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Via Electronic Submission

Chairman Jay Clayton

U.S. Securities and Exchange Commission
100 First Street NE

Washington, D.C. 20210

RE: Public Comments from Retail Investors and Other Interested Parties on
Standards of Conduct for Investment Advisers and Broker-Dealers

Dear Chairman Clayton:

Thank you for your request for public input regarding the Securities and Exchange
Commission’s (SEC) reassessment of the current regulatory framework governing retail
investments.! As a bipartisan coalition of State Treasurers from across the country, we recognize
the many financial perils facing individual investors, and endorsed the Department of Labor’s
Fiduciary Rule as a critical protection. We urge the SEC to develop a regulatory framework that
will ensure that all financial professionals who offer advice on investments must hold their clients’
interests first.

We come from a diverse coalition of states and perspectives, yet we share a common
underlying belief: individual investors must be protected. As the chief financial officers and the
voice of financial leadership in our states, treasurers want people to save in the manner most
appropriate for them, and we want those professionals that facilitate saving and investing to be
fairly compensated for their sound advice. As this letter will present, the Fiduciary Rule has
already improved the retirement savings market, but these improvements are threatened by the
DOL’s partial delay of the Fiduciary Rule and could be undermined or undone by a weakened
securities regulation by the SEC.

Interest of State Treasurers

As State Treasurers, we are on the front lines of the retirement crisis, and many of us are
exploring policies and programs to encourage early retirement savings in an effort to help
individuals achieve basic retirement security. As Americans rely less on defined benefit plans and
increasingly on individual savings to carry them through their retirement years, the role of private
financial advisors has become ever more critical to the large and growing number of individual
investors that must be encouraged and safeguarded in their efforts to save for their futures. It is
estimated that as many as 45 percent of working age households have no retirement savings, and
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those that do have median balances of only $3,000.> Those with inadequate retirement savings
will inevitably rely disproportionately on public assistance in their retirement years. The SEC
must step in to protect investors where the DOL has only partially succeeded.

State Treasurers regard the duty of loyalty as an essential public investor protection.

As State Treasurers, we serve as custodians of each state’s treasury and ensure the prudent
oversight of entrusted public funds. As our states’ chief financial officers, we administer a variety
of financial programs, including higher education savings accounts, investment accounts for
disabled individuals, financial literacy programs, and unclaimed property programs.

A significant responsibility of ours is the prudent management and, in many states, the
investment of public funds, often under contract with private investment managers. A central
provision within each contract involving the investment of public funds is a statement detailing
the applicable standard of care. Consistent with our responsibility to prudently manage public
funds, and recognizing the absolute necessity to ensure that investment managers entrusted with
public funds make investment decisions in the best interest of taxpayers, State Treasurers routinely
demand the inclusion of a written fiduciary standard that requires managers to act in the sole
beneficial interest of the public funds they manage.

The DOL’s Fiduciary Rule requires such a standard of all financial professionals who offer
retirement investment advice by asserting that they must adhere to standards of “impartial
conduct,” “give prudent advice that is in the customer's best interest, avoid misleading statements,
and receive no more than reasonable compensation.” Any standard less robust than this does not
provide adequate protection for investors. The DOL’s adoption of the Fiduciary Rule is premised
upon an explicit recognition that the investment advice provided to individual investors is often
conflicted, and that such conflicts are “widespread,” and cause “serious harm” to plan and IRA
investors. The underlying record supports the DOL’s finding that the “impact of these conflicts
of interest on retirement investment outcomes is large and widespread.”

In fact, even partially implemented, the Fiduciary Rule is already delivering tangible
benefits to retirement investors. These benefits — which include innovations and adaptations by
financial firms such as the shift of retirement accounts to asset-based fee structures, the reduction
of conflicts of interest (including in commission accounts), and the introduction of innovative new
investment products such as mutual fund clean shares, which the Commission approved last year
— will result in lower costs to investors.® The DOL originally estimated that full implementation
of the Fiduciary Rule will return between $33 and $36 billion in potential gains to individual
retirement account (IRA) investors over the first 10 years, for just one segment of the market.”
Even greater gains could be realized under an SEC regulation that protects-both qualified and non-
qualified accounts. '
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There has been no legal or factual development since the DOL’s adoption of the Rule that
would support a reevaluation or revision of the underlying need and purpose of the Rule. Legal
efforts to challenge implementation of the Fiduciary Rule have been unsuccessful, with the federal
court concluding on each occasion that the Department was well within its authority to adopt and
immediately implement the protections contained within the Rule.®

Delay of the Fiduciary Rule imperils consumers.

Unfortunately, although the core principal of the Fiduciary Rule is now in place, it has been
undermined by the delay until July 2019 of all regulatory enforcement mechanisms to ensure
compliance with the Rule, including, inter alia, the requirements to enter into a written contract
(which gives rise to breach of contract claims as an enforcement mechanism for IRA investors)
and to adopt policies and procedures to minimize conflicts. During the delay, the DOL is under
executive order to review the exemptions, consider “possible changes and alternatives,” and may
ultimately “decide to revise or repeal” them.’

This implementation delay, and the accompanying non-enforcement agreement, represent
a step back in terms of protecting the interests of retirement savers and investors. While firms are
operating under a period of “temporary enforcement” of the Fiduciary Rule from DOL, they are
perpetuating variable compensation, revenue sharing, and other conflicts of interest targeted by
the Rule as long as they make a “good faith” effort to adhere to impartial conduct standards.'® As
the Consumer Federation of America recently noted, market research conducted by the broker-
dealer industry indicates that a majority (64 percent) of firms have changed neither their product
mix, nor their internal compensation arrangements in order to comply with the Fiduciary Rule,
despite progress made by their industry peers since 2016."!

The DOL has admitted that the cost of this delay will be borne by retirement savers in the
form of a “deferral of some of the estimated investor gains” that would otherwise be realized under
full implementation.'” These gains might never be realized if firms can use the SEC’s current
disclosure-based standard to satisfy the DOL Fiduciary Rule requirements. As noted by the
AARP, “A best interest standard that does not require firms to reduce incentives that reward and
encourage advice that is not in investors’ best interests is likely to be a best interest standard in
name only.”'® The SEC is uniquely situated to close the door on harmful pricing and practices
through its imposition of a robust best-interest standard of care for all financial professionals who
offer investment advice about securities.

As State Treasurers, we share the SEC’s interest in being responsive not only to investors
but to the financial industry as well. A balanced regulatory framework will also take both of these
perspectives into account. In considering a universal standard, we urge the SEC to incorporate the
DOL Fiduciary Rule’s Best Interest Contract Exemption (BICE) into any proposed regulatory
framework. The BICE allows for commissions, and thus certain basic conflicts, while ensuring
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that investment advice remains in the best interests of the customer. In short, BICE expands the
range of investor options while preserving reasonable financial services practices and protecting
industry from an overly burdensome regulatory structure.

Weak regulations by the SEC will undermine investor protections.

We are encouraged by the SEC’s intention to work closely with the DOL to develop a
fiduciary standard that would be applicable to advisers as well as broker-dealers, across all
securities investment accounts, not just retirement accounts.!* While the idea of a universal
standard for all financial advisers has merit, it would not be worth the compromise of a weakened
fiduciary rule — in particular, one that does not hold advisers to a standard of impartial, conflict-
free conduct, but rather allows them to act in their own self-interest, instead of their clients’ best
interests, as long as they disclose it.

Disclosure is not enough. The SEC’s own review of research demonstrates that the average
retail investor lacks basic financial literacy, with a “weak grasp of elementary financial principals”
and lacking “critical knowledge of ways to avoid investment fraud.”!> We encourage your staff
to review the DOL’s Regulatory Impact Analysis, which finds that “most individuals cannot
distinguish between the different types of advisers or the different standards of conduct to which
different advisers must adhere, and this confusion is exacerbated by industry marketing and other
practices” among broker-dealers and investment advisers. '

Accordingly, we strongly urge the SEC to consider the overwhelming record of evidence
that disclosures alone are insufficient to reduce investor confusion or to protect investors from the
harm of conflicted advice. A strong and effective rule must instead “combine a best interest
standard with restrictions on practices that encourage recommendations that are not in customers’
best interests,” just as the Department of Labor Fiduciary Rule — in its entirety — does.!” The
development of such a rule from the SEC would ensure that when retail investors receive
investment advice about their taxable securities accounts, they receive the same critical protections
as they do for their retirement accounts. It would effectively close the door on broker-dealers’
attempts to use a weak, disclosure-based SEC rule to circumvent the stronger protections DOL has
adopted for retirement accounts.

Conclusion

As State Treasurers, we are committed to protecting the financial interests of our
constituents — in particular, ensuring that retirement planning and investment advice is not
conflicted, and is provided in the sole interest of savers. With the partial implementation of the
DOL’s Fiduciary Rule, the investment market is arguably more treacherous now than before for
retail investors. While such investors have been led to expect conflict-free advice from a broker-
dealer regarding retirement assets, the implementation delay and non-enforcement policy call that
into question. Meanwhile, they have no such assurance regarding other investments. The SEC
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must take action to correct this market inequity and confusion. We are encouraged that the SEC
is committed to developing standards which are, in your own words, “clear and comprehensible to
the average investor, consistent across retirement and non-retirement assets and coordinated with
other regulatory entities, including the DOL and state insurance regulators.”!®

Thank you for your commitment to an SEC that will serve not just financial professionals,
but the long-term interests of “Mr. and Mrs. 401(k).”" We share this dual priority, and we look
forward to the SEC’s efforts to ensure that their future financial security is protected.

Sincerely,
—
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