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On April 18, 2018, the Securities and Exchange 
Commission (the “SEC”) issued three companion 
releases1 (each, a “Proposal”) proposing a package of 
rules, interpretations, and requests for comment 
concerning the standard of care owed to “retail” 
investors by U.S. registered broker-dealers and U.S. 
registered investment advisers.  Specifically, the 
SEC is proposing: 

                                                             
1 Regulation Best Interest, Release No. 34-83062 

(April 18, 2018), available at 
https://www.sec.gov/rules/proposed/2018/34-
83062.pdf (the “Regulation Best Interest 
Proposal”).   

 
 Form CRS Relationship Summary; Amendments 

to Form ADV; Required Disclosures in Retail 
Communications and Restrictions on the use of 
Certain Names or Titles, Release No. 34-83063; 
IA-4888 (April 18, 2018) available at 
https://www.sec.gov/rules/proposed/2018/34-
83063.pdf (the “Client Relationship Proposal”).   

 
 Proposed Commission Interpretation Regarding 

Standard of Conduct for Investment Advisers; 
Request for Comment on Enhancing Investment 
Adviser Regulation; Release No. IA-4889 (April 
18, 2018) available at 
https://www.sec.gov/rules/proposed/2018/ia-
4889.pdf (the “Adviser Conduct Proposal”).   

1. Regulation Best Interest, which imposes a 
standard of care on broker-dealers in their 
dealings with retail customers; 

2. Form CRS, which requires investment advisers 
and broker-dealers to provide a “relationship 
summary” to retail investors; 

3. Title restrictions on use of the terms “adviser” 
or “advisor” and required disclosures of 
registered status in certain communications 
with retail investors; and 

4. Proposed interpretations, as detailed in the 
Adviser Conduct Proposal, regarding an 
investment adviser’s fiduciary duties under 
federal law and requests for comment on 
enhancing investment adviser regulation. 

The Proposals represent the SEC’s first major step in 
formalizing specific responsibilities of a broker-
dealer to retail customers and retail investors.  The 
SEC cites a desire to create a standard of 
responsibility that applies to both broker-dealers 
and investment advisors and to hold broker-dealers 
more accountable for the recommendations being 
made by their representatives.  The SEC has 
provided for a 90 day comment period which ends 
July 17, 2018. 

https://www.sec.gov/rules/proposed/2018/34-83062.pdf
https://www.sec.gov/rules/proposed/2018/34-83062.pdf
https://www.sec.gov/rules/proposed/2018/34-83063.pdf
https://www.sec.gov/rules/proposed/2018/34-83063.pdf
https://www.sec.gov/rules/proposed/2018/ia-4889.pdf
https://www.sec.gov/rules/proposed/2018/ia-4889.pdf
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Unlike the Department of Labor’s controversial 
investment advice fiduciary rule, the ultimate status 
of which remains murky, these Proposals, if adopted 
in their proposed form, are likely to be less 
restrictive on investor choice and the business 
structure of financial services participants.  The 
Proposals strive to assure the ongoing integrity of 
existing business models and preserve future 
flexibility. 

This Stroock Special Bulletin identifies two key 
questions raised by the Proposals and briefly 
summarizes select reforms in each Proposal. 

I. How are “Retail Customer” and “Retail 
Investor” defined? 

The SEC is currently proposing different definitions 
for “retail customer” and “retail investor”.  These 
distinctions are important to note because the 
standard of care imposed by the Regulation Best 
Interest Proposal only applies to “retail customers” 
and the Form CRS obligations to distribute a 
“relationship summary”, title restrictions and 
required disclosures of registered status only apply 
to “retail investors”. 

In the Regulation Best Interest Proposal, which 
applies only to “retail customers”, the SEC proposes 
that a “retail customer” is a person, or the legal 
representative of such person, who: (i) receives a 
recommendation of any securities transaction or 
investment strategy involving securities from a 
broker, dealer or natural person who is an 
associated person of a broker or dealer, and (ii) uses 
the recommendation primarily for personal, family, 
or household purposes. 

In the Client Relationship Proposal, which applies 
only to “retail investors”, the SEC proposes that a 
“retail investor” is a prospective or existing client or 
customer who is a natural person (i.e., an 
individual), including a trust or similar entity that 
represents natural persons, regardless of the 
individual’s net worth (i.e., their status as accredited 
investors, qualified clients, or qualified purchasers). 

The definition of “retail investor” differs from that of 
“retail customer” in that it (i) is limited to natural 

persons (as opposed to all persons); (ii) applies to 
investors before or at the time they first engage the 
services of a broker-dealer or enter into an 
investment advisory agreement with an investment 
adviser; and (iii) applies regardless of whether or 
not the service is primarily for the benefit of 
personal, family or household purposes.  However, 
while the definition of “retail customer” may, by 
including all persons as opposed to natural persons, 
at first appear more broad than that of “retail 
investor”, the SEC believes the definition of “retail 
customer” is sufficiently limited in that it applies 
only to recommendations that are primarily for 
personal, family or household purposes as this 
limitation excludes “recommendations that are 
related to business or commercial purposes but 
remains sufficiently broad and flexible to capture 
recommendations related to the various other 
reasons retail customers may invest (including, for 
example, for retirement, education, and other 
savings purposes)”.   

The above definitions are subject to change and the 
SEC is specifically requesting comment on, among 
other things, (i) whether the proposed definition of 
“retail customer” should be narrowed, expanded or 
harmonized with the proposed definition of “retail 
investor”, and (ii) whether certain categories of 
natural persons should be excluded from the 
proposed definition of “retail investor” based on net 
worth or income level (i.e., accredited investors, 
qualified purchasers, or qualified clients). 

II. What is a “Recommendation” for Purposes 
of Regulation Best Interest? 

The SEC does not specifically define 
“recommendation” in the Proposals.  However, the 
preamble to the Regulation Best Interest Proposal 
notes that a recommendation may be made when it 
“reasonably could be viewed as a ‘call to action’” and 
“reasonably would influence an investor to trade a 
particular security or group of securities”.  In 
addition, a “recommendation” also likely would 
result from activities previously deemed to be 
“implicit recommendations”.2  One key takeaway of 
                                                             
2 See FINRA Regulatory Notice 12-25 at Q3. 
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“recommendation” not being defined or otherwise 
further limited in the Proposals is that it leaves open 
the possibility of “recommendation” being 
interpreted quite broadly, and broker-dealers will 
need to take this into account in their dealings with 
retail investors if the Regulation Best Interest 
Proposal is adopted in its current form. 

It is important to note that a “recommendation” 
does not necessarily confer an ongoing advisory 
relationship.  Indeed, the SEC indicated in the 
Regulation Best Interest Proposal that a “best 
interest” obligation does not extend beyond any 
particular recommendation. 

III. Regulation Best Interest 

The Regulation Best Interest Proposal is intended to 
apply when a U.S. registered broker-dealer (or 
associated person) makes a “recommendation” to a 
“retail” customer.  It specifically establishes a 
standard of conduct for U.S. registered broker-
dealers and their representatives when making a 
recommendation of any securities transaction or 
investment strategy involving a retail customer.  In 
general, a broker-dealer would have “a duty to act 
in the best interest of the retail customer at the time 
the recommendation is made, without putting the 
financial or other interest of the broker-dealer 
ahead of the retail customer”.3 

This standard would build on existing 
responsibilities established by the Financial 
Industry Regulatory Authority (“FINRA”) and the 
SEC under current law.  Under current law, the 
FINRA suitability rules require broker-dealers to 
make recommendations that are “consistent with 
the customer’s best interest” or not clearly “contrary 
to the best interest”.  Broker-dealers are subject to 
suitability obligations under the antifraud 
provisions of the federal securities laws and FINRA 
Rule 2111, which require a broker-dealer to have a 

                                                             
3 Press Release, SEC, SEC Proposes to Enhance 

Protections and Preserve Choice for Retail 
Investors in Their Relationships With Investment 
Professionals (April 18, 2018) available at 
https://www.sec.gov/news/press-release/2018-
68.  

reasonable basis to believe that a recommended 
transaction or investment strategy involving a 
security is suitable for its customer based on the 
customer’s investment profile.  The SEC and FINRA 
have interpreted this standard to require that “[a] 
broker’s recommendations . . . be consistent with his 
customer’s best interests, and he or she . . . abstain 
from making recommendations that are 
inconsistent with the customer’s financial 
situation”.4 

We note that this Regulation Best Interest standard 
is likely more flexible than the one finalized by the 
Department of Labor under the Best Interest 
Contract or “BIC” Exemption, which requires that 

                                                             
4 In re Application of Dane S. Faber, Exchange Act 

Release No. 49216 (Feb. 10, 2004); see also 
FINRA Regulatory Notice 12-25, Additional 
Guidance on FINRA’s New Suitability Rule (May 
2012) at 3, 19 n.15 (citing, among others, 
Raghavan Sathianathan, Exchange Act Rel. No. 
54722, 2006 SEC LEXIS 2572, at *21 (Nov. 8 
2006); see also Scott Epstein, Exchange Act Rel. 
No. 59328, 2009 SEC LEXIS 217 at *40 n.24 
(Jan. 30, 2009) (“In interpreting the suitability 
rule, we have stated that a [broker’s] 
‘recommendations must be consistent with his 
customer’s best interests.’”); Wendell D. Belden, 
56 S.E.C. 496, 503, 2003 SEC LEXIS 1154, at *11 
(2003) (“As we have frequently pointed out, a 
broker’s recommendations must be consistent 
with his customer’s best interests.”); Daniel R. 
Howard, 55 S.E.C. 1096, 1100, 2002 SEC LEXIS 
1909, at *5–6 (2002) (same), aff’d, 77 F. App’x 2 
(1st Cir. 2003); Powell & McGowan, Inc., 41 
S.E.C. 933, 935, 1964 SEC LEXIS 497, at *3–4 
(1964) (same); Dep’t of Enforcement v. Evans, 
No. 20006005977901, 2011 FINRA Discip. LEXIS 
36, at *22 (NAC Oct. 3, 2011) (same); Dep’t of 
Enforcement v. Cody, No. 2005003188901, 2010 
FINRA Discip. LEXIS 8, at *19 (NAC May 10, 
2010) (same), aff’d, Exchange Act Rel. No. 64565, 
2011 SEC LEXIS 1862 (May 27, 2011); Dep’t of 
Enforcement v. Bendetsen, No. C01020025, 2004 
NASD Discip. LEXIS 13, at *12 (NAC Aug. 9, 
2004) (“[A] broker’s recommendations must 
serve his client’s best interests, and the test for 
whether a broker’s recommendations are suitable 
is not whether the client acquiesced in them, but 
whether the broker’s recommendations were 
consistent with the client’s financial situation and 
needs.”). 

https://www.sec.gov/news/press-release/2018-68
https://www.sec.gov/news/press-release/2018-68
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the broker-dealer (or other service provider) provide 
a recommendation without regard to the financial 
or other interests of the representative, financial 
institution, affiliate or any other party”. (Emphasis 
added).5 

Notably, the Regulation Best Interest Proposal does 
not specifically define “best interest”; however, the 
SEC clearly establishes that it is not intending to 
eliminate recommendations that encourage 
diversity in portfolios through a wide range of 
products and services including actively managed 
funds and structured products.  Indeed, the SEC 
states that the Regulation Best Interest Proposal is 
not intended to prohibit a broker-dealer from 
transactions that involve conflicts of interest, 
including where a financial representative or the 
broker-dealer receives variable or differentiated 
compensation.  Instead, such transactions become 
prohibited to the extent that the broker-dealer does 
not satisfy the “best interest” components.  
Moreover, while the customer’s cost is a factor, it is 
not the only factor, and it may be outweighed by 
other factors such as objectives, characteristics, 
liquidity, risks, volatility and performance.  The SEC 
notes that “[t]his does not mean that a broker-dealer 
could not recommend the more remunerative of two 
reasonably available alternatives, if the broker-
dealer determines the products are otherwise in the 
best interest of—and there is no material difference 
between them from the perspective of the retail 
customer, in light of the retail customer’s 
investment profile”.  Nevertheless, a broker-dealer 

                                                             
5 We also mention, as discussed in further detail 

below, the SEC’s approach to the definition of 
“recommendation,” while fairly similar to the one 
adopted by the Department of Labor, nonetheless 
results in notably different consequences.  While 
the Regulation Best Interest Proposal requires a 
broker-dealer to act in accordance with the 
customer’s best interest, the Department of 
Labor’s investment advice fiduciary rule 
effectively precludes any transaction or sale of 
product or service unless it fits within one or 
more detailed prohibited transaction exemptions, 
the consequences of which are enormously 
punitive and unforgiving. 

 

could face challenges under the Care Obligation (as 
defined below) if a recommended security is more 
costly than a reasonably available alternative offered 
by the broker-dealer “and the characteristics of the 
securities are otherwise identical”.  However, it is 
important to also note that the SEC states “[w]e 
believe a broker-dealer would violate proposed 
Regulation Best Interest’s Care Obligation and 
Conflicts of Interest Obligation (as defined below), if 
any recommendation was predominantly motivated 
by the broker-dealer’s self-interest”.  The SEC also 
specifies maximizing a broker-dealer’s 
compensation, furthering the broker-dealer’s 
business relationship with a given product 
manufacturer and satisfying firm quotas as 
examples of potential violations of the Care 
Obligation and Conflicts of Interest Obligation. 

Specifically, the SEC states that broker-dealers may 
discharge this “best interest” duty by complying with 
three specific obligations: 

1. Disclosure Obligation – A requirement to 
disclose to the retail customers key facts about 
the relationship prior to, or at the time of, any 
recommendation, such as that the broker-
dealer is acting in a broker-dealer capacity; the 
fees and other charges that may apply; the type 
and scope of services provided; and all material 
conflicts of interest associated with the 
recommendation. 

2. Care Obligation – This requires the exercise of 
diligence, care, skill and prudence to 
understand the product, have a reasonable 
basis to believe the product is in the retail 
customer’s best interest, and have a reasonable 
basis to believe that a series of transactions is 
in the retail customer’s best interest and not 
excessive given the retail customer’s overall 
profile.  The Care Obligation cannot be satisfied 
with disclosure alone and is intended to 
supplement any existing suitability 
requirements.  In order to satisfy the Care 
Obligation, a broker-dealer is required to 
consider reasonable alternatives to the 
recommendation and also should take care in 
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obtaining relevant client specific information 
(e.g. age, investment objectives, financial 
needs, tax status, risk tolerance, liquidity 
needs, etc.). 

3. Conflicts of Interest Obligation – Broker-
dealers would be required to establish, 
maintain, and enforce written policies 
reasonably designed to identify and then, at a 
minimum, disclose and mitigate, or eliminate, 
material conflicts of interest arising from 
financial incentives.  The Regulation Best 
Interest Proposal does not mandate absolute 
elimination of conflicts of interest, however, it 
recommends implementing a risk-based 
compliance and supervisory system to promote 
compliance with the Proposal, rather than 
conducting a detailed review of each 
recommendation of a securities transaction or 
security-related investment strategy to a retail 
customer. 

IV. The Customer/Client Relationship Summary 
(“Form CRS”) 

In an effort to reduce “retail investor” confusion 
about the nature of their relationships with their 
investment professionals and ensure that retail 
investors receive the information required to 
understand the differences between services 
provided by investment advisers and broker-dealers, 
the SEC is proposing that investment advisers and 
broker-dealers provide retail investors with a 
customer/client relationship summary (“Form 
CRS”). 

Form CRS cannot exceed four pages and requires 
disclosure regarding: a description of the 
relationships and services the adviser or broker-
dealer offers to retail investors; the standard of 
conduct applicable to those services; the fees and 
costs the retail investor would pay; a comparison of 
brokerage and investment advisory services; 
conflicts of interest; where to find additional 
information, including whether a firm and its 
financial professionals currently have reportable 
legal or disciplinary events and who to contact about 
complaints; and key questions for retail investors to 

ask the firm’s financial professionals.  In addition, 
firms should continue to provide retail investors 
with other disclosures made by such firms.  The 
Form CRS should be provided to retail investors 
prior to or at the time a retail investor enters into an 
investment advisory agreement with a firm or first 
engages a brokerage firm’s services. 

The SEC is providing examples of Mock-up Form 
CRS for consideration, which are available on the 
SEC website.6 

V. Restrictions on the use of the titles 
“Adviser” or “Advisor” and Required 
Disclosures 

In an effort to ensure that retail investors 
understand whether the firm or an investment 
professional they are interacting with is a registered 
investment adviser or a registered broker-dealer (or 
both), the SEC is proposing to restrict any broker-
dealer and their representatives from using as part 
of its name or title the words “adviser” or “advisor” 
in communications with retail investors unless (i) 
such broker or dealer is registered as an investment 
adviser under the Investment Advisers Act of 1940 
or with a state, or (ii) any natural person who is an 
associated person of such broker or dealer is a 
supervised person of an investment adviser and  
such person provides investment advice on behalf of 
such investment adviser.  The SEC also proposes 
requiring investment advisers and broker-dealers, 
and their associated or supervised persons, 
prominently disclose their status as a registered 

                                                             
6 SEC Form CRS Mock-up – Dual Registrant, 

available at 
https://www.sec.gov/news/statements/2018/annex-b-1-
dual-registrant-mock-up.pdf;   

 
 SEC Form CRS Mock-up – Standalone Broker-

Dealer, available at 
https://www.sec.gov/news/statements/2018/annex-b-2-
bd-registrant-mock-up.pdf;   

 
 SEC Form CRS Mock-up – Standalone 

Investment Adviser, available at 
https://www.sec.gov/news/statements/2018/annex-b-3-
ia-registrant-mock-up.pdf. 

 

https://www.sec.gov/news/statements/2018/annex-b-1-dual-registrant-mock-up.pdf
https://www.sec.gov/news/statements/2018/annex-b-1-dual-registrant-mock-up.pdf
https://www.sec.gov/news/statements/2018/annex-b-2-bd-registrant-mock-up.pdf
https://www.sec.gov/news/statements/2018/annex-b-2-bd-registrant-mock-up.pdf
https://www.sec.gov/news/statements/2018/annex-b-3-ia-registrant-mock-up.pdf
https://www.sec.gov/news/statements/2018/annex-b-3-ia-registrant-mock-up.pdf
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broker-dealer or registered investment advisor, or 
associated person of a registered broker-dealer or 
supervised person of a registered investment 
adviser, in print or electronic retail investor 
communications. 

This nomenclature may result in some additional 
complexities.  For example, consideration would 
need to be given to these restrictions as applied to 
the “original” five part test of the Department of 
Labor’s investment advice fiduciary rule 
promulgated in 1975.  As of this writing, it is 
possible that that rule could be reinstated in its 
entirety. 

VI. Interpretation of Standard of Conduct for 
Investment Advisers and Request for 
Comment on Enhancing Investment Adviser 
Regulation 

The Adviser Conduct Proposal seeks to reaffirm, and 
in some instances clarify, the standard of conduct 
for investment advisers and the SEC’s 
interpretations of the fiduciary duty an investment 
adviser owes to its clients.  Furthermore, the 
Proposal highlights the following components of an 
investment adviser’s fiduciary duty: 

1. The duty of care, which includes (i) the duty to 
provide advice that is suitable and in the 
client’s best interest; (ii) a duty to seek best 
execution; and (iii) a duty to act and to provide 
advice and monitoring over the course of the 
relationship. 

2. The duty of loyalty, which requires an 
investment adviser to put its client’s interests 
ahead of its own and not to unjustifiably prefer 
one client over another. 

Additionally, the SEC is requesting comment on 
three potential enhancements to the legal 
obligations of investment advisers, based on three 
areas where the current broker-dealer framework 
provides investor protections that do not currently 
have an investment adviser regulatory counterpart: 

• Establishing federal licensing and continuing 
education requirements for investment adviser 
representatives; 

• Requiring the provision of periodic account 
statements that disclose the dollar amount of 
fees and expenses; and 

• Subjecting SEC-registered investment advisers 
to financial responsibility requirements along 
the lines of those that apply to broker-dealers, 
such as net capital requirements, segregation of 
assets requirements, and recordkeeping and 
reporting requirements. 

VII. Conclusion 

The Proposals remain in draft form and, despite 
passing the Proposals with a 4-1 vote, SEC 
Commissioners were quick to criticize the Proposals, 
going so far as to state that substantial revisions are 
possible, if not likely.  Comments will be accepted on 
each of the Proposals until July 17, 2018.  We will 
continue to monitor the progress of the Proposals 
and if you would like to discuss any of the Proposals 
and their potential impact, we encourage you to 
contact a member of our Private Funds Group or 
one of the authors of this publication. 

 

By Michael Emanuel, André Nance and Eric 
Requenez, partners, and Theodore McBride and 
Samantha van der Bunt, associates, in the Private 
Funds Practice Group of Stroock & Stroock & Lavan 
LLP, and Steven Rabitz, a partner in the Employee 
Benefits and Executive Compensation Practice 
Group. 
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