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It's been nearly five months since the Securities and Exchange
Commission (“SEC”) approved Regulation Best Interest: The Broker-

Russell G. Ryan Dealer Standard of Conduct (“Reg BI”). As discussed in our June 27,
+1 202 626 5457 2019 Client Alert,” Reg Bl requires broker-dealers and their associated
rryan@kslaw.com persons to “act in the best interest” of retail customers when

Mirella A. deRose recommending securities transactions or strategies to retail customers.
+1 212 827 4083 Our previous alert summarized Reg Bl, described its impact on broker-
mderose@kslaw.com dealers, and highlighted how the new rule falls short of the fiduciary

standard of conduct that investment advisers owe their clients.
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+1 212 827 4081 The SEC’s decision not to adopt a uniform fiduciary standard for both
riohnston@kslaw.com investment advisers and broker-dealers has resulted in some confusion
and criticism. In this alert, we provide an update on several recent
developments relating to Reg BI’s implementation:
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M. Alexander Koch Representatives passed legislation prohibiting the SEC from requiring

+1 202 626 8982 broker-dealers to comply with the new regulation.

akoch@kslaw.com « Last month, eight state attorneys general and an organization of
investment advisers initiated litigation against the SEC seeking to

King & Spalding vacate Reg Bl and permanently enjoin its implementation.

New York ¢ In addition, various state legislatures and state securities regulators

1185 Avenue of the Americas are taking steps to adopt uniform fiduciary standards for broker-dealers

New York, New York 10036 and investment advisers at the local level.
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e The Chief Executive Officer and Chief Legal Officer of the Financial

Washington, D.C. Industry Regulatory Authority (“FINRA”) have indicated that

1700 Pennsylvania Avenue, NW interpretation of Reg Bl will remain the responsibility of the SEC,;
Washington, D.C. 20006 FINRA is closely coordinating with the SEC on how best to enforce the
+1202 737 0500 new rules; FINRA will not eliminate its suitability rule; and FINRA will
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begin to conduct “preparedness reviews” of member firms in advance of the June 2020 Reg Bl compliance deadline.

As these developments unfold, the SEC and FINRA remain committed to the existing June 2020 Reg Bl compliance
deadline.

HOUSE BILL TO BLOCK REG BI

In June 2019, the House approved an amendment to an annual appropriations bill that would prohibit the SEC from
using funds to implement and enforce Reg BI. > This prohibition, however, is unlikely to pass in the Senate. Recently,
the ranking members of the Senate’s Committee of Banking, Housing, and Urban Affairs sent a letter to SEC Chairman
Jay Clayton commending the agency’s promulgation of Reg Bl and describing the new rule as striking “the appropriate
balance of increasing transparency in investors’ relationships, while preserving access to advice relationships and
investment products.”

LITIGATION SEEKING TO BLOCK REG BI IMPLEMENTATION

In September 2019, a coalition of attorneys general from seven states plus the District of Columbia commenced litigation
to challenge Reg Bl in both the United States District Court for the Southern District of New York and the United States
Court of Appeals for the Second Circuit. * A day later, an industry organization of fee-only investment advisers filed
similar proceedings.®

In their district court complaints and Second Circuit petitions, these litigants seek to vacate Reg Bl and to enjoin its
enforcement on the grounds that the SEC exceeded its statutory authority and acted arbitrarily and capriciously. More
specifically, they allege that the SEC'’s failure to implement a uniform standard of conduct creates increased risk of harm
to retail investors who cannot always differentiate between the roles of broker-dealers and investment advisers, nor
between the different standards of care that may apply.® The state attorneys general argue that Reg Bl fails to
“meaningfully elevate” existing suitability rules and would cause economic injury to their respective states through that
harm to retail investors.” The investment adviser industry group also alleges that Reg BI gives broker-dealers a
competitive advantage over investment advisers who are held to more stringent fiduciary standards. They contend that
under the new rule, broker-dealers would be less inclined to register as investment advisers, directly harming the
advisory industry, and would be able to provide the same financial-planning services as registered investment advisers
at an unfairly reduced risk of legal exposure.®

On September 27, 2019, the district court dismissed the complaints sua sponte, concluding that jurisdiction properly lies
in the Second Circuit.® As of the time of this client alert, the parties had reported that they are in discussion about a
procedure to resolve the jurisdictional issues and anticipate filing papers soon.

UPDATE ON STATE LEGISLATION

Even before the SEC adopted Reg Bl in June 2019, multiple states were working at the local level toward imposing
fiduciary duties and increased disclosure requirements on broker-dealers. The announcement of the final Reg Bl rule
has triggered additional interest by state legislators and securities regulators in the adoption of more stringent broker-
dealer conduct standards. Thus far, Massachusetts, Nevada, New Jersey, and New York have all taken steps toward
requiring greater levels of disclosure or imposing uniform fiduciary standards on all investment professionals:

e InJuly 2017, Nevada amended its securities laws to make clear that all financial planners, including broker-dealers
and investment advisers who provide financial advice for compensation, owe a fiduciary duty to their customers."
In January 2019, the Nevada Securities Division proposed draft regulations which would further outline the fiduciary
duties owed by broker-dealers and investment advisers to their clients, including any exemptions that might apply. '
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e InJanuary 2019, the New York State Assembly introduced legislation that would require all investment
professionals not currently subject to a fiduciary standard to disclose to clients that they are not fiduciaries, and
therefore not required to act in their clients’ best interests.’® This bill is in committee.

e In April 2019, the Massachusetts Securities Division proposed a regulation that would require investment advisers
registered therewith to create and provide annually a table of fees and services to advisory clients in order to
increase transparency for retail investors.' In June 2019, the Division issued a preliminary solicitation of public
comment for a proposed regulation that would apply a fiduciary standard to broker-dealers, agents, investment
advisers, and investment adviser representatives.'®

e In April 2019, the New Jersey Bureau of Securities proposed a rule that would require all investment professionals
registered with the state’s Division of Consumer Affairs’ Bureau of Securities to place customers’ interests above
their own when recommending securities or providing investment advice.'® This rule, if adopted, would impose a
fiduciary duty of care and loyalty on broker-dealers.

FINRA DEFERENCE TO SEC INTERPRETATIONS OF REG BI

On August 7, 2019, FINRA issued Regulatory Notice 19-26, which informed its members of the SEC’s adoption of Reg
BI."" In the notice, FINRA announced the establishment of a committee to assist firms with planning for Reg Bl
implementation. The committee will be comprised of both FINRA staff and representatives of the SEC’s Division of
Investment Management, Division of Trading and Markets, Division of Economic and Risk Analysis, Office of Compliance
Inspections and Examinations, and Office of the General Counsel. FINRA directed firms to send any questions they
have to a dedicated SEC email address (IABDQuestions@sec.gov). In addition, FINRA committed to producing
guidance and workshops to assist firms with their Reg Bl compliance efforts. It has since issued a new Reg Bl and Form
CRS Checklist'® and agreed to host several events, including an Advertising Regulation conference, a small firm
conference, and a Regulation Best Interest Conference designed to “bring regulators, executives and industry
practitioners together to learn more about [Reg BI].”"®

As the primary regulator for broker-dealers, FINRA will be tasked with the responsibility of ensuring that member firms
and associated persons comply with Reg Bl. However, FINRA has acknowledged that interpretation of Reg Bl remains
primarily the responsibility of the SEC. FINRA can therefore be expected to follow the SEC’s lead on interpretation and
enforcement of the new rules. Indeed, at a recent North American Securities Administrators Association conference,
FINRA’s CEO told state regulators: “It's not our rule. It's an SEC rule,” and in a more recent interview, he said that
FINRA is “collaborating closely with [the SEC], including working with their examination team to think about how we
approach the task of overseeing compliance in a consistent, coordinated way.”?°

Previously, FINRA indicated that its suitability rule (FINRA Rule 2111) would become moot with Reg Bl in place.
However, it now appears that the SRO is leaning towards keeping its suitability rule, with potential amendments to a rule
proposal on sales contests. When asked about Reg Bl’s impact on FINRA’s long standing suitability rule, FINRA’s CLO
recently stated, “we’re not going to get rid” of Rule 2111,%" and that “[o]ur thinking at this point is to say that with respect
to [brokers servicing] retail persons, if you comply with Reg Bl, you comply with our Suitability Rule.”>> Most recently,
FINRA’s Northeast Regional Director for sales practice exam and surveillance programs indicated FINRA will begin to
conduct “preparedness reviews” of its member firms for Reg Bl compliance, to see “where firms stand in advance of the
June 30, 2020 compliance date.”**
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CONCLUSION

While Regulation Bl continues to be tested and challenged, broker-dealers should remain focused on achieving Reg Bl
and Form CRS compliance by the existing June 2020 deadline. In addition, broker-dealers should continue to monitor

state law amendments to broker-dealer standards of conduct. While the outcomes of pending litigation, legislation, and
state regulatory developments are yet to be determined, the relationship between broker-dealers and their customers is
unlikely to remain business as usual going forward.

ABOUT KING & SPALDING

Celebrating more than 130 years of service, King & Spalding is an international law firm that represents a broad array of clients, including half
of the Fortune Global 100, with 1,100 lawyers in 21 offices in the United States, Europe, the Middle East and Asia. The firm has handled
matters in over 160 countries on six continents and is consistently recognized for the results it obtains, uncompromising commitment to quality,
and dedication to understanding the business and culture of its clients.

This alert provides a general summary of recent legal developments. It is not intended to be and should not be relied upon as legal
advice. In some jurisdictions, this may be considered “Attorney Advertising.”
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