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June 27. 2013

The Mary Jo White

Chairman

U.S. Securities and Exchange The Honorable Troy A. Paredes
Commission U.S. Securities and Exchange
100 F Street NE Commission

Washington, D.C. 20549 100 F Street NE

Washington, D.C. 20549
The Honorable Elisse B. Walter

U.S. Securities and Exchange The Honorable Daniel M. Gallagher
Commission U.S. Securities and Exchange

100 F Street NE Commission

Washington, D.C. 20549 100 F Street NE

Washington, D.C. 20549
The Honorable Luis A. Aguilar
U.S. Securities and Exchange
Commission
100 F Street NE
Washington, D.C. 20549

Re: Duties of Brokers, Dealers and Investment Advisers: Request for Data and
Other Information; File No. 4-606; Release No. 34-69013; IA-3558 (the
“Release™)

Dear Chairman White, Commissioner Walter, Commissioner Aguilar, Commissioner
Paredes and Commissioner Gallagher:

As the chief securities regulator for Massachusetts, through the Massachusetts
Securities Division (the “Division”), I write in response to the Securities and Exchange
Commission’s request for data and information relating to potential rulemaking under
Section 913 of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the
“Dodd-Frank Act”).



I urge the Commission not to capitulate to industry advocates and the courts that
would relegate investor protection to a “bean counter” analysis concerned with the
quantification of industry costs to the exclusion of the harmed warm-blooded investor.
While you cannot put a price on investor protection, you can gauge the price paid by
investors from the losses they suffer under the current system, where brokers make
recommendations under a “suitable investment” standard.

This letter includes detailed discussion of a 2010 enforcement case involving
sales of a note fraud in which Massachusetts investors lost over $5.7 million. My Office
has also prepared a survey and report' of Massachusetts advisers on the potential
introduction of a uniform standard of care. The information obtained should help the
Commission as it considers rulemaking under Section 913.

The Release focuses on gathering information to help the Commission carry out a
cost-benefit analysis of any potential rulemaking. The information we are providing
indicates the costs, and indeed the harm, that retail investors suffer under the current
system, which permits broker-dealer firms to provide investment advice to customers
without any fiduciary duty to them. I urge the SEC to obtain similar data from every
regulator in order to fend off the rising tide of cost-benefit rule destruction.

The Securities Division’s 2013 survey of Massachusetts-registered investment
advisers, and the accompanying report, demonstrate that Massachusetts investment
advisers are overwhelmingly against any changes to the current high fiduciary standard
that applies when they make recommendations and provide advice to clients. In
particular, I urge the SEC to read the comments provided by Massachusetts advisers to
see how adamantly opposed they are to any watering down of the fiduciary standard now
applicable under the Investment Advisers Act.

Background/Introduction
Section 913 of the Dodd-Frank Act empowers the SEC to adopt a uniform

fiduciary standard of conduct for investment advisers and broker-dealers when providing
personalized investment advice to retail investors.” Key requirements of Section 913 are

' Report on the Impact to Massachusetts Investment Advisers of the Potential Introduction of a Uniform
Fiduciary Standard, Massachusetts Securities Division, June 27, 2013,
* Section 913 g) of the Dodd-Frank Act states, in pertinent part: STANDARD OF CONDUCT.—

“(1) IN GENERAL.—The Commission may promulgate rules to provide that the standard of conduct for all
brokers, dealers, and investment advisers, when providing personalized investment advice about secutities to
retail customers (and such other customers as the Commission may by rule provide), shall be to act in the best
interest of the customer without regard to the financial or other interest of the broker, dealer, or investment
adviser providing the advice.

In accordance with such rules, any material conflicts of interest shall be disclosed and may be consented to by
the customer.

Such rules shall provide that such standard of conduct shall be no less stringent than the standard applicable to
investment advisers under section 206(1) and (2) of this Act when providing personalized investment advice about
securities, except the Commission shall not asctibe a meaning to the term ‘customer’ that would include an
investor in a private fund managed by an investment adviser, where such private fund has entered into an
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that financial professionals providing advice shall act in the best interest of the customer
without regard to the financial or other interest of the broker, dealer, or investment
adviser giving the advice; and that such rules shall provide that such standard of conduct
shall be no less stringent than the standard applicable to investment advisers under
Sections 206(1) and (2) of the Investment Advisers Act when providing personalized
investment advice about securities. As noted in the Release, the issue of making broker-
dealers subject to a fiduciary standard has been the subject of considerable debate and
study over several years, including a RAND Corporation study in 2008 and an SEC Staff
Report in 2011.

Request for Data and Information

The Release requests data and information, particularly quantitative data and
economic analysis, relating to the benefits and costs that could result from various
approaches to applying, or not applying, a fiduciary standard of conduct to both
investment advisers and broker-dealers. We commend the Commission for addressing
this complex and contested issue. Many segments of the securities industry have
longstanding interests that would lead them to oppose a strong fiduciary standard. We
anticipate that any meaningful rulemaking will spark opposition from at least some
groups.

Cost-benefit analysis is an important part of the rulemaking process.
Unfortunately, we have seen some courts treat cost-benefit analysis as a reason to
override the Commission’s past rulemaking. While cost-benefit analysis should inform
the Commission’s regulatory decision making process, it must never be the beginning
and end of that process. We urge the Commission to maintain a big-picture, common-
sense approach to the duties that all providers of financial advice should have to retail
customers, and to be mindful of the protections that retail investors need. The language
of Section 913 focuses on the needs of retail investor and the stringent standards that
must apply to all providers of investment advice; we urge the Commission to adopt a
commensurately investor-centric view in its rulemaking.

Letter from NASAA and Other Groups on Fiduciary Duty
We are in accord with the June 4, 2013 letter from nine investor protection,

accounting and financial planning organizations regarding the Release.” Massachusetts
participates in the North American Securities Administrators Association, a signatory to

advisory contract with such adviser.

The receipt of compensation based on commission or fees shall not, in and of itself, be considered a violation of
such standard applied to a broker, dealer, or investment adviser,

3 Letter from the American Association of Retired Persons (‘“AARP”), American Institute of Certified
Public Accountants (“AICPA™), Consumer Federation of America (“CFA™), Certified Financial Planner
Board (“CFP Board™), Financial Planning Association (“FPA™), Fund Democracy, Investment Adviser
Association (“IAA”), National Association of Personal Financial Advisers (“NAPFA”), North American
Securities Administrators Association (“NASAA”) to Mary Jo White, Chairman, U.S. Securities and
Exchange Commission.



the letter, and these comments are intended to support and supplement NASAA’s
position.

As the letter notes, the assumptions in the Release fail to include key elements of
the fiduciary standard, such as the obligation to act in the best interest of the customer.
The Release appears to assume that many significant conflicts of interest that are now
inherent in the broker-dealer business model can be resolved by simply disclosing those
conflicts to investors. We share the concern voiced in the letter that the Release seems to
contemplate little more than the existing broker-dealer suitability standard, supplemented
bv some conflict of interest disclosures.

The conduct of a national broker-dealer firm and its legal team as shown in a
2010 Securities Division enforcement action gives us a basis to understand what a
disclosure-based approach to fiduciary duty might look like and how it would affect
investors. This is discussed in greater detail below.

We anticipate that disclosure regarding limitations on the broker-dealer’s
fiduciary obligations to customers would be included in the pre-printed language of new
account statements, subscription agreements, and alternative investment purchase
acknowledgement forms. This language in the paperwork often may not be brought to
the attention of customers, it may be deemphasized, and its importance may not be
explained. We are concerned that this will happen in the future in an environment where
brokers will assert that they are fiduciaries for their customers, and that there is no
meaningful difference between a broker and an investment adviser, despite the conflicts
te which the broker will be subject to.

We believe that disclosures regarding conflicts of interest will not protect retail
investors when dealing with broker-dealers, but that such disclosures will be used against
them in litigation. With the proliferation of complex alternative investment products,
such disclosure will additionally overburden investors who already need help dealing
with dense and hard-to-read disclosure materials. In the event of a dispute between the
broker and the customer, the customer will be confronted in court or in arbitration with
the “conflict of interest disclosures™ that he or she was required to sign. In contrast to
this legalistic approach of disclosing conflicts, true fiduciary duty is founded on the
simple principle that the interests of the customer must come first. We urge the
Commission to adhere to this principle in any rulemaking under Section 913 of the Dodd-
Frank Act.

The Current Standards for Broker-Dealer Recommendations are Costly and
Harmful to Retail investors

Securities regulators, including the SEC, FINRA, and the states, have seen
disturbing examples of how retail investors are disserved by the current system, which
treats broker-dealers who provide financial advice to customers as merchants that are
subject to an obligation to make “suitable” recommendations, rather than as fiduciaries.



The language of the Release is often tightly focused on gathering data and
information that would help the Commission defend even a diluted fiduciary standard
against attack on cost-benefit grounds. We urge the Commission in its rulemaking
process to recognize the investor protection benefits a strong fiduciary standard would
provide, and the genuine savings to investors that it would promote. Unfortunately, the
language of the Release often reflects a “bean counter” mentality with respect to costs,
and fails to focus on how poorly the current system serves many investors. Too often, the
issue of the “costs” of adopting a new regulatory standard focuses on the financial costs
that industry will incur if a new system is adopted. We urge the Commission not to get
snared in the idea that the only costs to consider are those that might be paid by industry.
The Commission must look at all issues of cost, particularly the costs that investors incur
when they place their trust in non-fiduciary financial advisers. This is quantifiable data
that can be obtained; we urge the Commission to do so.

It is a truism that many of the riskiest investments pay the highest selling
compensation. Too often, brokers, who are subject to sharp conflicts of interest,
recommend high-commission alternative products that carry inappropriate levels of
investment risk, detrimentally high costs, and/or expose investors to factors such as
illiquidity or price volatility. A competent investment adviser would warn her customers
to avoid such products. The costs borne and the harms suffered by investors who get
their advice from broker-dealers under the “suitable recommendation” standard are
quantifiable costs. We urge the Commission to gather information about and measure
them.

The Release states that the Commission and its staff have extensive experience in
the regulation of broker-dealers and investment advisers. We ask the Commission to
collect data and information regarding the costs, risks, and losses incurred by retail
investors due to recommendations by broker-dealers under the current system. We
believe that if these costs are accurately taken into account, the case for adopting a
consistent and high fiduciary standard for all providers of investment advice will be
overwhelming. Much of this information is in the hands of state securities regulators,
FINRA, and the arbitration/litigation bar. We urge the Commission to solicit such
information from these and other sources. Moreover, a great deal of information
regarding the costs incurred and damage suffered by retail investors in dealing with
brokers is in the possession of the Commission; we urge you to take cognizance of it.

The “Suitable Recommendation” Standard for Broker
Fails to Protect Investors

As the Release notes, many investors are confused or misinformed about whether
their brokers are fiduciaries. This is clearly shown in the Securities Division’s survey
(see discussion below and attachment). For years, many broker-dealers have blurred the
standard they operate under through the use of such nomenclature such as calling a
broker-dealer agent a “financial adviser,” which makes the agent sound like he or she is
an investment adviser. Regulators deserve some of the blame for this misleading practice
by allowing the use of these terms without any standards or legal definitions.



The Division has seen repeated instances of brokers cultivating the relationships
with customers by portraying themselves as trustworthy advisers. Often, such brokers
sell complex and risky financial products to investors based on glowing oral presentations
that deemphasize the warnings and risk disclosures in the legally-required offering
documents. In many cases, a broker will personally endorse the product, saying I’m in
this investment myself,” or “I have all my clients in this investment.” In the current
volatile market and faced with an array of complex investments, many investors are
relieved to place their trust in their brokers to select investments, although that trust is
often misplaced.

When an investment proves to be excessively volatile, loses money, or collapses
due to fraud, brokers fundamentally reverse how they describe their relationship with the
customer. A broker will defend itself against its own customer by asserting that the
broker is merely a merchant (not a fiduciary) that deals at arms-length with the customer.
In conjunction with this defense, the broker will rely on the paperwork the investor
signed when he or she purchased an investment the broker had recommended. In such
situations, a relationship that formerly had looked to the customer like a fiduciary
relationship is treated, at best, as a matter of contract law. Typically, required investor
representations included in the subscription materials are used against investors who were
sold unsound or inappropriate products. Such required representations include statements
that the investor has read all the offering material, understands the offering materials,
understands the risks of the investment, and agrees and understands that he or she may
not rely on representations about the investment, even those from the broker and agent,
but must rely only on the written offering materials.

Facts and Information Gathered in a Massachusetts Securities Division
Enforcement Action

In 2010, the Massachusetts Securities Division commenced an administrative
hearing in an enforcement action against a registered broker-dealer firm in connection
with sales of notes issued by entities affiliated with Medical Capital Partners. The
Medical Capital Note enterprise collapsed in 2008, resulting in losses to Massachusetts of
over $5.7 million.* This loss is quantifiable. This cost was borne by investors across the
country. The SEC must factor this type of loss, based on bad investment
recommendations, into its decision making.

The Division’s enforcement action was based on the theory that the broker-dealer
failed to conduct adequate due diligence and ignored red flags when recommending
Medical Capital Notes and selling the notes to investors.

¥ According to a July 16, 2009 Complaint filed by the U.S. Securities and Exchange Commission, Medical
Capital entities raised $2.2 billion from over 20,000 investors; and since August 2008, five of the Medical
Capital Special Purpose Corporations [the issuers of the notes] have been in default or late in paying
principal and/or interest on $992.5 million in notes. SEC v. Medical Capital Partners, Case No. SACV09-
818 DOC(RNBX), U.S. District Court, Central District of California, Southern Division (July 16, 2009).
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In its defense against the enforcement action, the brokerage, with the help of its
legal team, argued that investors had agreed to purchase these risky and complex
investments and that they were responsible for any adverse consequences. In essence, the
broker-dealer firm turned the tables on its own customers.

_ After a lengthy administrative hearing, but before the hearing officer rendered a
decision, the Division’s enforcement action against broker-dealer was settled on terms
beneficial to Massachusetts investors. In the settlement, the Securities Division was able
to recover funds from the broker-dealer firm to make whole the Massachusetts investors.

The hearing on sales of Medical Capital Notes revealed facts and patterns of facts
that regulators (the SEC, the States, and FINRA) have seen before. These facts and
patterns should inform the Commission’s consideration of the relationship between
broker-dealers and their customers and the standards that should apply to that
relationship. Two patterns were clear:

1) The investor-witnesses testified with remarkable consistency about how
they placed their trust in the broker-dealer agents they dealt with
(believing the agents were true fiduciaries) and they testified with
similar consistency about how the complex and speculative notes were
offered and sold; and

2) The broker-dealer and its legal team consistently used tactics to impeach
customers who testified at the hearing by placing responsibility for the
bad investment on the customers who followed the firm’s
recommendations.

The administrative hearing in this matter involved 15 investor witness, many of
them savers rather than investors, who provided consistent accounts of how Medical
Capital Notes were offered and sold to them. Investors described their relationships with
their broker and with their selling person as relationships built on trust. Customers
expected the firm and the agent to make recommendations in their best interests and to
look out for them. Investors believed the investment was at least somewhat safe, based
on the fact that the brokerage and its representative recommended it. Written disclosures,
including risk disclosure, were not emphasized (they were treated like paperwork) or de-
emphasized at the point of sale. The accounts of the witnesses show that they purchased
offerings of unregistered notes based on their faith in the broker and their individual
agents.

Investors’ Reliance on their Brokers and Agents

Investors consistently stated that they relied on the broker-dealer to recommend
appropriate securities for their needs and to provide trustworthy advice.

As a group, the investor-witnesses were unsophisticated. They largely did not
read financial newspapers and they shied away from risky investments. Many were



retired or close to retirement age, so they would not be in a position to replace any losses
to their savings. Many had health problems that would limit their ability to work and that
would likely lead to medical expenses in the future.

Many of the investors had not gone to college or had completed only a portion of
their college educations. While many of the investors qualified as accredited investors, in
a number of cases they qualified as accredited based on the value of real estate holdings,
particularly their homes.

Investors stated that they did not understand what private placement securities
were, said they had not heard of Regulation D, and did not know the legal standard for an
individual to be an accredited investor.

While a number of the investors could explain some things about how Medical
Capital would generate revenue to pay on the notes, as a group the investors stated that
they relied on the agent to understand the investment and to make an appropriate
recommendation. Over and over again, investors said in simple language that they relied
on their broker-dealer agent to take care of them and look out for their best interest when
recommending a sophisticated alternative investment to them. In fact, no adviser subject
to a fiduciary standard of care or loyalty could have recommended this investment.

Each investor’s story is a case study demonstrating the wide gap in knowledge
and experience between the customer and his or her agent. It is understandable and
foreseeable that customers will trust their brokers and agents as if they are fiduciaries,
because markets are so difficult and many investments are so complex that they regard it
as a field where most people will need expert advice.

Again, because the broker-dealer firm systematically recommended Medical
Capital Notes, investors suffered real costs, real losses. We urge the Commission to
consider these costs in the rulemaking process.

The Brokerage Disclaims Responsibility for Its Recommendations and

Lays Responsibility at the Feet of Customers

The heart of how the broker-dealer firm defended itself in the Securities
Division’s enforcement action was to try to discredit the customers by blaming them for
the selection of the investment.

Questions directed to customers included:

e Do you recognize your signature on the subscription agreement of several years
ago?

e Did you read the language of the subscriptions agreement?



e Did you read the language in the subscription agreement stating that the investor
may rely only on the disclosure in the private placement memorandum and may
not rely on representations made by anyone else [including the broker-dealer
agent]?

e Did you read the language of the Alternative Investment Purchase
Acknowledgement Form?

e Did you see the heading, “Statement of Risk” in the Acknowledgement?

e Did you read the representation that says “I understand that non-publicly traded
investments, including REITs, limited partnerships, secured notes, Regulation D
offerings, ... have certain risks due to the private characteristics and may be
considered speculative in nature?”

e Did you read an acknowledgement that refers to the subscription agreement in a
couple of places and says, “I have had an opportunity to review and understand
the subscription agreement and investment prospectus and I asked my
representative questions concerning the product prior to making my decision to
invest. I believe this is an appropriate investment for my portfolio.”?

e Then lastly the acknowledgement directly above your signature, directly above
says, “by signing below, you are agreeing that the risks associated with this
product were explained to you and that you have reviewed and understand the
unique features associated with this investment,” so by signing here, you
acknowledged that you did those things, didn’t you?

Reading the testimony of the investor-witnesses and the ensuing detailed and lengthy
cross-examination of each witness by the lawyers for the broker-dealer firm is a
depressing and poignant exercise.

Many witnesses testified that they bought Medical Capital Notes during the course of
a meeting with their agent. Many testified that there was not time at the meeting to read
lengthy disclosure documents and accompanying subscription agreement and alternative
investment purchase acknowledgment. Counsel’s question in response to such testimony
was, You weren’t told by anybody at the meeting not to read any of the documents you
were signing were you?

The Securities Division offers to share with the Commission transcripts of the
testimony of the 15 investor witnesses in this administrative hearing in order to contribute
to the Commission’s data gathering for rulemaking under Section 913.

We must be emphatic: Investors are on an unequal playing field when they get
advice from broker-dealers. This results in quantifiable harm to investors. We urge the
Commission to use its own records and to ask other regulators for information that will
document and begin to put a dollar value on this harm. If broker-dealers were held to a
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true fiduciary standard and if investors were more easily able to hold their brokers to that
standard by bring suits when they are warranted, many of these chronic problems in the
brokerage business could not happen.

Survey of Massachusetts State-Registered Investment Advisers

The Massachusetts Securities Division surveyed its state-registered investment
advisers on issues posed by the Release and Section 913 of Dodd-Frank Act. 192
advisers responded. Their responses provide a clear picture of how professionals who
currently work under a fiduciary standard view their obligations to customers. The
overriding view of the advisers is that they are strongly opposed to any “uniform
fiduciary standard” that would water down the strong fiduciary standards under which
they now conduct their businesses. We urge the Commission to read the results of the
survey and the comments of Massachusetts advisers on these issues.

The great majority of the advisers do a fee-based (non-commission) business. In
response to questions on whether a high fiduciary standard would increase costs for
investors, the advisers said it would lower costs to investors, particularly by keeping
inappropriate and overly expensive investments out of investors’ portfolios.

A number of the advisers stated in their responses that they were familiar with or
had worked in the brokerage industry, and that they were working as advisers because
they embraced the standard of always putting the interests of investors first. Also, many
advisers stated that the public is inadequately informed about the fiduciary duty issue.
Many advisers stated that investors were looking for a source of expert advice and for a
firm or person to trust regarding investments; they stated that most investors simply did
not understand the fundamental differences between the duties of broker-dealers and
investment advisers. The survey results and report are attached.

My office stands ready to assist the Commission with any future study or
information gathering it conducts in this important area. Please contact Bryan Lantagne,
Director of the Massachusetts Securities Division at (617) 727-3548 if you have
questions or if we can assist in any way.

Sincerely,

Secretary of the Commonwealt
Commonwealth of Massachusetts

Enclosures
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Exhibit 1

Does your firm provide personalized investment advice

to clients?
1, 0.52%

H Yes

| No
mN/A
Does your firm hold itself out as a "fee-only" investment
adviser?
2,1.04%
B Yes
H No
HN/A
Is your firm registered as, controlled by, or under
common control with a broker-dealer?
0, 0.00% 13, 6.77%
B Yes
H No

mN/A




Are any of the firm's investment adviser representatives
also registered as agents of a broker-dealer?

2,1.04%

HYes
= No
mN/A

Does your firm charge clients a fee based on a client's
assets under management?

HYes

| No

Does your firm charge clients a fee based on

performance?
5, 2.60%

HYes

H No




Does your firm charge clients a fixed fee?

M Yes

B No

Does your firm charge clients a commission in connection
with your firm's advisory activities?
4,2.08%

HYes

m No

Does your firm charge clients other types of fees?

H Yes

B No




Is your firm aware of any conflicts of interest which
would put your firm's interests in conflict with those of

your firm's clients?
4,2.08%

B Yes
H No

B N/A or non-answer

If your firm is aware of any such conflicts, does your firm
believe they can be resolved solely by disclosing them to
the client?

W Yes

® No

Do your firm's clients generally expect that an
investment adviser may have conflicts of interest which
put your firm's interests at odds with the client's

interests?
28, 14.58% 17, 8.85%

M Yes
H No

M N/A or non-answer




What is the approximate average age of your firm's retail

customers?
13, 6.77% 0, 0.00%

9, 4.69%

H 29 or under
W 30-49

W 50-69

H 70+

| N/A

What is the approximate average education level of your
firm's retail customers?

0, 0.00% 0, 0.00%

W Some HS

M HS degree

M Some college
H College degree
W Some PG

B PG degree
HN/A




What is the approximate average investment experience

level of your firm's retail customers?
1,0.52%

m1 (low)
m2
H3
ma
m 5 (high)
HN/A
What is the approximate average risk tolerance level of
your firm's retail customers?
2,1.04%
1 (low)
|2
m3
m4
| 5 (high)

B N/A




Products recommended to clients by Massachusetts-
registered investment adviser firms:

1.38%

® Load funds/ETFs

M No-Load funds/ETFs
M Equities

M Bonds

® Options

H Fixed annuities

M Variable annuities
H Other

M N/A

How would your firm describe a new client's
understanding of the different standards of care

applicable to broker-dealers and investment advisers?

4,2.08%
9, 4.69%

M Excellent
B Good

H Some

W Poor

H None

B Cannot say

| N/A




How would your firm rate a new client's understanding
of the way broker-dealer agents and investment adviser
representatives are generally compensated?

m Excellent
| Good

W Some

W Poor

| None

m Cannot say

mN/A

How would your firm describe a new client's
understanding of whether his or her prior adviser was an
investment adviser, a broker-dealer, both or neither?

W Most (75-100%)
W Many (50-74%)

m Some (25-49%)

M Few (0-24%)

® Cannot say

| N/A




How would your firm describe the importance of the
standard of care to the average potential client in that
client's decision as to whether to hire a financial services

professional?

B Critically important
® Very important

B Important

H Relevant

H Not relevant

M Cannot say

B IN/A
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