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Important Disclosure Information is contained on the last page of this report.   
The recipient of this report is directed to read these disclosures. 

 

April 26, 2018 
 
Chairman Jay Clayton 
Securities and Exchange Commission 
 
Re: Public Comments from Retail Investors and Other Interested Parties on Proposed Commission 

Interpretation Regarding Standard of Conduct for Investment Advisers 

Dear Chairman Clayton 

Most of the coverage of the SEC’s recent proposal to replace the DOL Fiduciary Rule has focused on the 
different standards for brokers vs. advisors and the shortcomings of a disclosure-based approach to regulation. 
We agree with many of these criticisms, as we wrote last week before the proposal was released.  

However, the SEC’s proposal contains an even more fundamental flaw. Even if brokers were held to a fiduciary 
standard of conduct, the ambiguous interpretation of the fiduciary Duty of Care makes any regulation difficult to 
enforce and confusing for all parties. The SEC needs to offer a more concrete interpretation of the Duty of Care, 
one that focuses on the research upon which investment recommendations are based.    

Duty of Care: Too Big to Fulfill? 

One of the biggest names in the advisory business, Michael Kitces, weighed in last January on the potentially 
devastating class action lawsuit risks faced by financial institutions if they do not fully address the Duty of Care.  
Specifically, Mr. Kitces asserted that: 

“Financial Institutions could face a class action lawsuit … for systemically breaching the fiduciary duty of care by 
not sufficiently training their advisors.” 

The SEC’s proposal would eliminate the possibility of class action lawsuits, but it doesn’t address the core 
question. How can we be sure that advisors have the expertise required to fulfill the Duty of Care? Kitces 
suggests that advisors may need to get a CFP or RMA designation to prove their expertise.  

Figure 1: Is Michael Kitces’ Solution for Fulfilling the Duty of Care Practical? 

  

Sources: Michael Kitces: The DoL Fiduciary Class Action Lawsuit That Will Really Transform Financial Advice 

http://blog.newconstructs.com/
http://www.wealthmanagement.com/industry/sec-reluctantly-votes-push-best-interest-proposals-forward
https://www.newconstructs.com/category/dol-fiduciary-regulation/
https://www.newconstructs.com/a-reminder-to-the-sec-disclosure-is-not-enough/
https://www.kitces.com/blog/dol-fiduciary-class-action-lawsuit-risk-competency-duty-of-care/
https://www.kitces.com/blog/dol-fiduciary-class-action-lawsuit-risk-competency-duty-of-care/#disqus_thread
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The SEC seems to have listened to Kitces’ argument. Its proposal included a request for comment on a federal 
licensing and continuing education requirement for advisors. 

We believe a licensing and education requirement is the wrong approach to this problem. It would impose an 
immense cost to advisors in terms of both time and resources without addressing the key issue. No matter how 
much training an advisor gets, he or she will almost never have the time and/or resources required to perform 
research with enough rigor to fulfill the Duty of Care when making investment recommendations. Advisors don’t 
need better training, they need better research.  
The Role of Research Providers 

One sentence stands out from the SEC’s proposed interpretation of the Duty of Care. In the section on “Duty to 
Provide Advice that is in the Client’s Best Interest,” the proposal states: 

“We believe that a reasonable belief that investment advice is in the best interest of a client also requires that an 
adviser conduct a reasonable investigation into the investment sufficient to not base its advice on materially 

inaccurate or incomplete information.” 

This sentence contains an inherent contradiction. With annual reports running 200+ pages and containing crucial 
information buried in the footnotes, advisors cannot be reasonably expected to conduct an investigation that 
incorporates all material information. To fulfill this duty, they’d need to spend all day every day reading 10-Ks and 
10-Qs, and they’d have no time to actually give advice to clients!     

Instead, advisors have to rely on research providers for the information they need to make investment 
recommendations. Accordingly, the SEC should pay more attention to the role of research providers in the 
investment process and ensure that the research behind investment recommendations is sufficient to meet the 
Duty of Care. 

The SEC’s requirement that advice not be based on “materially inaccurate or incomplete information” is a good 
start towards establishing a standard for investment research, but it doesn’t go far enough. There is agreement 
from thought leaders such as wealthmanagement.com, MarketWatch, and Michael Kitces that research that 
meets the fiduciary standard should be 100% un-conflicted and, inarguably, in the best interest of the client. We 
think truly diligent research should be: 

• Comprehensive. It should reflect all relevant publicly available information (i.e. all 10-Ks and 10-Qs), 
including the footnotes and MD&A. 

• Objective. Investors deserve unbiased research. 
• Transparent. Investors should be able to see how the analysis was performed and the data behind it. 
• Relevant. There must be some tangible, quantifiable connection to fundamentals.1 

The average client would probably be surprised to learn that these criteria are not already required for 
investment research. In fact, sell-side analysts have significant conflicts of interest, many common data providers 
use inaccurate and incomplete information, and the fund research from dominant players like Morningstar has 
only a tenuous connection to performance. 

Making Diligent Research Possible  

People have gotten away with substandard research for years because, in the past, research that fulfilled the 
four qualities above was not possible at scale. However, today’s Robo-Analyst technology2 makes it possible. 
Machine learning and natural language processing allow computers to do the heavy lifting of reading financial 
filings and analyzing data on the back end, freeing up human advisors to focus on their client’s individual needs. 

Now that the technology exists to provide diligent research at scale, there is no excuse for basing investment 
decisions on substandard research. Rather than mandating burdensome education and compliance costs for 
advisors, the SEC should focus on establishing standards for research that ensure all advisors have the 
information and analysis they need to fulfill the Duty of Care. 

 

                                              
1 Ernst & Young’s recent white paper “Getting ROIC Right” proves that a more accurate view of ROIC drives improved shareholder value.. 
2 Harvard Business School features the powerful impact of our research automation technology in the case New Constructs: Disrupting 
Fundamental Analysis with Robo-Analysts. 

http://blog.newconstructs.com/
https://www.sec.gov/rules/proposed/2018/ia-4889.pdf
https://www.newconstructs.com/danger-zone-fund-managers-that-dont-analyze-details-in-10-ks/
http://www.wealthmanagement.com/industry/practical-solution-fulfilling-duty-care
https://www.newconstructs.com/wp-content/uploads/2014/11/NewConstructs_DOLToDefineHardestPartofFiduciary_MarketWatch_2017-01-18.pdf
https://twitter.com/MichaelKitces/status/822489621917483009
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/
https://www.newconstructs.com/investors-need-independent-research/
https://www.newconstructs.com/make-roic-great/
https://www.newconstructs.com/wall-street-journal-reveals-the-dangerously-outsized-role-morningstar-plays-in-the-mutual-fund-industry/
https://www.newconstructs.com/technology/
https://www.newconstructs.com/how-ai-can-help-advisors-grow-and-keep-assets-5-of-5/
https://www.newconstructs.com/ernst-young-proves-superiority-of-our-data-roic/
https://hbr.org/product/new-constructs-disrupting-fundamental-analysis-with-robo-analysts/118068-PDF-ENG
https://hbr.org/product/new-constructs-disrupting-fundamental-analysis-with-robo-analysts/118068-PDF-ENG
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This article originally published on April 26, 2018. 

Disclosure: David Trainer and Sam McBride receive no compensation to write about any specific stock, sector, 
style, or theme. 

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.  
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https://www.newconstructs.com/open-letter-to-the-sec-fiduciary-duties-need-to-extend-to-research/
https://twitter.com/NewConstructs
https://www.facebook.com/newconstructsllc/
https://www.linkedin.com/company/new-constructs
https://stocktwits.com/dtrainer_NewConstructs
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care 
Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent 
investment decisions. 
New Constructs leverages the latest in machine learning to analyze structured and unstructured 
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work 
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings 
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients 
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the 
firm's CEO, is regularly featured in the media as a thought leader on the fiduciary duty of care, 
earnings quality, valuation and investment strategy. 

To fulfill the Duty of Care, research should be:  
1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been 

diligently reviewed, including footnotes and the management discussion & analysis (MD&A).  
2. Un-conflicted - Clients deserve unbiased research.  
3. Transparent - Advisors should be able to show how the analysis was performed and the data 

behind it.  
4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or 

mutual fund performance. 

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale 
Accounting data is only the beginning of fundamental research. It must be translated into economic 
earnings to truly understand profitability and valuation. This translation requires deep analysis of 
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for 
thousands of stocks, ETFs and mutual funds. 

http://blog.newconstructs.com/
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/
https://www.newconstructs.com/technology/
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DISCLOSURES  
New Constructs®, LLC (together with any subsidiaries and/or affi l iates, “New Constructs”) is an independent organization with no 
management ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any 
New Constructs’ affi l iate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not 
perform any investment or merchant banking functions and does not operate a trading desk.  
New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any 
trading whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the 
company are bound by a code of ethics that restricts them from purchasing or sell ing a security that they know or should have known was 
under consideration for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New 
Constructs issues a report on that security. 
 

DISCLAIMERS  
The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered 
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure 
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal, 
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial 
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this 
report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any 
such investments or investment services. 
Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but 
New Constructs makes no representation as to their accuracy, authority, usefulness, reliabil ity, timeliness or completeness. New Constructs 
accepts no liabil ity for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to 
results that may be obtained from the information presented in this report. Past performance should not be taken as an indication or 
guarantee of future performance, and no representation or warranty, express or implied, is made regarding future performance. Information 
and opinions contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change 
without notice. New Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different 
conclusions from, the information presented in this report. Those reports reflect the different assumptions, views and analytical methods of 
the analysts who prepared them and New Constructs is under no obligation to insure that such other reports are brought to the attention of 
any recipient of this report.  
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not 
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to 
making any investment decision or for any necessary explanation of its contents.  
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any 
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which 
would be subject New Constructs to any registration or l icensing requirement within such jurisdiction.  
This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material, 
New Constructs has not reviewed the linked site and takes no responsibil ity for the content therein. Such address or hyperlink (including 
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of 
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at 
your own risk.  
All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered 
in any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All 
trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New 
Constructs. 
Copyright New Constructs, LLC 2003 through the present date. All rights reserved. 
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