MEMORANDUM
TO:

File Nos. S7-07-18; S7-08-18; S7-09-18

FROM:

Adam B. Glazer
Counsel to Commissioner Hester M. Peirce

RE:

Meeting with Representatives of Charles Schwab (“Schwab”)

DATE:

July 25, 2018

On July 24, 2018, Commissioner Hester M. Peirce and her legal advisor, Adam Glazer,
met with the following representatives of Schwab:
•
•

Christopher Gilkerson, General Counsel; and
Jeff Brown, SVP of Legislative & Regulatory Affairs.

The participants discussed, among other things, the Commission’s proposed new rule,
Regulation Best Interest, in Securities Exchange Act Release No. 83062 (Apr. 18, 2018);
proposed new form, Form CRS, in Securities Exchange Act Release No. 83063 (Apr. 18, 2018);
the proposed Commission interpretation regarding standard of conduct for investment advisers in
Investment Advisers Act Release No. 4889 (Apr. 18, 2018); and the attached document
submitted by Schwab.

chwab's Unique erspective
•

Dual registrant with exclusive focus on individual investors and those who serve them

•

Over 40 years of experience communicating with retail investors

•

"Through clients' eyes" strategy

•

Give investors access to broad choice about how, when, whether, and in what form they
receive and pay for investment advice

111

$3.4 trillion in total client assets, 11 million active accounts

111

Assets evenly divided between retail-direct, and services to independent RIAs

11

Of the approximately $1. 7 trillion in retail-direct:
•

Majority is self-directed, some of whom want occasional investment advice

•

About 15% investment advisory (most also have at least one brokerage account)

11

Reps are dually licensed, most are CFP professionals

•

Transparent: provide clear explanations about how Schwab makes money, pays reps,
has conflicts

•

Undertook investor research looking across categories of BD and RIA to uncover what
retail investors want and need (see some portions of that research below)

arm C : Simpli
'
lnformati n

en,

.

k

Additional

•

General support for a new BO common disclosure

•

Panelist views were consistent with several Commissioners' concerns:
11

C. Peirce: "Disclosure overload is an issue for investors ... a sterile compliance exercise that
focuses on delivering a pile of documents ... rather than engaging with the investor's needs"

11

C. Stein: "Both too generic and too legalistic such that retail investors won't bother to read it"

11

C. Jackson: "Will investors understand the implications of what they see on Form CRS?"

•

Stay focused (less is more)

•
•

Unfold complexity in stages

II

Think digitally

•

Be sparing with frequency

11

Independent research firm (Koski) survey of 1,000 investors of all types fielded 6/10-15

•

Main findings:

Make it visual

II

More likely to read/understand if shorter, focused, specific to them, visually appealing

II

63% want disclosure at or before open account, with annual update, plus on web (not
at time of investment advice)

II

76% said deliver online or digital plus choice for paper (only 24% said paper)

Ill

Don't understand, mix-up scope of investment advice services BO or RIA provides
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Would you be more or less likely to read a disclosure if it ... ?

More Likely

91%

More Likely

31%

Less Likely

6%

Less Likely

61%

Don't know

3%

Don't know

8%
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More Likely

85%

More Likely

79%

Less Likely

11%

Less Likely

12%

Don't know

4%

Don't know

9%

Source Koski Research (indepenclent survey fieldecl between July

rn-·1s. 2018;

paid for by Charles Schwab & Co. Inc.)

me

.
.

"

I

plify,

horten, ink to dditional

lnf rmation
1

Assuming you are thinking about an account or relationship with a Brokerage Firm or a
Registered Investment Advisor (RIA), which 4 of the following would be most important for that
firm to communicate to you? [Top results presented below]
The costs I will pay for investment advice
A description of the investment advice services the firm will
provide to me
The obligations the firm and its representatives owe me when it
comes to investment advice
Any conflicts of interest related to the investment advice I receive

Source Koski Research (independent survey fielded between July '10-'l 5, 2018, paid for by Charles Schwab & Co, Inc.)

63%
54%
41%
38%
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Which of the following best describes your preference for when you would like to receive information about
how a Brokerage Firm or a Registered Investment Advisor (RIA) does business with you?
At or before I open my account only
At or before I open my account, plus any
updates on an annual basis
Every single time I receive investment
advice
Available on an ongoing basis, such as
on a firm's website

19%
41%
17%
22%

How would you prefer to receive disclosures about investment advice you would receive from a brokerage
firm or investment advisory firm?
Paper

24%

Online or digital (including by email)

30%

Online or digital, with a choice to
receive paper when I want it

46%

Source Koski Research (independent survey fielded between July rn-·15, 2018. paid for by Charles Schwab & Co. Inc)
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11

One page organized around questions to allow easier comparisons

11

For RIAs, should be a cover page or navigation aid to ADV brochure

11

Focus on one thing: the specific relationship the investor is in or contemplating

11

Link to more information if an investor wants it, including general education

111

Start with scope of investment advice service with obligations

111

Remove item asking "what type of account is right for you?"

111

Follow Pew approach, make it usable for digital

11

See attached Schwab alternative in Appendix A

•

At or before account open (and initial delivery to existing clients)

•

Annual update and reminder, with link to access the current version

•

Evergreen CRS on firm's website (update within 30 days of material change)

•

Relationship to Disclosure Obligation under Regulation Bl:
•

•

At the time of transaction only if a material conflict regarding a particular investment
recommendation has not already been covered

If any more frequent, then investors will become numb to it
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•

Upholds investor freedom of choice (no implication of continuous duty)

•

Relies on settled definitions (e.g., "recommendation," "suitability")

•

Allows development of appropriate guidance and precedent

•

But will not address investor confusion unless make some changes

•

Best interest standard generally should be the same except:
•

for BDs it is transactional

•

for RIAs it is continuous (depending on contractual obligations)

•

Understand why not proposed as "Fiduciary," but it really is and that's fine

•

Research shows that investors have general understanding of "fiduciary" and "best
interest"

•

But like legal experts, they have a hard time distinguishing between them

•

Confused regarding the scope of the investment advice they will receive

•

Take a look at the research ...

eg

lation I: Harmonize est Interest,
and lari Disclosure

impli

When you see the phrase "act as your fiduciary" in the context of someone giving you investment advice, do
you have an understanding about what this means?
Yes

80%

No

20%

When you see the phrase "act in your best interest" in the context of someone giving you investment advice,
do you have an understanding about what this means?

Yes

96%

No

4%

Acting as a "fiduciary" and acting in your "best interest" in the context of someone giving you investment
advice should mean ... ?
The same thing

59%

Something different

32%

Don't know

9%

Source Koski Research (mdepenclent survey fielclecl between July 'I0-'I5, 2018, paid for by Charles Schwab & Co, Inc)

Regulation
and Clarify

I: Harmonize est Interest,
isclosure
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Whether investment advice comes from a representative of a Brokerage Firm or a Registered
Investment Advisor (RIA), do you think they should ... ?
Both be subject to a fiduciary standard

19%

Both be subject to a best interest standard

12%

Brokerage Firms should be subject to a best interest
standard only, and Registered Investment Advisory
(RIA) firms should be subject to a fiduciary standard
only
Both be subject to a fiduciary and a best interest
standard

15%

46%

Don't know because the difference isn't clear to me

5%

I have no preference

3%

Source Koski Research (independent survey fielded between July '10-15, 2018; paid for by Charles Schwab & Co Inc.)
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impli

Investors do not understand the nuances
Dual hatted representatives (including CFP professionals) can't deal with differences
Stay close to DOL impartial conduct standard (DOL may be down, but not out)
Consider places to bring consistency between BDs and RIAs:
Statement of "best interest" standard
Guidance on conflicts of interest and mitigation (including neutral compensation)

Regulation Bl Disclosure Obligations
11
111
11

11

11

11

11

Allows flexibility for each firm's business model
"Reasonably disclose" standard is the right one
Takes into account that many firms already have good disclosures in place
Takes into account that many recommendations are over the phone

Assume one-page CRS with links (see above and attached) that covers:
• Capacity (one time is sufficient - more is not meaningful to investors)
• Investment advice services with corresponding obligations
11
Fees and charges
• Material conflicts of interest (rep and firm)
No more is necessary unless not accurate for particular recommendation
Otherwise, point of transaction disclosure too burdensome for clients, costly for firms

o Lase o ljUrden RIAs a Investors
dditional rescriptive Rules
11

11

No compelling evidence of enhanced investor protection: need data to quantify potential
benefits exceed costs
Would be costly
In response to 2013 Request for Data on imposing BO-like rules, Schwab
commissioned an independent survey to collect data:

111

111

11

ith

111

Set up + year one = 150% increase in RIA costs and over $1 B industry costs

m

Full results at: https:/ /www.sec.gov/comments/4-606/4606-3137.pdf

Need this type of data to justify any new proposal

Commission authority unclear: Dodd-Frank directed rulemaking regarding "existing
standards of care for providing personalized investment advice"
111

913 Study recommended consideration of rule harmonization but only if "add
meaningful investor protection" and only listed one of three areas (licensing and
continuing education)

No Lase o tsurden RIAs and Investors With
Additional rescriptive Rules
• RIAs do not have same custody/ asset responsibilities
• BD risks are not relevant risks
• "Serious fraud" addressed by Custody Rule, enhanced ADV
requirements, and improved examination program

• State regime for licensing already in place
11

NASAA is working on continuing education proposal

11

No evidence of additional benefit for SEC to step-in

• No justified need
11
Investors already receive fee info on custodian account
statement, or
11
Advisor bills directly
• Requiring two statements could be confusing to investors

ppendix
11

Alternative one-page Form CRS

11

Annotated version

• Example of link to additional information in digital format
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What investment advice
services do you provide and
what are your obligations?

relatiCJ11sllip TOI this 81lCl other
rn schwab.comhe:lm:ionshio.

• If we give you investment advice such as recommending an investment or investing
strategy, we will act in your best interest and not place our interests ahead of yours.
• You may invest on your own in this account without any advice from us.
• Even when we give you investment advice, you make the final decisions.
• We will not manage or monitor this or other brokerage accounts. Schwab offers
investment advisory accounts, which include management of your investments for an
ongoing fee. To inquire whether that type of account is right for you, talk to a Schwab
representative or go to schwab.com/investmentadvisory to see a summary like this
one for advisory accounts.

What are the fees and
costs for investment
advice?

• If you decide to buy or sell a stock, certain exchange-traded funds, mutual funds, or
bonds, you will pay a commission or transaction fee. Other investments do not have a
commission or transaction fee; instead. the price of the investment includes
compensation for Schwab.
• The price you pay is the same whether we recommend an investment to you or not.
• For details on fees and pricing, please go to schwab.com/pricing.

How does your firm make
money from investment
advice and what are its
conflicts of interest?

• Schwab makes more money from some investments you may select compared to
others, whether or not a Schwab representative recommends the investment to you.
• For example, Schwab and its affiliates earn more if you purchase a Schwab
affiliated mutual fund or exchange-traded fund than if you purchase one managed
by another company.
• For a detailed explanation about how Schwab makes money depending on the invest
ments you choose and our related conflicts of interest, go to schwab.com/firmcomp.

How do you pay your
professionals who give
investment advice?

• We compensate our representatives who provide investment advice based on factors
such as the amount of client assets they service and the time and complexity required
to understand your needs, make recommendations, and provide services to you.
• We do not pay our representatives based on product sales commissions.
• For details on how we pay all of our representatives, please go to
schwab.com/repcomp.

What additional information
should I consider?

• For investor education information about different types of investing account
relationships and services that may be available to you, and other questions you might
want to consider, please visit www.sec.investoreducation.gov
• For free and simple tools to research our firm, our representatives, and other firms,
including disciplinary events, please visit investor.gov and brokercheck.finra.org.
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