fiduciary duty of a bank acting in a discretionary versus nondiscretionary capacity in discussing various types of conflicts of interest.  For example, with respect to investments of fiduciary assets in proprietary mutual funds, the Manual states that nondiscretionary accounts are not subject to the same restrictions and requirements applicable to discretionary accounts.

The FDIC’s Manual seems to acknowledge that a bank providing the services of an investment adviser should be held to the fiduciary standards applicable to an investment adviser and not a trustee.  In contrast, the OCC appears to conflate the standards applicable to trustees and investment advisers, resulting in potentially stricter standards being applied to national banks acting as investment advisers.

The Federal Reserve Board has provided no recent published guidance on bank fiduciary activities, and its position on the fiduciary duties of a bank acting as an investment adviser, as opposed to as trustee, is not apparent in any publicly available form.

5. Compliance Duties

Both the FDIC and OCC have issued extensive supervisory guidance imposing compliance duties on banks that offer fiduciary services. These duties generally require banks to implement policies and procedures to ensure proper fiduciary conduct.  

The FDIC’s comprehensive Trust Examination Manual includes a Statement of Principles of Trust Department Management which must be adopted by banks applying for the FDIC’s consent to exercise trust powers.
 The Manual sets forth the duties and supervisory responsibilities of the bank’s directors with respect to the bank’s fiduciary activities, and requires banks to adopt formal risk management programs to identify and control fiduciary risk.

The OCC’s regulations require a national bank to adopt policies and procedures “adequate to maintain its fiduciary activities in compliance with applicable law.”
  The regulations state that the policies and procedures should address, among other matters, the bank’s brokerage placement practices, methods for ensuring that fiduciary officers and employees do not use material inside information in connection with any decision or recommendation to purchase or sell any security, methods for preventing self-dealing and conflicts of interest, selection and retention of legal counsel, and the investment of funds held as fiduciary.  

OCC examiners are given detailed procedures for use in examining national banks for conflicts of interest, focusing mainly on the bank’s policies and procedures.
  These are described infra.
B. Duties of Investment Advisers

The Supreme Court has opined that the duties of an investment adviser subject to the Advisers Act include the duty to act for the benefit of clients, to exercise the utmost good faith in dealings with clients, to disclose all material facts, and to employ reasonable care to avoid misleading clients.
  The SEC has said that an adviser’s duties include the duty of care and the duty of loyalty to clients with respect to all services undertaken on the client’s behalf, including the voting of proxies, and also the obligation to “employ reasonable care to avoid misleading” its clients.
  The duties of an investment adviser under the Advisers Act do not apply to banks, which are exempt from the definition of “investment adviser” under the Act.
1. Duty of Utmost Good Faith

Investment advisers owe their clients “an affirmative duty of utmost good faith.”
   
This duty of utmost good faith is not the equivalent of the duty of loyalty applicable to trustees and agents, but is similar.  Like the duty of loyalty, it is a broad, amorphous concept capable of being applied when an investment adviser acts contrary to the interests of its customers.  But unlike the duty of loyalty applicable to a trustee, for example, the good faith duty does not require that the investment adviser act solely in the interests of the customer.  
2. Duty of Disclosure

An investment adviser also owes a duty of “full and fair disclosure of all material facts.”
  This duty is embedded in the SEC’s so-called “brochure rule” under which each registered investment adviser is required to give its customers a copy of Part II of its  Form ADV.
  
Part II of Form ADV includes disclosures regarding, among other things, an adviser’s services and fees, types of clients and investments it handles, methods of analysis and sources of information and strategies it uses, the education and business background of the person(s) who gives investment advice, a description of any other financial or business activities engaged in by the adviser, and any material arrangements with financial affiliates.  An adviser also must indicate in its Form ADV whether it has any arrangements whereby it receives payment or economic benefits from a non-client in connection with giving advice to clients, and whether it receives compensation for client referrals.    
In addition, an investment adviser is required to disclose to its clients any financial condition of the adviser that is “reasonably likely to impair the ability of the adviser to meet contractual commitments to clients, if the adviser has discretionary authority (express or implied) or custody over such client’s funds, and any “legal or disciplinary event that is material to an evaluation of the adviser’s integrity or ability to meet contractual commitments to clients.”

3. Compliance Duties

In 2003, the SEC adopted a rule requiring registered investment advisers to adopt compliance policies and procedures.
  Under the rule, a registered investment adviser implement written policies and procedures reasonably designed to prevent violation of the SEC’s rules under the Investment Advisers Act of 1940.  Each investment adviser also is required to appoint a chief compliance officer to administer the policies and procedures, and to conduct an annual review of the adequacy of the policies and procedures and the effectiveness of their implementation.  Among the rules with which investment advisers must comply are the following:
Books and Records.  Each investment adviser must make and keep “true, accurate and current” books and records relating to transactions, investment recommendations, client instructions, written agreements, advertisements, and other matters relating to its investment advisory business.

Custody of Client Assets.  Each investment adviser must maintain client funds or securities with a qualified custodian, such as a bank.

Solicitation Rule.  The investment adviser may not pay referral fees to a solicitor for referring clients to the adviser unless the fees are paid pursuant to a written agreement that provides, among other things, that the solicitor will give the client a copy of the adviser’s Form ADV, Part II disclosures and obtain from each client a signed and dated acknowledgment of receipt of the disclosures.
  The agreement also must require the solicitor to disclose to clients that the solicitor will receive compensation for referral and disclose the terms of the referral fee arrangement with the adviser.  The adviser must make a bona fide effort to confirm that the solicitor has complied with the agreement.
Proxy Voting.  An investment adviser is required to adopt and implement written policies and procedures reasonably designed to ensure that it votes client securities in the best interest of clients.
  The procedures must address how the adviser will address material conflicts that may arise between its interests and those of its clients, how clients may obtain information about how the adviser voted, and how clients may obtain the adviser’s proxy voting policies and procedures. 
Advertising.  An investment adviser may not distribute any advertisement that refers to any testimonial of any kind concerning the adviser or any past advice given by the adviser or contains other prohibited information touting the adviser’s advice.
   
Agency Cross-Trades.  An investment adviser may not engage in a transaction in which it or an affiliate acts as broker for both the client and another party to the transaction except under certain circumstances.
  Among other things, the adviser must obtain from the client written consent authorizing the adviser to effect such transactions based on disclosure that the adviser will act as broker for, receive commissions from, and have a potentially conflicting division of loyalties and responsibilities regarding, both parties to such transactions.  In addition, the adviser must send to each client a written confirmation at or before the completion of each such transaction which includes, among other things, a statement of the nature of the transaction and the source and amount of any other remuneration received or to be received by the adviser. 
4. Code of Ethics

Under a rule adopted by the SEC in 2004, each investment adviser is required to adopt a code of ethics.
  The code of ethics must include, at a minimum, the following:

A standard (or standards) of business conduct required of supervised persons, which standard must reflect the adviser’s fiduciary obligations and those of its supervised persons;
Provisions requiring supervised persons to comply with applicable federal securities laws;
Provisions requiring the adviser’s access persons to report their securities transactions and holdings and to obtain pre-clearance before they acquire beneficial interest in any security in initial public offerings or limited offering;
Provisions requiring supervised persons to report any violations of the adviser’s code of ethics promptly to the chief compliance officer; and

Provisions requiring the adviser to provide each of its supervised persons with a copy of its code of ethics and any amendments, and requiring supervised persons to provide written acknowledgment of their receipt of the code and any amendments.

C. Duties of Brokers 

Securities broker-dealers act in the capacity of “agents” and, as such, have all of the fiduciary duties applicable to agents under the law of agency.  In addition, brokers have duties imposed on them by the extensive regulatory regime under federal and state securities laws.  
Under the Securities Exchange Act of 1934, each broker-dealer is required to become a member of a self-regulatory organization (“SRO”), such as the National Association of Securities Dealers, Inc. (“NASD”) or the New York Stock Exchange (“NYSE”).  The SROs, among other things, are required to adopt rules of conduct for their members.  
The securities laws and SRO conduct rules impose duties on broker-dealers that are inherently fiduciary in nature but that are viewed as regulatory requirements rather than fiduciary duties.  Neither broker-dealers nor their regulators generally consider a broker-dealer to act in the capacity of a “fiduciary” even though, as agents, they are subject to fiduciary duties under common law principles of agency law.
  
When broker-dealers assume positions of trust and confidence with their customers similar to those of investment advisers, broker-dealers have been held to standards similar to those applicable to investment advisers.
  Indeed, many broker-dealers are dually registered under both the Exchange Act and the Advisers Act.  As indicated above, the SEC has said that “broker-dealers and advisers should be held to similar standards depending not upon the statute under which they are registered, but upon the role they are playing.”
 For the most part, however, the SEC views broker-dealers as playing a role different from that of investment advisers:

Broker-dealers often play roles substantially different from investment advisers and in such roles they should not be held to standards to which advisers are held.

 The failure to view broker-dealers as “fiduciaries” may have unfortunate consequences by encouraging an industry culture that is not instinctively loyal to the interests of the customer, thus necessitating a costly program of regulation and enforcement.  On the other hand, a government-sponsored program of regulation and enforcement arguably deters misconduct well enough and reduces the costs that private litigants otherwise would bear in vindicating their rights and disciplining the industry.

1. Duty of Commercial Honor

The NASD’s rules impose on broker-dealers general standard of “commercial honor and principles of trade.”  These standards state, simply: 
A member, in the conduct of its business, shall observe high standards of commercial honor and just and equitable principles of trade.
  
While these standards aspire to a high level of professional conduct, they are not the equivalent of the duty of loyalty applicable to trustees and agents.  Nor are they the same as the duty of utmost good faith applicable to investment advisers under the Investment Advisers Act of 1940.
Among other practices, the commercial honor standard prohibits, for example, abusive communications between broker-dealer employees and customers.
  The NASD also has said that it generally is inconsistent with just and equitable principles of trade for a broker-dealer to place a customer in an account with a fee structure that reasonably can be expected to result in a greater cost than an alternative account offered by the member that provides the same services and benefits to the customer.
  For example, the NASD has said that before opening a fee-based account for a customer, a broker-dealer must have reasonable grounds to believe that such an account is appropriate for that particular customer.
  The NASD said that a broker-dealer will not be found to have violated the duty of just and equitable principles of trade if, absent other inducement, the broker-dealer can show that it disclosed to its customer that a potentially lower cost account was available and the broker has documentation showing that the customer chose a fee-based account for reasons other than cost.

2. Duty of Fair Dealing

The SEC has stated that broker-dealers and their registered representatives owe a special duty of “fair dealing” to their clients based on the so-called “shingle theory.”  This theory originates in anti-fraud provisions of the securities laws and reflects the concept that, when a securities dealer opens for business (i.e., hangs out his shingle), he represents that he will deal fairly with the public.
  

The duty of fair dealing includes an implied representation that broker-dealers will charge their customers securities prices that are reasonably related to the prices charged in an open and competitive market.
  A broker-dealer may be found to have committed fraud if it charges customers excessive markups without proper disclosure.

The NASD’s rules also include a duty of fair dealing:    
Fair Dealing with Customers.  (a)(1) Implicit in all member and registered representative relationships with customers and others is the fundamental responsibility for fair dealing.  Sales efforts must therefore be undertaken only on a basis that can be judged as being within the ethical standards of the Association’s Rules, with particular emphasis on the requirement to deal fairly with the public. 

(2) This does not mean that legitimate sales efforts in the securities business are to be discouraged by requirements which do not take into account the variety of circumstances which can enter into the member-customer relationship. It does mean, however, that sales efforts must be judged on the basis of whether they can be reasonably said to represent fair treatment for the persons to whom the sales efforts are directed, rather than on the argument that they result in profits to customers.

The following are examples of practices that the NASD believes are inconsistent with the duty of fair dealing:
Recommending speculative low-priced securities to customers without knowledge of or attempt to obtain information concerning the customers’ other securities holdings, their financial situation and other necessary data; 

Excessive activity in a customer's account, often referred to as “churning” or “overtrading;” 

Trading in mutual fund shares, particularly on a short-term basis;
Establishment of fictitious accounts in order to execute transactions which otherwise would be prohibited, such as the purchase of hot issues, or to disguise transactions which are against firm policy; 

Transactions without authority:  Transactions in discretionary accounts in excess of or without actual authority from customers. 

Unauthorized transactions:  Causing the execution of transactions which are unauthorized by customers or the sending of confirmations in order to cause customers to accept transactions not actually agreed upon. 

Misuse of customer funds or securities, including unauthorized use or borrowing of customers’ funds or securities;

 Recommending transactions beyond the customer’s capability:  The purchase of securities or the continuing purchase of securities in amounts which are inconsistent with the reasonable expectation that the customer has the financial ability to meet such a commitment.
 

3. Duty of Best Execution

One of the basic duties of a broker under the Exchange Act is the duty to obtain the best price on customer securities transactions.  The duty requires a broker to “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 duty of best execution reflects the most elementary of an agent’s fiduciary duties—the duty to diligently carry out the instructions of the principal (i.e., the customer).
4. Duty of Suitability
One of the most important duties of a broker-dealer is the duty to ensure that any recommendations to customers relating to the purpose or sale of securities are suitable for that customer.  This duty is implicit in the duty of care applicable to a trustee or investment adviser, but is explicitly written for broker-dealers.
The “suitability rule” requires a broker-dealer to conduct a suitability analysis to ensure that its investment recommendations are reasonably suited to the customer.  As articulated in the NASD’s rules, the suitability rule provides:

In recommending to a customer the purchase, sale or exchange of any security, a member shall have reasonable grounds for believing that the recommendation is suitable for such customer upon the basis of the facts, if any, disclosed by such customer as to his other security holdings and as to his financial situation and needs.

Prior to the execution of a transaction recommended to a non-institutional customer, other than transactions with customers where investments are limited to money market mutual funds, a member shall make reasonable efforts to obtain information concerning:

the customer’s financial status;

the customer’s tax status;

the customer’s investment objectives; and

such other information used or considered to be reasonable by such member or registered representative in making recommendations to the customer.

The suitability rule is specific to each customer and a broker-dealer may be found to violate the rule if it recommends a security to a customer that might be suitable for some investors but not for that particular customer.
  What constitutes a “recommendation” is determined on a case-by-case basis after an analysis of the facts and circumstances.  No “bright line” test is applied.

The suitability rule does not apply if the broker-dealer does not provide investment recommendations to a customer.  A discount broker generally does not provide recommendations and is not subject to the rule, for example, and is not required to perform a suitability analysis when executing trades for customers.  The NASD has noted, however, that broker-dealers that do not make investment recommendations to a customer nevertheless are subject to “know-your-customer” obligations under NASD Rule 2110.  Under that Rule, broker-dealers must make reasonable efforts to obtain certain basic financial information from customers so that they can “protect themselves and the integrity of the securities markets from customers who do not have the financial means to pay for transactions.”

The suitability standard increasingly has been viewed as imposing on a broker a duty to serve the client’s best interests.
  Evidence of wealth is not an indicator of suitability.

The NASD has said that the manner in which a broker-dealer purchases an otherwise suitable security that it has recommended can render the recommendation unsuitable if there is an alternative basis upon which the security could be purchased to the pecuniary advantage of the investor.  For example, in some circumstances a broker-dealer may be found to have violated the suitability rule if it invests client assets through a fee-based account rather than a commission-based account,
 or if the broker-dealer recommends that a customer invest in Class B shares of a mutual fund rather than Class A shares.
   
Institutional Investors.  The NASD has stated that the suitability rule applies to institutional as well as retail customers.
   The manner in which a broker-dealer fulfills its suitability obligation to an institutional investor will vary “depending on the nature of the customer and the specific transaction.”

5. Duty to Disclose Remuneration

A broker has a duty to disclose the source and amount of its remuneration from all sources in connection with customer transactions.  Rule 10b-10 under the Exchange Act provides that “it shall be unlawful for any broker or dealer to effect for or with an account of a customer any transaction in, or to induce the purchase or sale by such customer of, any security . . . unless such broker or dealer, at or before completion of such transaction, gives or sends to such customer written notification disclosing . . . the source and amount of any other remuneration received or to be received by the broker in connection with the transaction.”  The federal banking agencies require similar disclosure by banks.

The duty under Rule 10b-10 does not, however, include a duty to disclose how brokerage commissions are allocated among registered representatives of the broker:

Neither the SEC nor NASD have required registered representatives of broker-dealers to disclose their own compensation in a securities transaction.
 

Defendants did not have a duty to disclose that brokers received greater compensation for the sales of Morgan Stanley mutual funds than for the sale of funds offered by other companies.
  

In the context of mutual fund sales, the SEC has stated that the delivery of a prospectus containing sufficient disclosures generally will satisfy a broker-dealer’s disclosure obligations under Rule 10b-10 regarding compensation, and this position has been adopted by the courts.
  

6. Duty to Supervise

Broker-dealers have a duty to supervise the activities of their employees and associated persons.  NASD rules require each broker-dealer member to establish a supervisory system reasonably designed to achieve compliance with applicable securities laws and regulations.
  Each supervisory system must include, among other things, the following:
The establishment and maintenance of written procedures to supervise the types of business in which it engages and the activities of its registered representatives and associated persons; 

The designation of an appropriately registered principal(s) with authority to carry out the supervisory responsibilities of the member for each type of brokerage business in which it engages; 

The designation as an “office of supervisory jurisdiction” (OSJ) of each location where required or necessary in order to supervise its registered representatives, registered principals, and other associated persons.
 

As part of the duty to supervise, each broker-dealer also must make reasonable efforts to determine that all of its supervisory personnel are qualified by virtue of experience or training to carry out their assigned responsibilities.
7. Compliance Duties

Broker-dealers, like investment advisers and banks, have a duty to comply with applicable rules and regulations.  In furtherance of this duty, the NASD in 2004 adopted rules requiring the chief executive officer of each broker-dealer to certify annually that the broker-dealer has in place processes to “establish, maintain, review, test and modify written compliance policies and written supervisory procedures reasonably designed to achieve compliance with applicable NASD rules, MSRB rules and federal securities laws and regulations.”
  
Each broker-dealer also is required to designate a chief compliance officer, who is required to meet with the CEO to discuss and review the matters that are the subject of the certification, discuss and review the broker’s compliance efforts, and identify and address significant compliance problems and plans for emerging business areas.  The chief compliance officer is intended to play a “unique and integral role” in the compliance process.
 

VI. Selected Conflicts of Interest
This section discusses various conflicts of interest that have arisen recently in the wealth services business and how they have been dealt with under the law.  Most of these conflicts are permitted, provided that the financial institution complies with disclosure and other regulatory requirements. 
Because the financial services industry is essentially a fee-based industry, the conflicts of interest that arise often involve the fees and compensation resulting from the sale of various investment products, such as mutual funds and other pooled and individually managed investment products.  Other types of conflicts of interest may arise, for example, in the allocation of trades or the use of soft dollars.  This paper discusses only a few of the conflicts that wealth service providers face on a regular basis. 

Very few conflicts of interest arise that cannot be cured by disclosure of the conflict to the customer and obtaining of customer consent, either through the customer agreement or by special notice and consent procedures.  Accordingly, the regulatory response to most conflicts of interest situations has not been to prohibit conflict transactions but to impose disclosure requirements and require enhanced compliance efforts.  In some cases, conflict transactions have been specifically authorized by statute when lawmakers have determined that the conflict is not harmful and may benefit customers.
A. Proprietary Mutual Funds
A conflict of interest arises when a trustee, investment adviser, or broker recommends proprietary mutual funds (i.e., funds for which an affiliate serves as the investment adviser) as an investment.  The conflict arises between the interest of the financial institution in selling its own or its affiliates’ products and the interest of the customer in obtaining impartial investment advice.  In addition, if the financial institution is receiving an investment management fee at the account level, the collection of an additional investment adviser’s fee at the fund level raises questions as to whether the overall compensation of the financial institution and its affiliates is excessive.  
The duty of loyalty precludes a wealth services provider from recommending that a customer invest in a proprietary mutual fund without disclosing its proprietary interest in the fund.  Similarly, a wealth manager exercising investment discretion for an account may not invest in a proprietary mutual fund without such disclosure and, in some cases, customer consent.  Investment advisers typically include customer consent provisions in their customer agreements.  In the case of a trustee of an irrevocable trust, however, consent may be difficult or, in the case of contingent or unborn beneficiaries, impossible to obtain without a court order.  

The SEC allows investment managers to invest client assets in proprietary mutual funds, but its position regarding disclosure of related fees is unclear.  Early SEC no-action letters required investment advisers to make disclosures such as the following when investing client assets in proprietary mutual funds:

In addition to the fee charged for providing an asset management service, the adviser will receive additional compensation for its services to each fund in which the client’s assets are invested;

The fees charged for the asset management service, together with fees paid to the adviser indirectly through the mutual funds, may be higher than the fees charged by other investment advisers for similar investment advisory services; and 

The client may invest directly in the shares issued by the mutual funds without incurring any additional fees.
   

The staff also stated that the adviser must believe that the client’s investment in a proprietary mutual fund is in the client’s best interest.
  The SEC’s staff recently has indicated that its early no-action letters do not necessarily apply to investment advisory services offered in today’s marketplace.  
The staff’s views on investment adviser compensation and disclosures were reflected in proposed amendments to Form ADV issued in 2000.
  The proposed amendments would have required registered advisers to disclose material information regarding fees and conflicts of interest.  For example, the proposed amendments would have required the adviser to disclose its fee schedule and to state whether fees were negotiable and how often the adviser assesses fees.  In addition, the adviser would have been required to describe the types and amounts (or ranges) of other costs, such as brokerage, custody fees, and mutual fund expenses that a client may pay in connection with advisory services.  The amendments specifically cited as a conflict to be disclosed an adviser‘s recommendation that a client invest in a mutual fund from which the adviser receives advisory or other fees.
  The amendments did not require any reduction in the adviser’s fees, however.  The SEC received a number of comments from investment advisers opposing these changes and deferred action on the changes indefinitely.
State law generally addresses the authority of a bank trustee to invest fiduciary assets in a proprietary mutual fund.  Nearly all, if not all, of the states have amended their trust laws to specifically authorize trustees to invest in proprietary mutual funds.  The duty of loyalty does not automatically preclude such investments in those states.
  

The Uniform Trust Code, which is in the process of being adopted by many states, specifically states that fiduciary investments in proprietary mutual funds are “not presumed to be affected by a conflict between personal and fiduciary interest.”
  Moreover, a trustee may receive compensation for services provided to the fund “out of fees charged to the trust” if the trustee discloses at least annually the rate and method by which the compensation was determined.
  The official comments to the Uniform Trust Code elaborate on how the duty of loyalty pertains to fiduciary investments in proprietary mutual funds:

Under a typical proprietary fund arrangement, the mutual fund company will pay to the financial-service institution trustee an annual fee based on a percentage of the fund’s value for providing investment advice, custody, transfer agent, distribution, or shareholder services that would otherwise be provided by agents of the fund.  Subsection (f) provides that such dual investment-fee arrangements are not automatically presumed to involve a conflict between the trustee’s personal and fiduciary interests.

The official comment emphasizes that, even though an investment in a proprietary mutual fund may not be deemed a conflict of interest, the trustee still must act in the interests of the beneficiaries:

The trustee, in deciding whether to invest in a proprietary fund, must not place its own interests ahead of those of the beneficiaries.  The investment decision must also comply with the enacting jurisdiction’s prudent investor rule.

In addition, the Uniform Trust Code would impose a disclosure obligation on the trustee with respect to the rate and method of compensation:

To obtain the protection afforded by this subsection, the trustee must disclose at least annually to the beneficiaries entitled to receive a copy of the trustee’s annual report the rate and method by which the additional compensation was determined.  Furthermore, the selection of a mutual fund, and the resulting delegation of certain of the trustee’s functions, may be taken into account in setting the trustee’s regular compensation.

The federal banking agencies have issued extensive supervisory guidance concerning the use of proprietary mutual funds as investments for fiduciary assets by bank fiduciaries.  The OCC has opined that the investment of fiduciary assets in proprietary mutual funds creates a conflict of interest and is permissible only when authorized by state law, the trust instrument, or court order:

The OCC has previously stated that investment of fiduciary assets in mutual funds that pay the bank fees for services creates a conflict of interest governed by 12 C.F.R. 9.12(a).  Investments by bank fiduciaries in these funds and the receipt by the banks of any remuneration based on those investments, are permitted only to the extent authorized under state law, the trust instrument, or court order.  A trustee’s overall fees must be consistent with any state law requirements that fees be reasonable, necessary, or appropriate, and the fee arrangement must be disclosed pursuant to any relevant state law disclosure requirements.
  (citations omitted)

This view is reiterated in the Comptroller’s Handbook on Conflicts of Interest: 

Use of Mutual Funds as Fiduciary Investments.  The investment of fiduciary assets in mutual funds should be evaluated as any other investment vehicle under applicable law, including the Prudent Investor Rule or Prudent Man Rule, and the terms of the governing instrument of the trust.  Two circumstances give rise to a conflict of interest: a bank’s investment of fiduciary assets in proprietary mutual funds and the bank’s receipt of fees from an investment company in return for investing fiduciary assets in a mutual fund.

Proprietary Mutual Funds.  A bank that invests fiduciary assets in proprietary mutual funds must first consider the legality of the investment. Bank counsel should determine that applicable law allows such an investment. Once the legality of the investment is established, the bank must keep in mind its obligation to act solely in the best interests of account beneficiaries.

Before investing, the bank should make a positive determination that the investment meets the needs of the account. The bank should also document through the annual review process that the proprietary mutual fund continues to be an appropriate investment for the account.  Factors such as the performance of the mutual fund, fees charged, liquidity, and the needs of account beneficiaries should be considered and documented as part of the annual review process. The same level of scrutiny should be applied to mutual funds that are not proprietary when the bank receives compensation for providing services to the mutual funds and the bank has invested fiduciary assets in the funds.

In recognition of the duty to incur only reasonable costs, the OCC has advised national banks to perform a compensation analysis to ensure that trustee compensation is appropriate when mutual funds are used as investment vehicles for fiduciary accounts:

Banks that invest CIF [collective investment fund] assets in proprietary and nonproprietary mutual funds must perform investment and compensation analysis to ensure that the investment and the attendant fees are appropriate.  In our opinion, a national bank may invest CIF assets in mutual funds and receive fees for servicing the mutual fund without reducing its trustee fees provided that the bank concludes, on the basis of the particular facts presented, and supported by a reasoned opinion of trust counsel, that applicable state law, the governing trust instrument, and OCC regulation 12 C.F.R. § 9.18(b)(12) permit such arrangements.  A national bank must also determine that the investment is prudent and appropriate for the trust accounts, given the investment alternatives realistically available to the trustee, and trust counsel should also address whether the investment is otherwise consistent with state law fiduciary requirements, including the obligation to incur only reasonable expenses and to periodically review the prudence of retaining these investments.

The investment of employee benefit plan accounts in proprietary mutual funds is a prohibited transaction under ERISA.  Such investments are permitted under a class exemption issued by the Department of Labor.  Under  the exemption, an ERISA fiduciary generally may invest plan assets in a proprietary mutual fund only if the transaction is approved by an independent fiduciary, it receives no sales commission, and elects to receive either the fund advisory fee or its account fee, but not both.

B.  Administrative Services Agreements

Bank trustees frequently provide administrative services in connection with the investment of fiduciary assets in mutual funds (both proprietary and non-proprietary).  These services include:

· Providing transfer agent or sub-transfer agent services for beneficial owners of investment company shares; 

· Aggregating and processing purchase and redemption orders for investment company shares;

· Providing beneficial owners with account statements showing their purchases, sales, and positions in the investment company;

· Processing dividend payments for the investment company;

· Providing sub-accounting services to the investment company for shares held beneficially;

· Forwarding communications from the investment company to the beneficial owners, including proxies, shareholder reports, dividend and tax notices, and updated prospectuses; and
· Receiving, tabulating, and transmitting proxies executed by beneficial owners of investment company shares.

The receipt of fees for these services raises a conflict of interest similar to that which arises when a trustee invests fiduciary assets in proprietary mutual funds.  The federal banking agencies have issued supervisory guidance allowing banks to receive such fees—including administrative fees pursuant to a fund’s 12b-1 plan—when authorized by state law and subject to disclosure and other requirements.  The OCC has stated:
Receipt of Fees from Mutual Funds.  Some mutual funds pay fees to third parties to defray the cost of shareholder servicing and administrative services. Such services may include placing orders, processing purchases, processing dividend and distribution payments, and responding to customer inquiries.  A national bank may invest trust assets in mutual funds that pay such fees without correspondingly reducing the bank’s trust account compensation, if authorized by applicable law.  If applicable law does not allow the trustee to retain fees authorized by rule 12b-1 of the Investment Company Act of 1940, the conflict may be corrected by passing the fees to the accounts that have their assets invested in the fund.  National banks are encouraged to disclose 12b-1 fees received from mutual funds to fiduciary accounts. The bank should consider whether to obtain an attorney’s opinion to support its interpretation of applicable law.  The investment must be prudent and appropriate for the account and otherwise consistent with applicable law.

The OCC also cautioned national banks to comply with guidance issued by the Department of Labor under ERISA when investing employee benefit plan accounts in mutual funds that pay service fees to the bank.

The Federal Reserve Board’s staff also has issued supervisory guidance on fiduciary investments in mutual funds that pay fees to the fiduciary bank.  The Board’s staff cautioned banks as follows:

Although many state laws now explicitly authorize certain fee arrangements in conjunction with the investment of trust assets in mutual funds, institutions nonetheless face heightened legal and compliance risks from activities in which a conflict of interest exists, particularly if proper fiduciary standards are not observed and documented. . . . Therefore, institutions should ensure that they perform and document an appropriate level of due diligence before entering into any fee arrangements similar to those described above or placing fiduciary assets in proprietary mutual funds.
  

 In addition to obtaining a reasoned opinion of counsel addressing the permissibility of mutual fund investments, the Board’s staff stated that the due diligence process for such investments should include the adoption of policies and procedures and documentation of the bank’s investment decision:

Establishment of Policies and Procedures—The institution should establish written policies and procedures governing the acceptance of fees or other compensation from mutual fund providers as well as the use of proprietary mutual funds.  The policies must be reviewed and approved by the institution’s board of directors or its designated committee.  Policies and procedures should, at a minimum, address the following issues:  (1) designation of decision-making authority; (2) analysis and documentation of investment decisions; (3) compliance with applicable laws, regulations and sound fiduciary principles, including any disclosure requirements or “reasonableness” standards for fees; and (4) staff training and methods for monitoring compliance with policies and procedures by internal or external audit staff.

Analysis and Documentation of Investment Decisions—Where fees or other compensation are received in connection with fiduciary account investments over which the institution has investment discretion or where such investments are made in the institution’s proprietary mutual funds, the institution should fully document its analysis supporting the investment decision.  This analysis should be performed on a regular, ongoing basis and would typically include factors such as historical performance comparisons to similar mutual funds, management fees and expense ratios, and ratings by recognized mutual fund rating services.  The institution should also document its assessment that the investment is, and continues to be, appropriate for the individual account, in the best interest of account beneficiaries, and in compliance with the provisions of the Prudent Investor or Prudent Man Rules, as appropriate.

The FDIC has acknowledged that bank fiduciaries may receive 12b-1 fees as consideration for performing shareholder servicing and administrative services to mutual funds in which fiduciary assets are invested and has endorsed the guidance issued by the Federal Reserve Board.
  

C. Revenue Sharing Arrangements 
State and federal securities regulators have brought a number of enforcement actions against broker-dealers that failed to adequately disclose their receipt of so-called “revenue sharing” or “shelf-space” payments from mutual funds in exchange for preferential marketing of the funds.  

In a typical revenue sharing arrangement, the broker-dealer enters into preferential marketing arrangements with a number of preferred fund complexes and, in exchange for special payments, includes the funds on a “preferred list” for priority marketing.  The broker may pay its sales staff incentive compensation for selling funds on the preferred list, and the preferred funds are given priority access to the broker-dealer’s sales staff through various training, due diligence and other sales-related programs and events.

According to the SEC, the failure of a broker to disclose these special arrangements constitutes an unlawful omission of material information in connection with the sale of securities in violation of the Securities Act of 1933 and the SEC’s Rule 10b-10.

In 2004, the SEC proposed a new rule under which broker-dealers would be required to disclose the conflicts of interest that arise from revenue sharing and similar arrangements involving mutual funds.
  The SEC requested further comment on the proposed rule in 2005
 but has not adopted any final rule as of this writing.  The disclosures would be required at the point of sale of the funds and in trade confirmations.  The term “revenue sharing” is defined in the proposed rule to mean “any arrangement or understanding by which a person within a fund complex, other than the issuer of the covered security, makes payments to a broker, dealer or municipal securities dealer, or any associated person” of the broker-dealer, other than amounts earned at the time of the sale that constitute a dealer concession or other sales fee and are otherwise disclosed.

The rule would allow broker-dealers to continue receiving revenue sharing and similar payments, provided that the required disclosures are made. 

D. Gifts and Sales Contests

NASD rules generally prohibit broker-dealers and their associated persons from directly or indirectly accepting or making payments or offers of non-cash compensation in connection with the sale of mutual funds and certain other securities.  These prohibitions are subject to certain exceptions that permit:

(A) Gifts that do not exceed an annual amount per person fixed by the NASD (currently $100) and are not preconditioned on achievement of a sales target;

(B) An occasional meal, a ticket to a sporting event or the theater, or comparable entertainment that is neither so frequent nor so extensive as to raise any question of propriety and is not preconditioned on achievement of a sales target;

(C) Payment or reimbursement by offerors in connection with meetings held by an offeror or by a member for the purpose of training or educating associated persons of a member, provided that the meeting meets certain criteria;

(D) Non-cash compensation arrangements between a member and its associated persons or a non-member company and its sales personnel who are associated persons of an affiliated member, provided that the arrangement meets certain criteria (discussed below); and

(E) Contributions by a non-member company or other member to a non-cash compensation arrangement between a member and its associated persons, or contributions by a member to a non-cash compensation arrangement of a non-member, provided that the arrangement meets the requirements for a non-cash compensation arrangement between a member and its associated persons.

Under the provisions permitting non-cash compensation arrangements between a member and its associated persons, a broker may hold an internal non-cash sales contest with respect to the sale of mutual funds and variable insurance products provided that the contest is based on total production and the credit for each type of security sold is equally weighted. While this exception excludes sales contests that award credit only for specific securities within a category, such as only awarding credit for sales of proprietary mutual funds, it does allow sales contests that award credit for all sales within a particular category of securities (e.g., all sales of mutual funds), subject to the total production and equal weighting requirements.

The NASD in 2005 proposed to extend the non-cash compensation provisions to all types of publicly offered securities and to prohibit product-specific sales contests.
  The NASD said that it views any sales contest that favors one security, such as a proprietary mutual fund, as “having the potential to create an incentive to engage in sales conduct unrelated to the best interests of customers.” The proposed rule would prohibit “stock of the day” and similar promotions and prohibit increased bonuses or “President’s Club” memberships that are awarded for the sale of specific securities or types of securities within a defined period of time.  The definition of “sales contest” would permit broker-dealers to hold a contest among its associated persons based on their total production on the sale of all securities, provided certain records are kept. 

The NASD has brought enforcement actions against broker-dealers for conducting unlawful sales contests in order to promote the sale of proprietary mutual funds.  The contests involved tickets to rock concerts, sporting events, resorts, and high-speed auto racing schools.  In some actions the NASD stated that the contests violated NASD rules because they favored the broker-dealer’s own proprietary mutual funds over other funds.  

E. Other Financial Benefits 

The federal banking agencies have stated that a bank trustee, absent appropriate authority, may not receive financial or non-financial benefits or incentives from sponsors of mutual funds in which the trustee invests fiduciary assets.

OCC Banking Circular 233 addresses various benefits and other incentives received by banks from mutual fund administrators, other than fees for the performance of services to the fund:

The acceptance by a national bank trustee of any financial benefits directly or indirectly conditioned on the investment of trust assets in a particular investment is prohibited under 12 C.F.R. § 9.12(a), and also is prohibited under the fiduciary laws of most states. . . . . Trustees must not place themselves in a position where their judgments concerning the optimal investment for trust accounts may be influenced by the trustees’ receipt of financial benefits for selecting a particular investment.

The same principles apply whether banks receive (i) rebates or discounts on services provided by or at the direction of an investment management firm (such as accounting and administrative services), (ii) computer goods or services, (iii) seminars and travel expenses which are offered by, or at the direction of, such firms, or (iv) any other financial benefits in exchange for investing trust funds in particular money market or mutual funds.  Those principles also are applicable whether the financial benefits are received directly from the provider or indirectly through third parties.  (citations omitted)

When a national bank receives a financial benefit that is calculated based on the amount of trust funds invested with the provider of those products, the bank has a financial interest which interferes with its ability to select investments based solely on the best interests of trust beneficiaries.  Unless financial benefits received in this manner are passed on to all beneficiaries according to the level of their investment in a fund, or are lawfully authorized by the instrument creating the relationship, by court order or by local law, the receipt of rebates, credits, services or other financial benefits in contrary to Section 9.12 and a bank’s common law fiduciary duties.   

The FDIC has issued similar guidance on the receipt of benefits from mutual funds and their distributors by bank fiduciaries:

As with all other fiduciary activities, management’s selection of outside service providers should be based exclusively upon the best interest of account beneficiaries, and not on the ancillary services or benefits that service providers may provide to the bank or trust department.  Basing such relationships upon such ancillary services represents a breach of the duty of loyalty and a conflict of interest.  Trust management should support the reasonableness of the trust department’s relationships with the outside service providers through a properly documented due diligence analysis. . . . 

Banks may have standing relationships or commitments with securities brokers, mutual funds, insurance agents, real estate agents, accountants, etc.  Such relationships may include some form of rebate or reimbursement, whereby the bank receives a financial incentive for directing business to the service provider.  The rebates and reimbursements may take various forms.  Some may be based on a percentage of broker commissions (e.g., equity trades), or a percentage of the total dollar value of transactions executed (e.g., fixed income securities or mutual fund purchases).  Some rebates may be hidden as a reduction in the price of a good or service due to the volume of assets invested, the number of items held in safekeeping, or the extent of services purchased.  An example of the latter would be to use the bank’s external audit firm to perform audits for closely held businesses held in trust accounts or in the preparation of taxes for the trust customers, with the bank receiving a reduction in the cost of its annual audit and the trust customers assessed a full fee.

Regardless of the form of such compensation, the following guidelines should govern such financial reimbursement arrangements.  The arrangement must be (1) in the best interests of the account beneficiaries and (2) permitted by applicable laws and the governing instrument.  With respect to agencies and revocable trusts, prior written approval should be obtained after a full disclosure of the financial arrangement is made to the customer.  Periodic account statements should provide either a line item disclosure of the fees associated with such arrangements or a disclosure of the total annual fees associated with an account’s usage of such services.  Account statements should not report income, or gains/losses, on a “net” (net of applicable fees) basis.  “Net” reporting is considered misleading and deceptive, and should be criticized by the examiner.

F. Soft Dollars

Section 28(e) of the Exchange Act
 provides a safe harbor exception to a broker’s duty of best execution that allows brokers exercising investment discretion to use client funds to purchase brokerage and research services—so-called “soft dollars”—for their managed accounts under certain circumstances without breaching their fiduciary duties to clients.  The exemption permits an adviser to cause a client to pay higher commissions than otherwise are available to obtain research, even when the research is not be used solely for the benefit of the client.
Section 28(e) generally provides that no broker exercising investment discretion “shall be deemed to have acted unlawfully or to have breached a fiduciary duty under State or Federal law . . . solely by reason of his having caused the account to pay a member of an exchange, broker, or dealer an amount of commission for effecting a securities transaction in excess of the amount of commission another member of an exchange, broker, or dealer would have charged for effecting that transaction, if such person determined in good faith that such amount of commission was reasonable in relation to the value of the brokerage and research services provided by such member, broker, or dealer, viewed in terms of either that particular transaction or his overall responsibilities with respect to the accounts as to which he exercises investment discretion.”

The SEC has said: “Congress concluded that general fiduciary principles did not contemplate that the lowest commission rate would necessarily be in the beneficiary’s best interest, and it adopted Section 28(e) in order to assure money managers that, under a system of competitive commission rates, they might use reasonable business judgment in selecting brokers and causing accounts under management to pay commissions.”
 

Section 28(e) defines when a person is deemed to be providing brokerage and research services, and states that a person provides brokerage and research services insofar as he: 

(A) furnishes advice directly or through publications or writing as to the value of securities, the advisability of investing in, purchasing or selling securities, or the availability of purchasers or sellers of securities; 

(B) furnishes analyses and reports concerning issuers, industries, securities, economic factors and trends, portfolio strategy and performance of accounts; or 

(C) effects securities transactions and performs functions incidental thereto (such as clearance, settlement, and custody) or required therewith by rules of the Commission or a self-regulatory organization of which such person is a member or person associated with a member or in which such person is a participant. 

The SEC has published guidance on the scope of section 28(e) on several occasions, most recently this year when it adopted an interpretive release clarifying the scope of “brokerage and research services” in light of evolving technologies and industry practices.

The federal banking agencies generally permit banks to follow the section 28(e) safe harbor and SEC interpretations thereunder.
VII. Litigation and Enforcement Risks

Financial institutions that fail to adhere to their fiduciary duties and regulatory standards of conduct face potential lawsuits from unhappy customers and enforcement actions by regulators.  Even an institution with a strong fiduciary culture may be exposed to litigation and enforcement risks if it lacks effective compliance policies and procedures. 
The most publicized cases tend to be those brought by regulators alleging violations of federal and state securities laws.  The regulators have beefed up their enforcement activities in recent years and have brought increasing numbers of enforcement actions with penalties of increasingly large amounts.  Private lawsuits against brokers have become increasingly rare as a result of the widespread use of arbitration clauses in customer agreements.
  
The private litigant class action bar has targeted banks in recent years, alleging breach of fiduciary duty in connection with the investment of trust assets in proprietary mutual funds.  Investment advisers also have been the subject of lawsuits by customers alleging breach of fiduciary duty.

The following cases illustrate some of the litigation and enforcement risks that financial institutions may encounter in the wealth services business if regulators or customers perceive that they are not strictly adhering to applicable fiduciary duties and/or regulatory standards of conduct.  The companies involved in these cases are not the only companies that have been the target of litigation or enforcement actions and are mentioned here only because their cases are representative of the types of claims that have been made.  It should be noted that these cases generally are contested by the financial institutions involved, and that brokers and advisers generally neither admit nor deny the allegations made against them when they consent to SEC and NASD enforcement actions.  
It also should be noted that, in many of these cases, the practices at issue were found to be not unlawful per se, but merely in need of more thorough disclosure.  Many financial institutions thus have modified their customer disclosures in response and have not ceased the underlying activity.
A. Morgan Stanley

Preferential Mutual Fund Marketing.  In 2003, the SEC fined Morgan Stanley $50 million in connection with preferential mutual fund marketing arrangements.
  The SEC alleged that Morgan Stanley failed to adequately disclose its receipt of special marketing fees and other compensation from preferred mutual fund complexes in exchange for preferential marketing of the funds.  The so-called “shelf space” payments were above and beyond the normal 12b-1 fees and sales loads received by fund distributors.  Morgan Stanley allegedly maintained a list of 14 preferred fund complexes out of approximately 115 fund groups with which it had distribution agreements and paid its sales staff incentive compensation for selling the preferred funds.  In addition, the preferred funds had priority access to Morgan Stanley’s sales staff through various training, due diligence and other programs and events.

According to the SEC, Morgan Stanley’s failure to disclose the existence of its preferential fund marketing arrangements constituted an unlawful omission of material information in connection with the sale of securities in violation of the Securities Act of 1933 and the SEC’s Rule 10b-10, which requires a broker-dealer to give customers a written notice disclosing the source and amount of remuneration received by the broker in connection with securities transactions.

Based on similar allegations, the NASD and the State of Massachusetts commenced enforcement action against Morgan Stanley under state securities laws.
  The NASD sought to enforce its Rule 2830(k) which prohibits a broker-dealer from favoring the sale of mutual fund shares based on the receipt of brokerage commissions.

Private litigants sued on the same facts, alleging that Morgan Stanley promoted the sale of its proprietary mutual funds through undisclosed compensation schemes which injured them and violated the antifraud and other provisions of the federal securities laws.  The plaintiffs’ claims were dismissed by a district court on the basis that Morgan Stanley had no duty to disclose either the allocation of differential compensation to its sales representatives or its sales contests:

Neither the SEC nor NASD have required registered representatives of broker-dealers to disclose their own compensation in a securities transaction. . . . Form N-1A requires the disclosure of the total fees paid by the investor in connection with a securities purchase, as well as total commissions paid by [a mutual] fund, but it does not require disclosure of how differential compensation is allocated.  Nor does it require disclosure of the sales contests or management bonuses.
  

The court also found that disclosure was not required because the omitted information was not material:

In the absence of a “statutory or regulatory requirement,” defendants’ omissions must be material.  They were not.  The participation fees in the Asset Retention and Partners Programs were mere fractions of a percentage point.  Furthermore, the payments were made not only for sales of proprietary mutual funds, but also for the several other fund complexes involved in the Programs.  The sales contests, as pleaded, were limited in geographical scope and in duration.  The prizes were primarily of minimal value. . . . Minimal payments such as these are not material under the securities laws.

Class A and B Shares.  The SEC also alleged that Morgan Stanley willfully violated the Securities Act by encouraging its sales force to sell Class B shares of the Morgan Stanley mutual funds over Class A shares and not adequately informing customers that large purchases of Class B shares could reduce overall investment returns.
  Unlike Class A shares, Class B shares did not offer breakpoint discounts and carried higher 12b-1 fees, which benefited Morgan Stanley and its sales force.  Although the mutual fund prospectuses compared the various features of Class A and B shares and Morgan Stanley imposed limits on large purchases of Class B shares, the SEC found that the disclosures were not complete and accurate.  The NASD brought similar enforcement action against Citigroup, American Express, and other broker-dealers.
Private litigants brought a class action lawsuit alleging harm based on Morgan Stanley’s failure to disclose certain benefits of Class A and Class C shares relative to Class B shares in the prospectuses of its proprietary mutual funds and the alleged financial conflicts of Morgan Stanley financial advisers in selling Class B shares.
  The lawsuit was dismissed based on the court’s conclusion that Morgan Stanley had no duty to disclose that brokers received greater compensation for the sale of Morgan Stanley mutual funds than for the sale of funds offered by other companies.  Moreover, the court stated, “The fact that Defendants have offered certain securities which are more valuable to investors than other securities it offers does not constitute fraud and is not actionable under Rule 10b-5(a) and (c), particularly given that Defendants’ prospectuses disclose the information necessary to determine the relative value of the different class shares.”
   

Unsuitable Fee-Based Accounts.  The NASD brought enforcement action against Morgan Stanley for recommending unsuitable fee-based accounts to its customers, fining it $1.5 million for failing to adequately supervise its fee-based brokerage business and ordering the firm to pay more than $4.6 million in restitution to more than 3,500 customers.
  The NASD’s allegations were similar to the NASD’s charges against Raymond James, discussed infra.

Unlawful Sales Contests.  The NASD imposed a $2 million fine on Morgan Stanley for allegedly conducting unlawful sales contests for its sales staff in order to promote the sale of its proprietary mutual funds.
  Contest winners received tickets to rock concerts, sporting events, resorts, and high-speed auto racing schools.  The NASD said the contests violated NASD rules because they favored Morgan Stanley’s own proprietary mutual funds over other funds:

It is not acceptable for NASD-regulated firms to hold sales contests for prizes that promote the sale of one fund, especially their own, over other mutual fund products.  NASD rules are designed to prevent brokers from placing their interest in receiving lucrative rewards over the investment needs of their customers.
 

B. Edward Jones

Revenue Sharing Arrangements.  In charges similar to those against Morgan Stanley, the SEC, NASD, and New York Stock Exchange brought enforcement proceedings against Edward D. Jones & Co., L.P., a registered broker-dealer.
  The agencies alleged that Edward Jones failed to adequately disclose its receipt of so-called “revenue sharing” payments from seven preferred mutual fund families whose shares it recommended to customers.  The preferred funds accounted for approximately 98 percent of Jones’ total fund sales.  Edward Jones told its clients that it was promoting the sale of the preferred mutual funds because of their long-term investment objectives and performance but did not disclose its receipt of the revenue sharing payments.  By not telling the “whole story” behind its selection of the funds, according to the regulators, Edward Jones violated the securities laws.

Based on similar allegations, the State of California commenced a securities fraud action against Edward Jones under California law, seeking disgorgement of Jones’ profits and restitution and damages for investors.
  This lawsuit was dismissed by a Superior Court judge who ruled that federal law preempts state laws that directly or indirectly prohibit, limit, or impose conditions on any security offering, including mutual funds.

Improper Sales Contests.  Edward Jones also was charged with, among other things, conducting unlawful sales contests that favored the preferred mutual funds in violation of NASD rules that prohibit product-specific sales contests.

C. American Express

Fraudulent Sale of Proprietary Mutual Funds.  The State of New Hampshire imposed a $7.4 million fine on American Express Financial Advisors, a federally registered investment adviser, based on allegations that its state-licensed sales force fraudulently sold model portfolios.  As alleged, the models supposedly were intended to meet client investment needs from a broad range of fund products but in reality were designed to result in the sale of American Express’s proprietary mutual funds.  American Express also allegedly boosted the sale of its proprietary funds through undisclosed incentive compensation, sales contests, and training programs.  Overall, proprietary funds accounted for 98 percent of American Express’ fund sales in New Hampshire, according to documents filed by New Hampshire officials.

Undisclosed Mutual Fund Marketing Arrangements.  American Express also allegedly violated state securities laws through undisclosed preferred marketing arrangements with mutual fund complexes that paid revenue sharing and other forms of compensation to the adviser.  New Hampshire alleged that American Express’s disclosures regarding the arrangements were “inadequate, obscure, and misleading, and failed to reveal the extensive and insidious nature of the conflicts of interest driving the sale of proprietary, and specially selected mutual fund products over non-proprietary products.”

Revenue Sharing and Directed Brokerage.  The SEC brought enforcement proceedings against American Express’s broker-dealer affiliate, Financial Advisors Inc., (now known as Ameriprise Financial Services, Inc.), alleging that it failed to adequately disclose revenue sharing payments and directed brokerage commissions that it received from a select group of mutual fund companies whose shares were given exclusive shelf space by Ameriprise.
  Ameriprise was censured and ordered to pay $30 million in disgorgement and civil penalties, and agreed to make certain disclosures to its customers about its revenue sharing program.

The NASD also fined Ameriprise $12.3 million for its conduct, alleging violation of the NASD’s “anti-reciprocal rule” which prohibits firms from favoring the sale of shares of particular mutual funds on the basis of brokerage commissions received by the firm.  Among other things, the rule prohibits a firm from recommending funds or establishing preferred lists of funds in exchange for receipt of directed brokerage.  The NASD noted that it had brought 29 actions against other companies for similar violations.

Armed with the SEC and NASD enforcement actions, private litigants brought class action lawsuits against Ameriprise.  The federal claims were settled, with Ameriprise agreeing to make a one-time payment of $100 million to the class members. 

D. Raymond James

Unsuitable Recommendations of Fee-Based Accounts.  The NASD censured and fined Raymond James & Associates, Inc. and Raymond James Financial Services, Inc. $750,000 for placing customers in fee-based accounts when a commission-based account would have been more suitable for the customer.
  In addition, the NASD ordered the firms to pay restitution to customers totaling $138,000.
  

 The NASD found that Raymond James failed to establish and maintain a supervisory system, including written procedures, reasonably designed to review and monitor their fee-based brokerage business.  In addition, the NASD alleged that the firms violated NASD rules by recommending and opening fee-based brokerage accounts for customers without first determining whether these accounts were appropriate and by allowing those accounts to remain open.  

According to the NASD, between 2001 and 2003, Raymond James recommended and opened fee-based accounts for approximately 2,913 existing customers who had had commission-based accounts for more than one year without executing a trade in the account.  Based on the customers’ trading history, the NASD said Raymond James should have known that these customers were “buy and hold” customers and that fee-based accounts may not have been appropriate for them.  Of these 2,913 customers, 190 never executed a trade in their fee-based accounts, yet they paid Raymond James total fees of approximately $138,000.  
In addition, the NASD found that more than 13 percent of the customers in Raymond James’ Passport Brokerage accounts—the firms’ primary fee-based brokerage account—made no trades in their accounts in 2001.  The percentage of Passport Brokerage accounts that made no trades increased to 14.2 percent in 2002 and 16.6 percent in 2003.  Yet, according to the NASD, Raymond James conducted no supervisory review or monitoring of these accounts to determine whether they were, or continued to be, appropriate for the customers.

 Raymond James also was found to have used advertising and sales literature that emphasized the benefits of fee-based accounts without adequately discussing the fees and restrictions associated with those accounts.  The NASD further found that some of the advertising and sales literature pieces were inaccurate and misleading. 

E. Nationwide 
Revenue Sharing Payments—ERISA.  In 2001, trustees of participant-directed 401(k) plans filed a class-action lawsuit against Nationwide Financial Services, Inc. and Nationwide Life Insurance Co. (“Nationwide”), alleging that Nationwide’s receipt of revenue sharing payments from mutual funds breached its fiduciary duties and constituted prohibited transactions under ERISA.
  

Nationwide served as an investment provider for the 401(k) plans, offering unit investment trusts (“variable accounts”) as investment vehicles for similar plans and participants.  Nationwide offered a selection of mutual funds from which the plan administrators could select a group of funds to be included in the variable accounts available for plan participants and retained the authority to delete and substitute mutual funds from the list of available investment options.  

The Trustees’ claim centered on Nationwide’s service contracts with mutual funds that were included on its list of mutual fund options.  Even though Nationwide disclosed such arrangements to plan participants, the Trustees argued that Nationwide did not perform any bona fide services and that the service contracts in reality were a means for Nationwide to collect revenue sharing payments in exchange for making the mutual funds available as investment options to the 401(k) plans.

Nationwide filed a motion for summary judgment.  In March of 2006, the district court denied the motion, opining that:

[A] fact-finder viewing the evidence in the light most favorable to the Trustees could conclude that the contracts were a guise for making payments to Nationwide or that Nationwide provided only nominal services and that the payments were not in consideration for those services. . . . Although the contracts have been dubbed service contracts, a reasonable fact-finder could infer that Nationwide does not perform additional services in consideration for payments under the contracts.  Rather, pursuant to the service contracts, Nationwide provides mutual funds the same services that it had historically provided to the Plans and PPA’s [pension plan administrators] as a necessary part of its business and in exchange for payment from the Plans and PPA’s.  In sum, viewing the evidence in the light most favorable to the Trustees, a reasonable jury could find that the purported service contracts were a means for Nationwide to collect payments from mutual funds in exchange for offering the mutual funds as investment options to the Plans and participants.
  

In support of its ruling, the court noted that, prior to implementing the “so-called” services contracts, Nationwide’s internal documents did not refer to services or service contracts but rather discussed generating additional revenue from the mutual funds or encouraging the mutual funds to share their revenue with Nationwide.  

The court found that a reasonable fact-finder could conclude that Nationwide was a “fiduciary” for purposes of ERISA to the extent it exercised authority or control over the selection of mutual fund investment options for the 401(k) plans.  Moreover, the revenue sharing payments were “plan assets” because they were received by Nationwide as a result of its exercise of fiduciary discretion at the expense of plan participants.  The court further concluded that a reasonable fact-finder could conclude that Nationwide engaged in a prohibited transaction by receiving payment from a party dealing with the plans (i.e., the mutual funds) in connection with a transaction involving plan assets.

The court’s ruling has encouraged a number of similar class-action lawsuits attacking service fee arrangements between pension plan administrators and mutual funds.  While the Haddock case arises under ERISA, the court’s reasoning potentially calls into question similar service fee arrangements between bank trustees and mutual funds.

F. Wachovia

Conversion of Common Trust Funds.  Wachovia (previously First Union and other predecessors) has been the subject of several lawsuits arising from its conversion of its common trust funds to proprietary mutual funds.  In 2000, a class-action lawsuit was filed by trust clients alleging that the bank breached its fiduciary duty by conducting the conversion in a way that resulted in taxable capital gains, despite its assurances to trust clients that the conversion would not result in taxable gains.
   The lawsuit was settled, and the bank reimbursed trust customers a collective $23 million. 

First Union in 2001 also settled two lawsuits charging it with self-dealing in connection with its employees’ 401(k) plan which offered only the bank’s proprietary mutual funds as investment options.  Employees alleged that they lost $100 million in retirement assets due to the funds’ poor performance and high fees.   First Union paid $26 million to 150,000 employees in settling the case.

In 2006, a class action lawsuit was filed by a trust beneficiary alleging that Wachovia breached its fiduciary duties by causing trust assets to be charged higher expenses and incur taxable capital gains as a result of the conversion of common trust funds to proprietary mutual funds.
  The lawsuit alleges that the bank failed to fully disclose the economic consequences of the conversion and failed to consider the interests of trust beneficiaries, thus violating its duty to act in the best interests of beneficiaries.  The complaint also alleges that Wachovia breached its fiduciary duty by keeping uninvested cash in fiduciary accounts and later charging sweep fees to sweep the cash into proprietary mutual funds.  Wachovia allegedly incurred no material expense in sweeping the cash and engaged in “double dipping.”  The lawsuit also makes breach of contract and unjust enrichment claims. 

G. Bank of America

Conversion of Common Trust Funds.  Bank of America similarly was sued in several cases for alleged breach of fiduciary duty in connection with the conversion of its common trust funds to proprietary mutual funds.
  The first complaint alleged that the bank breached its contractual and fiduciary duties and unjustly enriched itself based on the following alleged facts:

The Bank “historically” managed the Williams family trusts and other trusts by investing trust assets in individually managed portfolios and/or common trust funds maintained by the Bank.  

Beginning prior to 1988, the Bank developed a “scheme” by which it sought to minimize its operating expenses and maximize its profits from its trust business by investing trust assets in the Bank’s proprietary mutual funds, including the Nations Funds. 

Through a “complicated and barely comprehensible” grouping of advisors, subadvisors, subsidiaries and other affiliated service providers, the Bank “engineered a scheme” by which the Bank “abdicated” many of its traditional trustee functions and services in favor of alternatives that resulted in higher direct and indirect fees than the trustee fees historically paid to the Bank for active management of the trusts’ assets.

The Bank “coerced” the co-trustees into signing a consent form agreeing to the investment of the Williams family trust assets in the Bank’s proprietary mutual funds by providing disclosures describing the “attractive mix of investments” offered by the Bank’s proprietary mutual funds and the fact that any investments remaining in the common trust funds might be liquidated with potential adverse tax consequences.

The co-trustees were given prospectuses and other documents that were “drafted so as to conceal” the Bank’s motives in deriving benefits from the common trust fund conversion as well as the increased costs and expenses that would be incurred by the trusts.

The disclosures given to the co-trustees described a fee reduction based on each trust account’s pro rata share of the investment advisory fees paid by the funds to service providers and stated that the account would not be charged a sales load, but were “deceptive” and “doubletalk-laden.” 

The “disclosure” documents failed to disclose clearly the “true additional direct and indirect expenses” of the conversion and the Bank, in a failure of its fiduciary responsibilities, did not make any personal efforts to “insure” that the co-trustees understood the extent to which the Bank would benefit from the conversation and how the trusts would “end up paying more” for the investment and related services the Bank historically had provided.

The Bank failed to provide a “complete and candid” disclosure of the “full extent of the damages” to the trusts, the “true motives” of the Bank, or the “full extent” to which the Bank was profiting from the conversion. 

Even after the Bank applied a “so-called credit” against its fees, it was “impossible for co-trustees and beneficiaries to understand” or have knowledge of the “true cost” of the conversion and the income earned upon the assets of the trusts.

No analyses or determinations were made by the Bank as to the suitability or appropriateness of the investments in the proprietary mutual funds, particularly as compared with numerous other available mutual funds that Bank could and should have invested in.

In order to maximize its earnings, the Bank “specifically excluded” alternative investments, such as Fidelity or Vanguard funds.

As a result of a “conspiracy” by the Bank and “others presently unknown,” the Bank invested in the proprietary mutual funds in order to generate investment advisory fees for its various affiliates “without regard to whether such investments were prudent and in the best interest of” trust beneficiaries.

The conversion was carried out in furtherance of a plan to reduce the Bank’s expenses and to increase its overall direct and indirect profits from trust operations.  

The Bank regarded the trusts as a “cookie jar” that was “open for the taking.”

The Bank engaged in “double dipping” by generating additional revenues from investing trust assets in the proprietary mutual funds.

The conversion enabled the Bank to “avoid the relatively low profitability of managing the trusts” which the Bank had contracted to do when it agreed to serve as trustee.

The decision to invest the plaintiffs’ trust assets in proprietary mutual funds was motivated by the Bank’s interest in generating fees for its affiliates rather than the benefit of trust beneficiaries.

The decision to invest trust assets in proprietary mutual funds was done on a “wholesale” basis without regard for whether such investments were prudent and in the best interests of trust beneficiaries.

While the Bank earned millions of dollars in “purported” money management and investment advisory fees, the trusts have been “of little benefit” to the trust beneficiaries.

Based on the above, the plaintiffs claimed breach of fiduciary duty, breach of contractual duty, and unjust enrichment.
  
A similar case against Bank of America was dismissed because the plaintiffs failed to allege sufficient damages to maintain the case in federal district court (i.e., a minimum of $75,000 for each plaintiff) and failed to meet the standard for punitive damages, producing no evidence that the Bank acted with “nefarious intent.”
  Moreover, none of the plaintiffs, except one, had remained a customer of the Bank and thus lacked standing to seek injunctive relief.  The one plaintiff who was a customer “failed to articulate any real or tangible way in which the requested injunctive relief will benefit her as a current customer” of the Bank. 
H. LaSalle Bank
Conversion of Common Trust Funds.  LaSalle Bank was the subject of a class action lawsuit brought by beneficiaries of a trust contesting the bank’s 1993 conversion of its common trust funds into proprietary mutual funds.
  The complainants alleged that the conversion caused LaSalle to breach its fiduciary duty and gain unjust enrichment by enabling it to collect advisory fees from the mutual funds whereas the law had prevented LaSalle from collecting a fee for managing the common trust funds.  Further, the complainants alleged that the conversion resulted in premature capital gains taxes.  It also was alleged that LaSalle’s proprietary mutual funds dramatically underperformed relative to benchmarks and that LaSalle’s managed did not properly consider the effects of the conversion on trust beneficiaries. 

The district court in 2006 dismissed certain of the claims on grounds that the statute of limitations had run.  Other claims were dismissed because the beneficiary had consented to the conversion.  

The court’s ruling is significant in demonstrating the importance of obtaining beneficiary or customer consent for conflict transactions.  The court stated:

Under Illinois law, a beneficiary can consent to an act or omission by his trustee, even one that is a breach of trust. . . .  A beneficiary who gives such consent cannot hold the trustee liable if he is competent, has full knowledge of the relevant facts, knows his legal rights and his consent is not induced by any other improper conduct of the trustee. . . . As a general rule, a beneficiary of a trust who consents to or approves of an act, omission or transaction by a trustee, may, upon the ground of waiver or estoppel, be precluded from subsequently objecting to the impropriety of such act, omission or transaction.  The rule may arise form acquiescence, request, participation or notification. . . . Specifically, no breach of fiduciary duty, including one where recovery under the theory of unjust enrichment is sought, can be alleged if the plaintiff consented to the action taken by the fiduciary. . . .

Similarly, a trust beneficiary who ratifies the acts of her trustee through her later conduct cannot hold that trustee liable.  Ratification can be express or it can be inferred from circumstances which the law considers equivalent to an express ratification. . . . Ratification will be inferred when the trust beneficiary, with knowledge of the material facts, either fails to disaffirm the conduct in question or seeks or retains the benefits of the transaction she later challenges. . . . Acquiescence or a failure to repudiate on the part of the person for whose benefit the act was performed will be held to constitute a ratification.

In the case at hand, the court noted that the plaintiff had signed a consent form provided by the bank stating that she “understands that LaSalle Street Capital Management, a subsidiary of LaSalle National Trust, acts as Investment Advisor of the Funds for which it may receive a fee from the funds.”  The court stated that, in addition to ratifying the conversion by signing the consent form, the plaintiff ratified it by failing to disaffirm or repudiate it until nine years after the conversion occurred.  In response to the plaintiff’s argument that her consent and ratification were invalid because she was not provided with the material facts, the court ruled that, even if her consent was not valid, she was provided with additional information during the time between the conversion and the filing of her lawsuit regarding tax consequences of the conversion, the fees charged by the funds, and the performance of the funds, yet did nothing to disaffirm the conversion.  

The plaintiffs have appealed the lower court’s ruling.  A similar lawsuit recently was filed against LaSalle Bank in Illinois by another plaintiff making similar allegations.  

I. Wells Fargo 

Securities Lending and Mutual Fund Fees.  A class action complaint was brought by beneficiaries of trusts administered by Wells Fargo Bank alleging that the bank breached its fiduciary duties by lending securities owned by a common trust fund pursuant to a securities lending program from which it profited at the expense of trust beneficiaries.
  The complaint also alleged that the bank or its affiliates received undisclosed advisory fees from proprietary mutual funds and undisclosed shareholder servicing fees from non-proprietary mutual funds.  

Regarding shareholder servicing fees, the complaint states:

Wells Fargo makes a cryptic statement that it or its affiliates “may provide services to certain mutual funds and may receive compensation as set forth in the prospectus applicable to the fund”.  This is a grossly inadequate disclosure. 

In addition to breach of fiduciary duty, the complainants allege that Wells Fargo’s actions constitute unfair and deceptive practices in violation of the California Consumers Legal Remedies Act, a violation of the California Business and Professions Code, conversion, and misappropriation.  This case is in the early stages and has not been certified as a class action as of this writing.

Revenue Sharing and Preferential Marketing of Mutual Funds.  Another class action lawsuit recently was filed against Wells Fargo on behalf of customers who purchased mutual funds from the Bank and/or its affiliates.
  The complaint alleges that Wells Fargo and its affiliates served as financial advisers who purportedly provided “unbiased and honest investment advice” but in reality were engaged in an “illegal scheme” to aggressively sell mutual funds that had preferential shelf space arrangements with Wells Fargo:

Instead of providing their clients with fair and honest financial advice, defendants gave pre-determined recommendations to purchase Shelf-Space Funds, so that defendants could collect millions of dollars in kickbacks and other rewards from the Funds, at the expense of shareholders. 

In addition, the complaint alleges that Wells Fargo broker-dealers entered into revenue sharing agreements with the Wells Fargo proprietary mutual funds whereby they received fees for “pushing clients into Wells Fargo Funds, regardless of whether such investments were in the clients’ best interests.”  Moreover, “Wells Fargo’s investment advisors financed these arrangements by illegally charging excessive and improper fees to the Wells Fargo Funds, fees that should have been invested in the funds’ underlying portfolio.” 

By so acting, the complaint alleges, Wells Fargo violated the anti-fraud provisions of the federal securities laws, breached its fiduciary duties to investors under the Investment Company Act of 1940 and state law, and was unjustly enriched.

VIII. Structuring A Conflicts  Management Program
It is critically important that financial institutions engaged in the fiduciary services business—whether as a trustee, investment adviser, or broker—establish and follow an appropriate conflicts management program.  Not only is such a program required to meet regulatory expectations, but also to reduce the potential for harm to the institution and its customers that unmanaged conflicts of interest can inflict.   
An institution may choose to have different policies and procedures for different types of fiduciary services, or may attempt to structure a central, unified program for all of its fiduciary activities.  Because different fiduciary duties apply to different types of entities and emanate from different legal sources, the task of developing a global compliance program can be complicated.  The difficulty is compounded by the fact that institutions typically use different customer agreements for different types of fiduciary services.  

It is important for each organization to understand the expectations of its principal regulator when structuring a conflicts management program.  The regulators’ guidance on compliance programs is not uniform, although all of the regulators  emphasize the importance of appropriate policies and procedures and the involvement of senior management.  
A. Compliance Programs for Banks

The federal banking agencies evaluate and rate bank fiduciary activities according to the Uniform Interagency Trust Rating System (UITRS).  How a bank manages conflicts of interest as part of its compliance program is an important factor in the rating assigned to each bank.

Federal banking regulators have cautioned banks about the risks of unmanaged conflicts of interest.  The OCC, for example, has said that a bank may be exposed to heightened compliance, reputation, and strategic risk if it fails to properly manage conflicts of interest.
  The OCC has defined these risks as follows:  
Compliance Risk.  Compliance risk is the risk to earnings or capital arising from violations or nonconformance with laws, rules, regulations, prescribed practices, or ethical standards. The risk also arises in situations where the laws or rules governing certain bank products or activities of the bank’s clients may be ambiguous or untested. Compliance risk exposes the institution to fines, civil money penalties, payment of damages, and the voiding of contracts. Compliance risk can lead to a diminished reputation, reduced franchise value, limited business opportunities, lessened expansion potential, and lack of contract enforceability.

The rules, regulations, and laws governing fiduciary activities are voluminous and complex. To minimize the risk of noncompliance, banks must create strong risk management systems to avoid even the appearance of conflicts of interest. Conflicts of interest or self-dealing may result in costly, highly publicized litigation. Regardless of its outcome, a long legal battle can jeopardize a bank’s present and future earnings. Fines, judgments, and settlements to avoid litigation can further deplete earnings.

Reputation Risk.  Reputation risk is the risk to earnings or capital arising from negative public opinion. This affects the institution’s ability to establish new relationships or services, or continue servicing existing relationships. This risk can expose the institution to litigation, financial loss, or damage to its reputation. Reputation risk exposure is present throughout the organization and is why banks have the responsibility to exercise an abundance of caution in dealing with their customers and community. This risk is present in such activities as asset management and agency transactions. Actual or implied conflicts of interest and self-dealing transactions can affect a bank’s reputation negatively by jeopardizing a client’s trust. Loss of client trust because of a bank’s questionable loyalty may threaten to erode its customer base. Deposit accounts, loan relationships, corporate clients, and other banking relationships may be lost as a result.

Strategic Risk.  Strategic risk is the risk to earnings or capital arising from adverse business decisions or improper implementation of those decisions. This risk is a function of the compatibility between an organization’s strategic goals, the business strategies developed to achieve those goals, the resources deployed against these goals, and the quality of implementation. The resources needed to carry out business strategies are both tangible and intangible. They include communication channels, operating systems, delivery networks, and managerial capacities and capabilities.

Banks are relying increasingly on fee-based activities as a stable, consistent source of revenue. If a bank is unable to realize its fiduciary goals, its overall strategic plan and direction may be affected negatively. A bank’s ability to realize its strategic goals may depend upon its success in cultivating and maintaining a satisfied, loyal customer base. A bank, because of unauthorized conflicts of interest and self-dealing, may threaten the stability of its fiduciary client base and be unable to fund businesses or attain growth projections and goals.

Bank compliance programs must address these risks.  
The OCC has provided the following guidance on conflicts management:
To manage the risks associated with conflicts of interest and self-dealing, the bank must have systems in place that first identify actual or potential conflicts. Policies reflecting the bank’s willingness to accept the associated risks should be established and followed. Because of the importance of a sound reputation in the asset management business, many banks take steps to prevent actual conflicts of interest and also to minimize the appearance of conflicts of interests.  Some common controls include:

Assessment of business lines and activities to identify all potential conflicts of interest and self-dealing.

Identification of all insiders and their related interests.

Development of written policies and procedures appropriate to the size and complexity of the bank’s business.   Policies and procedures should establish an ethics policy, identify prohibited activities, and offer guidelines for avoiding or managing conflicts of interest and self-dealing.
Dissemination of information on conflicts of interest and self-dealing to enable supervisory committees and officers to:
Identify existing or potential problems when an account is considered for acceptance as well as when one already on the books is reviewed;

Recognize the legality of certain conflicts or potential conflicts;

Monitor potential conflicts of interest and self-dealing;

Evaluate the level of risk to the bank.

A risk control process, including audit, compliance, and training programs, that emphasizes the importance of avoiding conflicts of interest and self-dealing.

The fiduciary activities of banks are routinely examined by examiners trained to evaluate bank internal control systems.  Among other things, examiners evaluate the control environment, risk assessment systems, control activities, accounting and information processes, communication processes, and self-assessment and monitoring systems.  

During an examination of a bank’s fiduciary activities, bank examiners will meet with the bank’s management to determine how the bank identifies and monitors potential conflicts and how actual conflicts are customarily resolved. They also will ascertain whether any significant changes have occurred in the bank’s policies, practices, personnel, or control systems, and whether any internal or external factors exist that could affect conflicts of interest.
  Examiners will review reports management uses to supervise conflicts of interest and will ask to see the following:

A list of all significant potential or actual fiduciary conflicts of interest and self-dealing of which bank management is aware.  

A list of all accounts owning proprietary mutual funds and mutual funds that pay the bank a fee, bank time deposits, bank certificates of deposits, bank or holding company stock or debt instruments, and securities of related interests.
A list of approved brokers and the policy and basis for selecting those brokers.
The list of approved securities for managed accounts, including management comments supporting the purchase of securities that are not on the approved list. 

A list of all financial benefits the bank receives from third parties, such as servicers and investment companies.

Bank examiners also will ask for the most recent audit and compliance reports, with management responses to any concerns raised in those reports.

The OCC instructs its examiners to determine the potential for conflicts of interest and self-dealing by considering:

The nature of products and services offered.

The complexity of the corporate structure and dealings with affiliates and subsidiaries.

The use of affiliated pooled or proprietary mutual funds, mutual funds for which the bank receives fees, cash management products, data processing services, depository services, investment management services, and other services.

Policies and procedures for conflicts and self-dealing.

Internal assessments of risk and the risk management program conducted by management, compliance, or audit functions of the bank.

The bank’s history of avoiding conflicts and resolving them in favor of beneficiaries.

Using this information, bank examiners then will make a preliminary risk assessment and establish the examination’s scope and objective.  After establishing whether the bank’s quantity of risk is low, moderate, or high, the examiner then will assess the quality of risk management.  In this process, the examiners will review the adequacy of the bank’s policies and procedures developed to control the risks associated with conflicts of interest and self-dealing, looking specifically at policies required by the OCC’s fiduciary regulations, ERISA, and industry standards relating to insider activities and employee ethics.  Examiners will determine whether the policies and procedures are consistent with the size and complexity of the institution’s asset management activities.

Among other things, examiners will review the bank’s written policies designed to prevent self-dealing and conflicts of interest and employee ethics standards, and will determine that personnel properly acknowledge those standards and that the standards address:

Personal trading, based on information gained as an employee of the bank, that conflicts with the best interests of beneficiaries, e.g., front-running.

Receiving goods and services from vendors (Banking Circular 233, “Acceptance of Financial Benefits by Bank Trust Departments”).

Serving as co-fiduciary with the bank for a fee (12 CFR 9.15(b)).

Receiving loans from fiduciary clients.

Accepting gifts and bequests from fiduciary clients.

Examiners also will examine brokerage placement practices to determine that brokerage fees are monitored and are not subject to depository, soft-dollar commitments, kickbacks, or other compensation arrangements that would impair the best judgment of the bank or prevent the best execution of trades.  
Examiners also will check to see that policies and procedures have been developed for bank officers and employees involved in the investment selection or recommendation process.  The policies and procedures must assign responsibility for supervision of officers and employees who transmit or place orders with registered broker-dealers, direct transactions in securities for customers, and process orders or perform other related back-office functions.  The policies and procedures also must provide for the fair and equitable allocation of securities and prices to accounts, provide for the crossing of buy and sell orders on a fair and equitable basis, and require certain bank officers and employees involved in investment selection to report personal securities transactions made by them or on their behalf.

With regard to the bank’s fees, examiners will evaluate, among other things, whether fees are reasonable or in compliance with applicable law and properly disclosed, and will check to be sure that management obtains proper authorization for charging cash sweep or termination fees.

With regard to investments of fiduciary assets in proprietary mutual funds or funds that pay the bank a fee, examiners will evaluate the system used by the bank to ensure that applicable law authorizes the transaction and the fund’s objectives suit the account’s needs.  Examiners also will review how the bank complies with any disclosure and acknowledgment requirements applicable to discretionary and non-discretionary accounts, and whether the bank has complied with DOL PTCE 77-4 and related guidance for accounts subject to ERISA.  
If the bank uses an affiliated broker to effect securities transactions for fiduciary accounts, examiners will determine that applicable law does not prohibit the use of an affiliated broker to effect securities transactions and that the bank’s payment of affiliated broker’s fees for effecting brokerage transactions cover the cost of effecting the transaction and no more.  The OCC’s Handbook states that “under no circumstances, unless authorized by applicable law, should the bank or its brokerage affiliate profit from a securities transaction effected for a fiduciary account.”
  The records must establish, through a detailed cost analysis, that the amount of the fee charged by the affiliated broker is justified by the cost of the securities transactions executed, and all fees paid to an affiliated broker should be clearly disclosed.  
After these and other areas of the bank’s fiduciary activities are examined and the examiner has formed an assessment of the bank’s conflicts management program, the examiner will meet with bank management to discuss the results of the examination.  Among other things, the examiner will address the adequacy of the bank’s risk management systems, including policies, processes, personnel, and control systems.  Any violations of law or significant internal control deficiencies will be brought to management’s attention.  The examiner will recommend corrective action and obtain management’s commitment to specific actions for correcting deficiencies. 
B. Compliance Programs for Broker-Dealers
The NASD has emphasized that effective compliance policies and procedures are vital to investor protection, integrity of the market, and the efficacy of self-regulation.
  Because broker-dealers are largely self-regulated and are not subject to as frequent or as comprehensive examination as banks, securities regulators require broker-dealers to self-certify their compliance with applicable rules and regulations.  

As noted above, NASD and NYSE rules require each the chief executive officer of each broker-dealer to certify annually that the broker-dealer has in place processes to establish, maintain, review, test and modify written compliance policies and supervisory procedures reasonably designed to achieve compliance with applicable rules and regulations.
  In addition, each broker-dealer is required to designate and specifically identify to the NASD on Schedule A of its Form BD a principal to serve as chief compliance officer.
 

The NASD has issued the following certification form which broker-dealers are required to file on an annual basis:
Annual Compliance and Supervision Certification

The undersigned is the chief executive officer (or equivalent officer) of [name of member corporation/partnership/sole proprietorship] (the "Member"). As required by NASD Rule 3013(b), the undersigned makes the following certification:

1. The Member has in place processes to: 

(a) establish, maintain and review policies and procedures reasonably designed to achieve compliance with applicable NASD rules, MSRB rules and federal securities laws and regulations;

(b) modify such policies and procedures as business, regulatory and legislative changes and events dictate; and 

(c) test the effectiveness of such policies and procedures on a periodic basis, the timing and extent of which is reasonably designed to ensure continuing compliance with NASD rules, MSRB rules and federal securities laws and regulations. 

2. The undersigned chief executive officer (or equivalent officer) has conducted one or more meetings with the chief compliance officer in the preceding 12 months, the subject of which satisfy the obligations set forth in IM-3013.

3. The Member's processes, with respect to paragraph 1 above, are evidenced in a report reviewed by the chief executive officer (or equivalent officer), chief compliance officer, and such other officers as the Member may deem necessary to make this certification. The final report has been submitted to the Member's board of directors and audit committee or will be submitted to the Member’s board of directors and audit committee (or equivalent bodies) at the earlier of their next scheduled meetings or within 45 days of the date of execution of this certification.

4. The undersigned chief executive officer (or equivalent officer) has consulted with the chief compliance officer and other officers as applicable (referenced in paragraph 3 above) and such other employees, outside consultants, lawyers and accountants, to the extent deemed appropriate, in order to attest to the statements made in this certification. 

The compliance certification requires each broker-dealer to “establish, maintain, review, test and modify” its compliance policies and written supervisory procedures “in light of the nature of its businesses” and the laws and rules that are applicable thereto.   Each broker-dealer must evidence its compliance process in a report reviewed by the chief executive officer before executing the certification.

As part of the compliance process, the NASD expects each broker-dealer to conduct one or more meetings annually between the chief executive officer and the chief compliance officer to:  (i) discuss and review the matters that are the subject of the certification; (ii) discuss and review the member’s compliance efforts as of the date of such meetings; and (iii) identify and address significant compliance problems and plans for emerging business areas.
  The NASD expects the compliance officer to play a “unique and integral role” in the compliance processes and in providing a reliable basis upon which the chief executive officer can execute the certification. 
The chief compliance officer is expected to be the primary adviser to the broker-dealer on its overall compliance scheme and the particularized rules, policies and procedures that the member adopts.  As such, the chief compliance officer is expected to have expertise in the process of:

(1) gaining an understanding of the products, services or line functions that need to be the subject of written compliance policies and written supervisory procedures; 
(2) identifying the relevant rules, regulations, laws and standards of conduct pertaining to such products, services or line functions based on experience and/or consultation with those persons who have a technical expertise in such areas of the member's business;
 (3) developing, or advising other business persons charged with the obligation to develop, policies and procedures that are reasonably designed to achieve compliance with those relevant rules, regulations, laws and standards of conduct; 
(4) evidencing the supervision by the line managers who are responsible for the execution of compliance policies; and 
(5) developing programs to test compliance with the member's policies and procedures. 

The chief compliance officer is viewed by the NASD as “indispensable” in the compliance process.  The NASD has said that any certification made by a chief executive officer under circumstances where the chief compliance officer has concluded, after consultation, that there is an inadequate basis for making such certification would be conduct inconsistent with the observance of the high standards of commercial honor and the just and equitable principles of trade.  
The chief compliance officer should be given authority to consult with other employees, officers, outside consultants, lawyers, and accountants. 

The NASD has acknowledged that supervisors with business line responsibility are accountable for the discharge of a broker-dealer’s compliance policies and written supervisory procedures. Accordingly, the NASD does not regard the compliance certification by itself as establishing business line responsibility but merely as assurance that proper procedures are in place.

The chief compliance officer may occupy other positions in the broker-dealer, including chief executive officer, provided that the person can discharge both duties effectively.  
The report required in paragraph (3) of the certification must document the broker-dealer’s processes for establishing, maintaining, reviewing, testing and modifying compliance policies and must be produced prior to execution of the certification.  The report must be reviewed by the chief executive officer, chief compliance officer and any other officers deemed necessary to make the certification and must be provided to the broker-dealer’s board of directors and audit committee in final form either prior to execution of the certification or at the earlier of their next scheduled meetings or within 45 days of execution of the certification. 
The NASD has said that the report should address the manner and frequency in which compliance processes are administered, as well as the identification of officers and supervisors who have responsibility for such administration.  The report need not contain any conclusions produced as a result of following the processes set forth therein.

C. Compliance Programs for Investment Advisers

As noted above, SEC registered investment advisers are required to adopt and implement written policies and procedures “reasonably designed to prevent violation” of the Investment Advisers Act of 1940 and SEC rules thereunder.
  The SEC has stated that, “while we understand that compliance policies and procedures will not prevent every violation of the securities laws, we believe that prevention should be a key objective of all firms’ compliance policies and procedures.”

Each investment adviser must review at least annually the adequacy of the policies and procedures and the effectiveness of their implementation.  The SEC expects the review to consider any compliance matters that arose during the previous year, any changes in the business activities of the adviser or its affiliates, and any changes in the Advisers Act or applicable regulations that might suggest a need to revise the policies or procedures.
  The SEC said, for example, that an adviser that is acquired by a broker-dealer or by the corporate parent of a broker-dealer should assess whether its policies and procedures are adequate to guard against the conflicts that arise when the adviser uses that broker-dealer to execute client transactions, or invests client assets in funds or other securities distributed or underwritten by the broker-dealer.

Even though the rule requires only annual reviews, the SEC said that advisers should consider the need for interim reviews in response to significant compliance events, changes in business arrangements, and regulatory developments.  
As part of the compliance process, the SEC’s rules also require each adviser to designate a chief compliance officer who will be responsible for administering its compliance policies and procedures.  The SEC expects the chief compliance officer to be competent and knowledgeable regarding the Advisers Act and empowered with “full responsibility and authority” to develop and enforce appropriate policies and procedures for the firm. Thus, “the compliance officer should have a position of sufficient seniority and authority within the organization to compel others to adhere to the compliance policies and procedures.”

The SEC has said that investment advisers are “too varied in their operations” to require a single set of universally applicable required elements in the compliance policies and procedures.  Accordingly, the SEC’s rules do not enumerate specific elements that advisers must include in their policies and procedures but rather leave it to each adviser to adopt policies and procedures that take into consideration the nature of that firm’s operations.  The SEC said that the policies and procedures should be designed to prevent violations from occurring, detect violations that have occurred, and correct promptly any violations that have occurred.
 
In recognition of the differences among investment advisers, the SEC has said that it “would expect smaller advisory firms without conflicting business interests to require much simpler policies and procedures than larger firms that, for example, have multiple potential conflicts as a result of their other lines of business or their affiliations with other financial service firms.”

In designing its policies and procedures, the SEC has said that each adviser should first identify conflicts and other compliance factors creating risk exposure for the firm and its clients in light of the firm’s particular operations, and then design policies and procedures that address those risks.  The SEC expects an adviser’s policies and procedures, at a minimum, to address the following issues to the extent relevant to that adviser:

Portfolio management processes, including allocation of investment opportunities among clients and consistency of portfolios with clients’ investment objectives, disclosures by the adviser, and applicable regulatory restrictions;
Trading practices, including procedures by which the adviser satisfies its best execution obligation, uses client brokerage to obtain research and other services (“soft dollar arrangements”), and allocates aggregated trades among clients;  

Proprietary trading of the adviser and personal trading activities of supervised persons;
The accuracy of disclosures made to investors, clients, and regulators, including account statements and advertisements;
Safeguarding of client assets from conversion or inappropriate use by advisory personnel;  

The accurate creation of required records and their maintenance in a manner that secures them from unauthorized alteration or use and protects them from untimely destruction;
Marketing advisory services, including the use of solicitors;  

Processes to value client holdings and assess fees based on those valuations;  

Safeguards for the privacy protection of client records and information; and
Business continuity plans.
 

Regarding business continuity plans, the SEC said that an adviser’s fiduciary obligation to its clients includes the obligation to take steps to protect the clients’ interests from being placed at risk as a result of the adviser’s inability to provide advisory services after a natural disaster, for example, or the death of the owner or key personnel in the case of some smaller firms.  
The SEC does not require advisers to consolidate all of their compliance policies and procedures into a single document or to memorialize every action that must be taken in order to remain in compliance with the Advisers Act.   Investment advisers that are also registered as broker-dealers are not required to segregate their investment adviser compliance policies and procedures from their broker-dealer compliance policies and procedures.    
SEC rules also require investment advisers to maintain copies of all policies and procedures that are in effect or were in effect at any time during the last five years.
 In addition, the rules require advisers to keep any records documenting their annual review.  The SEC said that these recordkeeping requirements “assist our examination staff in determining whether the adviser or fund is adhering to the new rules and in identifying weaknesses in the compliance program if violations do occur or are uncorrected.”

D. Common Elements of Conflicts Management Programs
Notwithstanding the differences in the compliance programs applicable to the different types of financial institutions, it is possible to identify certain common elements that should be included in a conflicts management program, whether the institution be a bank, investment adviser, or broker-dealer.

1. Senior Management Responsibility

Any conflicts management program should be instituted with the participation and approval of senior management.  Apart from the importance of the compliance function in an institution’s overall risk management system, regulators have made clear that the ultimate responsibility for compliance lies with senior management. 
2. Conflicts Manager 

Because most of the substantive regulations applicable to wealth service providers are aimed at conflicts of interest, a conflicts management program should be implemented under a conflicts manager whose responsibilities and authority is similar to that of the chief compliance officer  in an investment adviser or broker-dealer.  Indeed, the same person could serve in both roles.  The conflicts manager should be responsible for identifying conflicts of interest across all areas of the institution as they arise on a continuing basis and developing policies and procedures for addressing how they can best be managed.   
3. Code of Ethics

A conflicts management program should have at its core a code of ethics that establishes high standards of conduct for employees engaged in potential conflicts situations with the institution’s customers.  The code of ethics should incorporate fiduciary principles and aim to instill a heightened awareness of the institution’s fiduciary duties and promote a fiduciary culture appropriate to the institution’s fiduciary activities.
4. Conflicts of Interest Policy
Each institution should adopt a conflicts of interest policy reflecting the institution’s commitment to maintaining high standards of fiduciary conduct and managing conflicts of interest appropriately.  

5. Procedures for Conflicts Management

Procedures should be adopted to implement the institution’s conflicts of interest policy, including procedures for identifying conflicts, disseminating information regarding conflicts, and approving or disapproving conflicts transactions in accordance with applicable law and regulations.  
6. Identification of Conflicts

Conflicts of interest may arise at various levels of an institution’s relationship with its customers and are not always easy to identify.  A transaction that poses a conflict in one scenario might not in another.  Each institution needs to have a process for identifying known as well as potential conflicts that may arise.  The conflicts manager should manage this process and have ongoing authority to screen various transactions, compensation arrangements, or new product offerings for potential conflicts.
7. Review of Product Offerings

Each institution should periodically review its existing product offerings to evaluate the conflicts of interest they pose and how to ameliorate or disclose them.  The addition of new features to an existing product, or the offering of the product to a new customer base, could create conflicts of interest where there were none before.  New products and services should be given special attention to ensure that they do not introduce new conflicts of interest.  No new product or service should be offered without having been cleared in a conflicts review. 
8. Review of Sales Practices

Sales practices may raise conflicts of interest issues and should be reviewed carefully to ensure that sales incentives are appropriate and customer disclosure and consent procedures are followed.
9. Review of Fees and Compensation Structures
Conflicts often arise as a result of fees received by an institution in connection with transactions on behalf of customers or compensation paid to employees.  An institution should carefully review its fees and compensation structures to determine whether improper incentives are undermining the institution’s duty to act in the interests of clients.  Cash as well as non-cash financial benefits should be required.
10. Review of Affiliate Relationships 

An institution should review whether its relationships with affiliates result in conflicts of interest.  If an institution offers products and services of an affiliate, the institution must ensure that proper disclosures are made to customers and that the related fee arrangements are consistent with the institution’s customer duties.
11. Review of Vendor Relationships

Vendor relationships are a source of potential conflicts and should be reviewed to determine that contract provisions are appropriate and do not include inappropriate incentives or undisclosed arrangements that create conflicts of interest.  
12. Gifts and Entertainment

Institutions often give or receive gifts and entertainment which may create potential conflicts of interest.  In addition to complying with applicable law regarding gifts and entertainment, each institution should have policies and procedures addressing when and what types of gifts or entertainment are appropriate.
13. Confidentiality of Customer Information

Federal and state regulations address when and how customer information may be used by financial institutions and generally require policies and procedures to ensure that customer information is not misused.  Institutions should ensure that their policies and procedures also address conflicts of interest that may arise in permissible uses of customer information.
14. Conflicts Reporting

The conflicts identification process should ensure that employees who become aware of conflicts of interest in the institution’s activities have an appropriate channel for reporting the conflicts.  The institution’s policies should include a duty on the part of employees to report conflicts of interest to ensure that the conflict has been or will be appropriately addressed.  The duty may be satisfied if the employee reports the conflict to the conflicts manager or the appropriate business line manager who in turn should report to the conflicts manager.
15. Approval Process for Conflict Transactions

Transactions or activities that pose conflicts of interest should be subject to an approval process under the purview of the conflicts manager and senior management.  The approval process should entail a detailed review of all the facts and circumstances giving rise to the conflict and a written statement by the reviewer of the reasons why the conflict does or does not present an insurmountable barrier to the transaction or activity.  An approval process will enable the institution to maintain records documenting its consideration of conflicts of interest in the event of litigation or enforcement proceedings.
16. Review of Customer Agreements
An essential part of the conflict management process is to ensure that the institution’s agreement with its customer clearly sets forth the fiduciary relationship established, including the scope of the institution’s undertakings and fiduciary duties, and discloses all conflicts of interest that may arise from the relationship.  The customer’s signature on the agreement signifying its consent to the relationship will not completely insulate the financial institution from claims of breach of fiduciary duty if they occur, but will enhance the customer’s understanding and expectations regarding the relationship and minimize possible misunderstandings that can result in litigation.

17. Customer Disclosures and Consents
The most effective way to manage most conflicts of interest is to disclose them and, when necessary, obtain customer consent.  This can be done in the agreement at the outset of the customer relationship, as just noted, or on a case-by-case basis as conflicts arise.  As a result of SEC and NASD enforcement actions, many broker-dealers and investment advisers have enhanced their customer disclosures.  Examples of some of these are included at the end of this paper.
18. Employee Training

A successful conflict management program will require the participation and cooperation by employees at many levels of the organization.  Accordingly, an effective employee training program is needed to instruct employees as to proper conduct and implementation of the conflicts management process.

19. Documentation

A crucial part of any conflicts management program is documentation of all phases of the program.  Documentation may take the form of memoranda, committee minutes, presentations, training manuals, notes, and other writings.  Documentation can help to formalize the program structure within the institution and also is an important means by which an institution can demonstrate compliance with regulatory expectations and requirements.    
E. Global Conflicts Management among Affiliated Entities

Many financial organizations operate in the wealth services business through multiple affiliates providing brokerage, investment advisory, trustee, and other fiduciary services.  Each business entity or unit should be aware of the conflicts management requirements applicable to it under the relevant regulatory regime.  
In order to avoid inconsistent treatment of conflicts within an organization, it may be advisable to establish a central, global conflicts management system that spans all business entities or units offering wealth services.  A global system could support or supplement the conflicts management programs of separate entities, or could serve as the principal focal point for all conflicts management within the organization.  A global system, however, cannot relieve each separately regulated affiliate of the responsibility for ensuring that it has satisfied its compliance obligations under applicable law and regulations.
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� As one SEC official has observed:  “Conflicts of interest are inherent in the financial services business. When you are paid to act as an intermediary, like a broker, or as another's fiduciary, like an investment adviser, the groundwork for conflict between investment professional and customer is laid. The historical success of the financial services industry has been in properly managing these conflicts, either by eliminating them when possible, or disclosing them.”  Remarks by Stephen M. Cutler, Director, Division of Enforcement, SEC, Sept. 9, 2003.


� Black’s Law Dictionary 8th ed. (2004).


� Merriam-Webster Online Dictionary, http://www.m-w.com/dictionary/fiduciary.


� InvestorDictionary.com, http://www.investordictionary.com/definition/fiduciary.aspx 


� Restatement (Third) of Trusts § 2, comment b.


� Restatement (Third) of Trusts § 2.


� The term “investment adviser” is defined in the Investment Advisers Act of 1940 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.”  15 U.S.C. § 80b(a)(11).  


This paper generally discusses investment advisers that provide advice to individual customers and does not cover investment advisers to mutual funds and other investment companies.


� The Investment Advisers Act of 1940 exempts from the definition of an investment adviser “any broker or dealer whose performance of such services is solely incidental to the conduct of his business as a broker or dealer and who receives no special compensation therefore.”  15 U.S.C. § 80b(a)(11)(C).  The SEC in 2005 adopted a rule interpreting when a broker-dealer would be deemed to qualify for this exemption.  17 C.F.R. § 275.202(a)(11)-1.  70 Fed. Reg. 20,424 (April 19, 2005).  Generally, if a broker exercises investment discretion over an account, it must register as an investment adviser.


� 15 U.S.C. § 80b-2(a)(11).


� � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=780&SerialNum=1963125419&FindType=Y&ReferencePositionType=S&ReferencePosition=184&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 184 (1963)�.


� Restatement (Third) of Agency § 1.01 comment c (“[I]f a service provider simply furnishes advice and does not interact with third parties as the representative of the recipient of the advice, the service provider is not acting as an agent.). 


� Restatement (Third) of Agency § 1.01 comment c.  The Restatement does not elaborate on the source of the duty of loyalty.   


� 15 U.S.C. § 78c(a)(4).


� See, e.g., Arleen W. Hughes, 27 S.E.C. 629 (1948) (fiduciary requirements generally are not imposed upon broker-dealers who render investment advice as an incident to their brokerage unless they have placed themselves in a position of trust and confidence), aff’d sub nom. Hughes v. SEC, 174 F.2d 969 (D.C. Cir. 1949); Leib v. Merrill Lynch, Pierce, Fenner & Smith, Inc. 461 F. Supp. 951 (E.D. Mich. 1978), aff’d, 647 F. 2d. 165 (6th Cir. 1981) (broker who has de facto control over non-discretionary account generally owes customer duties of a fiduciary nature; looking to customer’s sophistication, and the degree of trust and confidence in the relationship, among other things, to determine duties owed); Paine Webber, Jackson & Curtis, Inc. v. Adams, 718 P.2d. 508 (Colo. 1986) (evidence that “a customer has placed trust and confidence in the broker” by giving practical control of account can be “indicative of the existence of a fiduciary relationship”); MidAmerica Federal Savings & Loan v. Shearson/American Express, 886 F.2d. 1249 (10th Cir. 1989) (fiduciary relationship existed where broker was in position of strength because it held its agent out as an expert). 


� The Investment Advisers Act of 1940 specifically excepts from the definition of an investment adviser provides that Section 202(a)(11)(C) of the a broker or dealer “whose performance of [advisory] services is solely incidental to the conduct of his business as a broker or dealer and who receives no special compensation therefor.”  15 U.S.C. § 80b(a)(11)(C).


� Rule 202(a)(11)-1; 17 C.F.R. § 275.202(a)(11)-1.


� The SEC’s rule has been challenged in a lawsuit by the Financial Planners Association which argues that the rule was not properly adopted.  Financial planners believe that the rule does not go far enough in requiring broker-dealers to register as investment advisers when they offer investment advice.


� See 17 C.F.R. Part 275, Release Nos. 34-50980; IA-2340; File No. S7-25-99 (Certain Broker-Dealers Deemed Not To Be Investment Advisers):


In some cases, such as when broker-dealers assume positions of trust and confidence with their customers similar to those of advisers, broker-dealers have been held to similar standards.  However, broker-dealers often play roles substantially different from investment advisers and in such roles they should not be held to standards to which advisers are held. For example, an investor who engages a broker-dealer to sell certain stocks should not be heard to complain a week later that the broker-dealer should have advised him to hold on to those stocks in order to take advantage of a tax benefit. Thus we believe that broker-dealers and advisers should be held to similar standards depending not upon the statute under which they are registered, but upon the role they are playing.


� 29 U.S.C. § 1001 et seq.


� 29 U.S.C. § 1002(21).


� See, e.g., Hughes v. LaSalle Bank, 419 F.Supp.2d 605 (D.C.S.D.N.Y.).  See also Lambos v. Lambos, 9 Ill.App.3d, 530 (1973) (under Illinois law, beneficiary can “consent to an act or omission by his trustee, even one that is a breach of trust”), and McCormick v. McCormick, 180 Ill.App.3d (1988) (“As a general rule, a beneficiary of a trust who consents to or approves of an act, omission or transaction by a trustee may, upon the ground of waiver or estoppel, be precluded from subsequently objecting to the impropriety of such act, omission or transaction.  The rule may arise from acquiescence, request, participation or notification.”).  


� The Office of the Comptroller of the Currency, for example, has stated that while the Uniform Prudent Investor Act addresses the investment activities of fiduciaries for private trusts, the OCC also believes the Act provides useful guidance in evaluating the conduct of other fiduciary activities of national banks.  See Office of the Comptroller of the Currency, Comptroller’s Handbook:  Investment Management.


� See Restatement (Third) of Trusts, Note.


� Some states have statutory provisions dealing with agents, including Alabama, California, Georgia, Louisiana, Montana, North Dakota, and South Dakota.  The California Civil Code defines an agent as “one who represents another, called the principal, in dealings with third persons. Such representation is called agency.”  � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=1000298&DocName=CACIS2295&FindType=L&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��Cal. Civ. Code § 2295 (1985 & Supp. 2005)�.  The Georgia Code states that “[t]he relation of principal and agent arises whenever one person, expressly or by implication, authorizes another to act for him or subsequently ratifies the acts of another in his behalf.”  � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=1000468&DocName=GAST10%2D6%2D1&FindType=L&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��Ga. Code § 10-6-1 (1996 & Supp. 2004)�.  Court cases in both jurisdictions include an additional element of control.


� Restatement (Third) of Agency § 1.01.  The Restatement was adopted by the American Law Institute in 2006.


� Restatement (Third) of Agency § 1.01 comment c.  The Restatement does not elaborate on the source of the duty of loyalty.  As discussed infra, investment advisers subject to the Investment Advisers Act of 1940 are treated as fiduciaries thereunder. 


� Restatement (Second) of Trusts § 8.  The Restatement states that an agency is not a trust and an agent is not subject to general trust law.


� Restatement (Second) of Trusts, Introductory Note to Chapter 1.


� Restatement (Third) of Agency § 104(10).


� Restatement (Second) of Trusts, comment i.


� 12 U.S.C. § 92a.


� “Investment discretion” is defined to mean, “with respect to an account, the sole or shared authority (whether or not that authority is exercised) to determine what securities or other assets to purchase or sell on behalf of the account.  A bank that delegates its authority over investments and a bank that receives delegated authority over investments are both deemed to have investment discretion.”  12 C.F.R. § 9.2(i).


� 12 C.F.R. § 9.2(e).


� 12 C.F.R. § 9.2(b).  


� 12 C.F.R. § 9.11.


�  65 Fed. Reg. 75872 (Dec. 5, 2000).


� See Letter dated Feb. 1, 2001, from the National Conference of Commissioners on Uniform State Laws opposing federal regulations establishing fiduciary standards for national banks.


� Most states exempt banks from investment adviser regulation under state law.  Moreover, section 203A(b)(1)(B) of the Advisers Act provides that “No law of any state. . .requiring the registration, licensing, or qualification as an investment adviser. . .shall apply to any person. . .[t]hat is not registered under [the Act] because that person is excepted from the definition of an investment adviser under Section 202(a)(11).”  Section 202(a)(11) defines “investment adviser” to exclude banks.  


� Comptroller’s Handbook:  Investment Management Services, 137.


� Id. 


� The Gramm-Leach-Bliley Act in 1999 repealed the former blanket exemption for banks from federal broker-dealer regulation, but enacted a number of specific exemptions, including one that exempts banks when they act in a trustee or other fiduciary capacity.  The SEC as yet has not implemented the Gramm-Leach-Bliley Act exemptions for bank brokers and the blanket exemption remains effective.  Congress recently approved legislation requiring the SEC to engage in joint rulemaking with the Federal Reserve Board to implement the bank exemptions from broker-dealer regulation.


� See, e.g., OCC Interpretive Letter No. 628 (July 19, 1993). 


�See Comptroller’s Handbook: Conflicts of Interest (June 2000); Asset Management (December 2000); Investment Management Services (August 2001); Personal Fiduciary Services (August 2002).


� Generally, the FDIC limits its examinations to state banks that are not regulated by the Federal Reserve Board or the OCC, although it has authority to examine such banks. 


� 12 U.S.C. § 1818(c).  The other federal banking agencies have similar power.


� 12 U.S.C. § 1818(i).


� 12 U.S.C. § 1818(j).  The other federal banking agencies have similar powers.


� Federal Deposit Insurance Corporation, Trust Examination Manual (2005), available on FDIC web site.  FDIC Trust Examination Manual § 1.B.


� 15 U.S.C. § 80b.


� See SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 194 (1963).  


� SEC v. Capital Gains Bureau, 375 U.S. 180 (1963) (footnotes omitted).


� Release No. IA-2333; File No. S7-30-04; Registration Under the Advisers Act of Certain Hedge Fund Advisers (2005).


� 15 U.S.C. § 80b-6.  


� In addition, section 206 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 the client, knowingly to effect any sale or purchase of any security for the account of the client, without disclosing to such client in writing before completion of the transaction the capacity in which he is acting and obtaining the consent of the client to the transaction.  This prohibition does not apply to any transaction with a customer of a broker-dealer if the broker-dealer is not acting as an investment adviser in the transaction.


� See 17 C.F.R. Pt. 275. 


� The exemption is based on a Congressional understanding that banks are subject to fiduciary duties under state law.  As noted above, however, trust law generally does not apply to a bank when it provides investment advice in the absence of a trust.  As a result of recent legislation, savings associations also are exempt from the Act.  


� Telephone conversation with Robert Plaze, Associate Director, Division of Investment Management, Securities and Exchange Commission, April 10, 2003.


� Section 10(b) of the Exchange Act provides in pertinent part:


“It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange. . . (b) To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered. . . any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.”  15 U.S.C. § 78j.


� The Securities Act of 1933 also includes a broad anti-fraud provision applicable to broker-dealers that is similar (if not identical) to that applicable to investment advisers under the Advisers Act.  15 U.S.C. § 77q(a).


� 15 U.S.C. § 78bb(e), discussed infra.    


� 15 U.S.C. § 80b(a)(11)(C); 17 C.F.R. § 275.202(a)(11)-1.


� Massachusetts Uniform Securities Act § 204.


� See, e.g., OCC Interpretive Letter No. 628 (July 19, 1993) (“The OCC has issued a number of opinion letters [stating] that federal law preempts state laws imposing registration or licensing requirements on national banks that in exercising their fiduciary powers provide investment advice and act as agent in the purpose and sale of securities. * * * * In summary, national banks and their employees are expressly authorized to provide investment advisory services under the national banking laws.  Any provisions of the Texas Act requiring the Bank or its employees to register with the Texas Board in order to engage in investment advisory services authorized by federal law would be preempted.”).


� Telephone conversation on October 2, 2006, with OCC staff.


� A contract may be oral or written, however, and a financial institution may incur fiduciary duties without a written agreement if it acts in a position of confidence and trust with its customer prior to signing a written agreement.


� Restatement (Second) of Contracts § 205, Duty of Good Faith and Fair Dealing. 


� Restatement (Second) of Contracts § 205 comment a.


� See Restatement (Third) of Trusts § 2 comment b (“The duties of a trustee are more rigorous than those of most other fiduciaries.”).


� Restatement (Second) of Trusts § 164.  The rules stated in §§ 169-196 include all of the most fundamental fiduciary duties of a trustee, including the duties of loyalty, care, and prudence.  


� The official comments to the Restatement indicate that the nature and scope of a trustee’s duties may be determined by the nature of the relationship irrespective of the words of the trust instrument:


“Many of the duties of the trustee to the beneficiary are imposed by the terms of the trust, either in words or by other manifestations of the settlor's intent.  Some of the duties of the trustee, however, may not be imposed by the terms of the trust, but may arise from the nature of the relationship. Thus, the existence and extent of the trustee's duty of loyalty to the beneficiary (see � HYPERLINK "http://web2.westlaw.com/find/default.wl?DocName=REST2DTRUSTSs170&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��§ 170�) and of his duty not to delegate the administration of the trust (see � HYPERLINK "http://web2.westlaw.com/find/default.wl?DocName=REST2DTRUSTSs171&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��§ 171�) are not necessarily determined by the words used by the settlor or by the interpretation of his words or by other manifestations of his intent, but in the absence of evidence of a different intention of the settlor are determined by the principles, rules and standards governing the conduct of trustees. See � HYPERLINK "http://web2.westlaw.com/find/default.wl?DocName=REST2DTRUSTSs169&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��§§ 169�-� HYPERLINK "http://web2.westlaw.com/find/default.wl?DocName=REST2DTRUSTSs185&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��185�. Such duties as these may of course be imposed by the terms of the trust; or the terms of the trust may limit the extent of such duties, or in some cases may prevent such duties from being imposed.  Similarly, the extent of the powers of the trustee, although usually determined by the words of the settlor or by the interpretation of his words or by other manifestations of his intention, are not necessarily determined in this way but may be determined by the nature of the relationship.”  Restatement (Second) of Trusts § 165 comment h.


� See John H. Langbein, “The Secret Life of the Trust:  The Trust as an Instrument of Commerce,” 107 Yale L.J. 165 (1997).


� Such transactions also typically are authorized by state law. 


� Restatement (Second) of Trusts § 170. 


� Uniform Prudent Investor Act § 5.


� Uniform Prudent Investor Act § 5, Official Comments. 


� Restatement (Third) of Trusts:  Prudent Investor Rule § 227.


� Restatement of Law Third (Trusts 3d) Prudent Investor Rule, § 227 comment c.


� Restatement of the Law Third (Trusts 3d) § 170, comment a.


� Id. comment o.


� Id. comment q.


� John H. Langbein, “Questioning the Trust Law Duty of Loyalty:  Sole Interest or Best Interest?” 114 Yale L.J. 929 (2005).  Langbein argues that a transaction in which there has been conflict or overlap of interest “should be sustained if the trustee can prove that the transaction was prudently undertaken in the best interest of the beneficiaries.  In such a case, inquiry into the merits is better than ‘no further inquiry’.” 


� Restatement (Second) of Trusts § 174.


� Id. comment a. 


� Id. comment b.


� Uniform Prudent Investor Act § 2(a).  See also Restatement of Trusts (Third) Prudent Investor Rule § 227.


� Id.  


� Uniform Prudent Investor Act § 2, Official Comments. 


� Uniform Prudent Investor Act § 2, Official Comments.


� Restatement of Trusts (Third) § 227 Prudent Investor Rule, comment b.


� Uniform Prudent Investor Act § 9.


� Uniform Prudent Investor Act § 7.


� Uniform Prudent Investor Act § 7, Official Comments.


� Restatement of Trusts (Third) Prudent Investor Rule § 227(c)(3).


� Uniform Prudent Investor Act § 9, Official Comments.


� Restatement of Trusts (Third) Prudent Investor Rule § 227, comment m.


� Prudent Investor Rule § 227, comment j.


� Prudent Investor Rule § 227, comment m.


� Restatement 3d Trusts § 170, comment s.


� Pub. L. No. 106-102, Title V, Privacy; 65 Fed. Reg. 35,162, 35,167 (2000). 


� 65 Fed. Reg. 35,162, 35,167 (2000).


� Restatement of Law Third (Trusts 3d) Prudent Investor Rule, § 170, Duty of Loyalty. 


� 12 C.F.R. § 9.15.


� NASD rules do impose limitations on the amount of sales charges that may be imposed in connection with the sale of mutual funds.  NASD Rule 2820(d).


� See Shareholder Service Corporation, SEC No-Action Letter (pub. avail. Feb. 3, 1989); The Consultant Publications Incorporated, SEC No-Action Letter (pub. avail. Jan. 29, 1975); Crystal Sec. Corp., SEC No-Action Letter (Sept. 18, 1973).


� Restatement (Third) Agency § 8.07 comment b.


� Id.   


� Restatement (Third) of Agency § 1.01 comment e.


� Restatement (Third) of Agency § 1.01 comment h. 


� Restatement (Third) of Agency § 8.01.


� Restatement (Third) of Agency § 8.01 comment b.


� Restatement (Third) of Agency § 8.01 comment b.


� Restatement (Third) of Agency § 8.02.  


� Restatement (Third) of Agency § 8.03.


� Restatement (Third) of Agency § 8.05.


� Restatement (Third) of Agency § 8.06. 


� Id. 


� Restatement (Third) of Agency § 8.06.  The duty of disclosure does not apply if “if the principal has manifested that such facts are already known by the principal or that the principal does not wish to know them.”


� Restatement (Third) of Agency § 8.08.


� Restatement (Third) of Agency § 8.08.


� Restatement (Third) of Agency § 8.05.


� See SEC’s regulations implementing the statutory provisions. Reg S-P, 17 C.F.R. Pt. 248.


� Restatement (Third) of Agency § 8.07.


� Restatement (Third) of Agency § 8.09.


� Restatement (Third) of Agency § 8.11.


� 29 U.S.C. § 1103(c).


� 29 U.S.C. § 1104.


� 29 U.S.C. § 1106.


� 29 U.S.C. § 1109.


� ERISA Prohibited Transaction Exemption (PTE) 77-4 (42 Fed. Reg. 18732, April 8, 1977).


� See DOL Adv. Ops. 97-15A (Frost Bank), 2005-10A (Country Bank).  See also DOL Adv. Op. 2001-09 (SunAmerica).


� An “eligible investment advice arrangement” is an arrangement which either:  (i) provides that fees for the investment advice do not vary depending on the basis of any investment option selected; or (ii) uses a computer model under an “investment advice program” as defined in the Act.   The computer model must be objective and must be certified by an eligible investment expert at the time it is initially used and again if later modified, and the independent expert must have no material relationship with the adviser.  


� 12 U.S.C. § 92a(c).


� 12 U.S.C. § 92a(h).


� 12 C.F.R. § 9.5.  


� 12 C.F.R. § 9.11.


� 12 C.F.R. § 9.2(b).  


� 12 C.F.R. § 9.12(a)(1).


� 12 C.F.R. § 9.12(c).


� See Comptroller’s Handbook: Conflicts of Interest (June 2000); Asset Management (December 2000); Investment Management Services (August 2001); Personal Fiduciary Services (August 2002).


� FDIC Trust Examination Manual, § 3.A, Asset Management, Investment Principles.


� FDIC Trust Examination Manual, § 3.F.4.a.


� Federal Deposit Insurance Corporation, Trust Examination Manual (2005), available on FDIC web site.  FDIC Trust Examination Manual § 1.B.


� FDIC Trust Examination Manual, § 1.E.


� 12 C.F.R. § 9.5.


� See Comptroller’s Handbook:  Conflicts of Interest at 14-29.


� See SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 194 (1963).  See also Transamerica Mortgage Advisors, Inc. v. Lewis, 444 U.S. 11, 17 (1979).  See also Oakwood Counselors, Inc., Advisers Act Rel. No. 1614, 63 SEC Docket 2485 (Feb. 10, 1997); Chancellor Capital Management, Inc., Advisers Act Rel. No. 1447, 57 SEC Docket 2489, 2500 (Oct. 18, 1994).  


� Securities and Exchange Commission, Release No. IA-2059; File No. S7-38-02 (proposed rule concerning proxy voting by investment advisers).


� Investment advisers are fiduciaries by virtue of the nature of the position of trust and confidence they assume with their clients.  � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=780&SerialNum=1963125419&FindType=Y&ReferencePositionType=S&ReferencePosition=184&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 184 (1963)�.  See also � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=780&SerialNum=1979195188&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��Transamerica Mortgage Advisors, Inc. v. Lewis, 444 U.S. 11 (1979)�.


� � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=780&SerialNum=1963125419&FindType=Y&ReferencePositionType=S&ReferencePosition=184&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 184 (1963)�.  See also � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=780&SerialNum=1979195188&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��Transamerica Mortgage Advisors, Inc. v. Lewis, 444 U.S. 11 (1979)�.


� 17 C.F.R. § 275.203-1 and 275.204-3.


� 17 C.F.R. § 275.206(4)-4.


� 17 C.F.R. § 275.206(4)-7.  68 Fed. Reg. 74730 (Dec. 24, 2003).


� 17 C.F.R. § 275.204-2.


� 17 C.F.R. § 275.206(4)-2.


� 17 C.F.R. § 275.206(4)-3.


� 17 C.F.R. § 275.206(4)-6.


� 17 C.F.R. § 275.206(4)-1.


� 17 C.F.R. § 275.206(3)-2.


� 17 C.F.R. § 275.204A-1.


� See, e.g., “Ten Ways Brokers Pick Pockets,” Forbes.com, Aug. 5, 2006 (“Check out any television advertisement for a full-service brokerage firm, and the same words tend to pop up: trust, integrity, relationships.  Last year, Morgan Stanley ran ads that depicted a broker cheering wildly on the sidelines of a soccer game--that of his client's kid.  But look for the fine print on any full-service brokerage's Web site and you'll see the following: ‘Our interests may not be the same as yours.’ That's because, when it comes right down to it, brokers are salespeople.”). 


http://www.forbes.com/personalfinance/2006/08/04/broker-fees-investing-cz_mg_0805broker.html.


� See, e.g., � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=0001039&SerialNum=1948030238&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��Arleen W. Hughes, 27 S.E.C. 629 (1948)� (noting that fiduciary requirements generally are not imposed upon broker-dealers who render investment advice as an incident to their brokerage unless they have placed themselves in a position of trust and confidence), aff’d sub nom. � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=350&SerialNum=1949119798&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��Hughes v. SEC, 174 F.2d 969 (D.C. Cir. 1949)�; � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=345&SerialNum=1978123929&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��Leib v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 461 F. Supp. 951 (E.D. Mich. 1978)�, aff’d, � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=350&SerialNum=1981211303&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��647 F. 2d. 165 (6 th Cir. 1981)� (recognizing that broker with de facto control over non-discretionary account generally owes customer duties of a fiduciary nature; looking to customer’s sophistication, and the degree of trust and confidence in the relationship, among other things, to determine duties owed); � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=661&SerialNum=1986124587&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��Paine Webber, Jackson & Curtis, Inc. v. Adams, 718 P.2d. 508 (Colo. 1986)� (evidence “that a customer has placed trust and confidence in the broker” by giving practical control of account can be “indicative of the existence of a fiduciary relationship”); � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=350&SerialNum=1989137275&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��MidAmerica Federal Savings & Loan v. Shearson/American Express, 886 F.2d. 1249� (10th Cir. 1989) (fiduciary relationship existed where broker was in position of strength because it held its agent out as an expert); � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=350&SerialNum=1990129525&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��SEC v. Ridenour, 913 F.2d. 515 (8th Cir. 1990)� (bond dealer owed fiduciary duty to customers with whom he had established a relationship of trust and confidence); C. Weiss, A Review of the Historic Foundations of Broker-Dealer Liability for Breach of Fiduciary Duty, 23 Iowa J. Corp. Law 65 (1997). Cf. � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=506&SerialNum=2002596506&FindType=Y&ReferencePositionType=S&ReferencePosition=1302&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��De Kwiatkowski v. Bear, Stearns & Co., 306 F.3d 1293, 1302-03,� � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=506&SerialNum=2002596506&FindType=Y&ReferencePositionType=S&ReferencePosition=1302&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��1308-09 (2d Cir. 2002)� (noting that brokers normally have no ongoing duty to monitor non-discretionary accounts but that “special circumstances,” such as a broker’s de facto control over an unsophisticated client’s account, a client’s impaired faculties, or a closer-than-arms-length relationship between broker and client, might create extra-contractual duties).


� SEC Release Nos. 34-51523; IA-2376; File No. S7-25-99, Certain Broker-Dealers Deemed Not To Be Investment Advisers (2005).


� Id.


� At least one commenter has suggested that the imposition of a fiduciary duty of loyalty on broker-dealers would alter their behavior by causing them to feel guilt if they breach their clients’ trust, or pride from honoring that trust.  Peter H. Huang, “Trust, Guilt, and Securities Regulation,” 151 U. Pa. L. Rev. 1059 (Jan. 2003). 


� NASD Rule 2110, Standards of Commercial Honor and Principles of Trade.


� See NASD Notice to Members 96-44.


� NASD Notice to Members 03-68, November 2003, “Fee-Based Compensation.”


� Id.  In that regard, a broker-dealer is expected to make reasonable efforts to obtain information about the customer’s financial status, investment objectives, trading history, size of portfolio, nature of securities held, and account diversification.  Based on that information, a broker-dealer then should consider whether the type of account is appropriate in light of the services provided, the projected cost to the customer, alternative fee structures that are available, and the customer’s fee structure preferences.  In addition, the broker-dealer should disclose to the customer all material components of the fee-based program, including the fee schedule, services provided, and the fact that the program may cost more than paying for the services separately.  


� � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=345&SerialNum=1992042856&FindType=Y&ReferencePositionType=S&ReferencePosition=1107&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��Securities and Exchange Commission v. Hasho, 784 F.Supp. 1059, 1107 (S.D.N.Y.1992)� (citing � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=350&SerialNum=1944118188&FindType=Y&ReferencePositionType=S&ReferencePosition=437&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��Charles Hughes & Co. v. Securities and Exchange Commission, 139 F.2d 434, 437� � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=350&SerialNum=1944118188&FindType=Y&ReferencePositionType=S&ReferencePosition=437&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��(2d Cir.1943)�, cert. denied, � HYPERLINK "http://web2.westlaw.com/find/default.wl?DB=780&SerialNum=1943200944&FindType=Y&AP=&fn=_top&rs=WLW6.08&mt=Westlaw&vr=2.0&sv=Split" \t "_top" ��321 U.S. 786 (1944)�).


� See, e.g., Charles Hughes & Co. v. S.E.C., 139 F.2d 434, 437 (2d Cir. 1943).


� Id., See also Ettinger v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 835 F.2d 1031, 1033 (3d Cir. 1987); Barnett v. United States, 319 F.2d 340, 344 (8th Cir. 1963). 


� NASD Rule 2310, IM 2310-2.


� Id. 


� NASD Rule 2320.  Among the factors considered in determining whether a broker has used reasonable diligence are:  the character of the market for the security, e.g., price, volatility, relative liquidity, and pressure on available communications; the size and type of transaction; the number of markets checked; accessibility of the quotation; and the terms and conditions of the order which result in the transaction, as communicated to the member and persons associated with the member.


�  NASD Rule 2310.  See Notice to Members:  96-60.  The Rule applies to recommendations with respect to equity and certain debt securities but not to municipal securities that are covered by Rule G-19 of the Municipal Securities Rulemaking Board.


�  See NASD Notice to Members 01-23.


�  See NASD Notice to Members 01-23 n.7, citing Notice to Members 96-32.


�  See, e.g., National Adjudicatory Council Decision, In the Matter of Department of Enforcement v. Brookes McIntosh Bendetsen, Complaint No. CO1010025, Decision dated Aug. 9, 2004.


�  See Patrick G. Keel, 51 S.E.C. 282, 286 n.14 (1993); Arthur J. Lewis, 50 S.E.C. 747, 749 (1991) (“The fact that a customer ... may be wealthy does not provide a basis for recommending risky investments.”).


� See NASD Notice to Members 03-68 (Nov. 2003), Fee-Based Compensation.


� See In the Matter of the Application of Wendell D. Belden, Exchange Act Release No. 47859 (May 14, 2003).


�  An institutional customer generally is any entity other than a natural person with at least $10 million invested in securities in the aggregate in its portfolio and/or under management.


�  NASD Rule 2310, IM-2310-3.


� See 12 C.F.R. Pt. 12 (OCC) and 244 (FDIC). 


� U.S. v. Alvarado, 2001 U.S. Dist. LEXIS 21100 (S.D.N.Y. Dec. 19, 2001), cited in In Re Morgan Stanley and Van Kampen Mutual Fund Securities Litigation, 03 Civ. 8208 (RO), 2006 U.S. Dist. LEXIS 20758, decided April 14, 2006.  


� Benzon v. Morgan Stanley, 420 F.3d 598, 608 (6th Cir. 2005).


� See Press v. Quick & Reilly, Inc., 218 F.3d 121 (2d Cir. 2000).


� See NASD Rule 3010.


� Id. 


� NASD Rule 3013.  See also  NYSE Rule 342.30


� NASD IM-3013.  The same person may serve as both chief compliance officer and CEO.


� AMA Advisers, Incorporated, SEC No-Action Letter (pub. avail. May 18, 1987).  


� Id., citing E.F. Hutton & Company, Inc., SEC No-Action Letter (pub. avail. Nov. 17, 1983).  In the E.F. Hutton Letter, the staff stated that an investment adviser may temporarily invest client assets in a money market mutual fund advised by the adviser only if it deducts the pro rata share of the fees it receives from the mutual fund attributable to the advisory client’s assets against the account fees payable by the client, in order to avoid duplicative fees.  No offset was required if, the staff said, in light of the language of the investment advisory agreement or customary practice in the industry, it could be said that the adviser and client contemplated that cash balances might be invested in money market mutual funds and the adviser disclosed its intention to invest in the funds and had reasonable cause to believe that, based on yield, safety, charges, and other relevant factors, the affiliated fund would be at least as good an investment as any other money market fund or other suitable short-term investment.  The E.F. Hutton position appears to have been superseded by later staff letters, including AMA Advisers, Incorporated, supra. 


� Release No. IA-1862, 65 Fed. Reg. 20,524 (2000). 


� 65 Fed. Reg. 20,524, 20,537 n. 163 (2000).


� Of course, the duty of loyalty similarly does not automatically preclude such investments when authorized by the terms of the trust instrument or beneficiary consent.


� National Conference of Commissioners on Uniform State Laws, Uniform Trust Code § 802(f). 


� Id.


� Uniform Trust Code § 802, Official Comments.


� Id.


� Id.


� OCC Letter dated Nov. 2, 1995, to Melanie L. Fein, OCC Interpretive Letter No. 704 (Nov. 2, 1995).  See also OCC Letter dated March 12, 1996, OCC Interpretive Letter No. 722 (March 12, 1996). 


� Comptroller’s Handbook:  Conflicts of Interest (June 2000) Appendix E.


� OCC Interpretive Letter No. 722 (March 12, 1996).  See also OCC Interpretive Letter No. 704 (Nov. 2, 1995) (non-CIF trust assets invested in proprietary mutual funds).


� See DOL PTE 77-4.


� These services are listed in the SEC’s proposed Regulation B, issued in 2004 to implement the exemptions for banks from broker-dealer regulation in the Gramm-Leach-Bliley Act.  A bank receiving compensation for performing these services would not be required to register as a broker-dealer under the proposed regulation.  No final action has been taken on this proposal. 


�  Office of the Comptroller of the Currency, Comptroller’s Handbook:  Conflicts of Interest at 44.





� Federal Reserve Board, Supervisory Guidance Regarding the Investment of Fiduciary Assets in Mutual Funds and Potential Conflicts of Interest, SR 99-7 (SPE) (March 26, 1999).


� Id.


� FDIC Trust Examination Manual § 3.L. 


� Securities Exchange Act Release No. 49148 (January 29, 2004), 69 FR 6438 (February 10, 2004).  


� 70 Fed. Reg. 10,521 (2005).


� NASD Rule 2830(l)(5).


� NASD Notice to Members 05-40.


� FDIC Trust Examination Manual § 8.E.7.


� 15 U.S.C. § 78bb(e)


� Interpretive Release Concerning Scope of Section 28(e) of the Securities Exchange Act of 1934 and Related Matters, Exchange Act Release No. 23170 (Apr. 23, 1986).


� 71 Fed. Reg. 41,978 (July 24, 2006).


� The Supreme Court upheld the use of arbitration clauses in � HYPERLINK "http://caselaw.lp.findlaw.com/scripts/getcase.pl?court=us&vol=482&invol=220" �Shearson v. MacMahon�, 482 U.S. 220 (1987).  NASD and other SRO rules require broker-dealers to arbitrate customer grievances.


� See In the Matter of Morgan Stanley DW Inc., SEC Administrative Proceedings File No. 3-11335, Securities Exchange Act Release No. 48789 (Nov. 17, 2003); SEC News Release 2003-159 (Nov. 17, 2003).


�  NASD News Release dated Nov. 17, 2003; Office of the Secretary of the Commonwealth, New Releases dated July 14, 2003, and Aug. 11, 2003; In the Matter of Morgan Stanley DW, Inc., Docket No. E-2003-53. New York Attorney General Eliot Spitzer joined in the investigation of Morgan Stanley.


� In Re Morgan Stanley and Van Kampen Mutual Fund Securities Litigation, 03 Civ. 8208 (RO), 2006 U.S. Dist. LEXIS 20758, decided April 14, 2006.  


� Id..


�  Id.


� See Edward Benzon, et al., v. Morgan Stanley Distributors Inc., et al., 420 F.3d 598 (6th Cir. 2005).


� Id.


� NASD News Release, Aug. 2, 2005, “NASD Orders Morgan Stanley to Pay Over $6.1 Million for Fee-Based Account Violations.”


�  See NASD News Release dated Sept. 16, 2003.


�  Id.  The NASD also charged Morgan Stanley with failure to have any supervisory systems or procedures in place to detect and prevent the unlawful contests.


�  See SEC News Release 2004-177 (Dec. 22, 2004); SEC Administrative Proceedings File No. 3-11780; Securities Exchange Act Release No. 50910 (Dec. 22, 2004).


�  Office of the Attorney General, State of California, Press Release 04-146 (Dec. 20, 2004); The People of the State of California v. Edward D. Jones & Co., L.P., Complaint filed Dec. 20, 2004, in California Superior Court, County of Sacramento, No. 04AS05097.


� The People of the State of California v. Edward D. Jones & Co., (Cal. Super. Ct., Sacramento Cty, May 25, 2006) (Order Sustaining Demurrer to Plaintiff’s Second Amended Complaint Without Leave to Amend). The judge’s ruling was based on the National Securities Markets Improvement Act of 1996, Pub. L. 104-290, 110 Stat. 3416 (codified in scattered sections of 15 U.S.C.).


� See SEC News Release 2004-177 (Dec. 22, 2004); SEC Administrative Proceedings File No. 3-11780; Securities Exchange Act Release No. 50910 (Dec. 22, 2004).


� SEC Press Release 2005-168 (Dec. 1, 2005).


�  In a fee-based account, a customer is charged an annual fee that is either fixed or based on a percentage of the assets in the account, rather than a commission charge for each transaction as in a traditional brokerage account.


� NASD News Release, April 27, 2005, “NASD Fines Raymond James $750,000 for Fee-Based Account Violations.” 


� Haddock v. Nationwide Financial Services Inc., Civ. Action No. 3:01cv1552 (SRU), U.S. Dist. Ct. Conn.


� Haddock v. Nationwide Financial Services, Inc., 419 F. Supp. 2d 156 (D. Conn. Mar. 7, 2006).


� Parsky et al. v. Wachovia Bank, Court of Common Pleas, Philadelphia County, No. 771, Control No. 010617.  The case was settled after the court certified it as a class action for claims of breach of contract and fiduciary duty. 


� Brooks v. Wachovia Bank, N.A., Complaint filed in U.S. District Court for the Eastern District of Penn., March 2, 2006.


� See Kutten v. Bank of America, Civ. File No. 04-0244 (PAM), Eastern District of Missouri, dismissed, 2006 U.S. Dist. LEXIS 33898 (May 26, 2006); Arnold v. Bank of America, No. 03-7997, Central District of California, filed November 5, 2003; Williams v. Bank of America, CA 02-15454AB, 15th Judicial Circuit, Palm Beach County, Florida.


� Williams v. Bank of America, CA 02-15454AB, 15th Judicial Circuit, Palm Beach County, Florida.


� Kutten v. Bank of America, Civ. File No. 04-0244 (PAM), Eastern District of Missouri,, dismissed, 2006 U.S. Dist. LEXIS 33898 (May 26, 2006).


� See Hughes v. LaSalle Bank, 419 F.Sup.2d 605 (D.C.S.D.N.Y. 2006)


� 419 F.Supp.2d at 617-618 (citations to case law omitted).


� See Mary L. Richtenburg et al. v. Wells Fargo Bank, N.A., Case No. 05-444516, CA Superior Court, Second Amended Complaint, filed April 14, 2006.


� See The McDaniel Family Trust et al. v. Wells Fargo & Co., Case No. 3:05-CV-4518 (WHA), D.C. N.D. CA, SF Div., Motion for Appointment of Lead Plaintiff, filed Jan. 10, 2006.


� See FDIC Trust Examination Manual, Appendix B.


� OCC, Comptroller’s Handbook:  Conflicts of Interest 7-8.


� Id.


� Comptroller’s Handbook:  Conflicts of Interest at 10-11.


� Id. at 18.


� Id. at 20.


� Id. at 22.


� NASD Rule 3013, IM-3013.


� See, e.g., NASD Rule 3013(b).


� NASD Rule 3013(a).


� Id.


� Id. 


� 17 C.F.R. § 275.206(4)-7.


� SEC Release Nos. IA-2204; IC-26299; File No. S7-03-03 (Rule 206(4)-7 adopting release).


� Id. 


� Id. 


� Id. 


� Id. 


� Id. 


� Advisers Act Rule 204-2.


� SEC Release Nos. IA-2204; IC-26299; File No. S7-03-03 (Rule 206(4)-7 adopting release).





