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I. Introduction

President Trump has sent a strong message that
he intends to significantly scale back on all federal
regulation and promote only regulation that helps
American businesses prosper. He recently nomi-
nated securities attorney Jay Clayton to the post of
chair of the Securities and Exchange Commission
(SEC or Commission). As of the date of this writ-
ing, Mr. Clayton’s confirmation by the Senate is still
pending. Once confirmed, Mr. Clayton could play a
leading role, as have past chairs, in helping advance
the president’s broad initiatives and establishing the
future priorities of the SEC.

The investment management industry is accus-
tomed to operating in a heavily-regulated environ-
ment and adapting as those regulations change,
often in response to changes in the political climate
and financial markets, as well as evolution within the
industry. During former Chair Mary Jo White’s ten-
ure, the industry was hit with a number of new rules
and proposals following the 2008-2009 financial
crisis and has been hoping for some reprieve from
the cost and burden of additional, new regulation.
Given his areas of experience, many in the invest-
ment management industry believe Mr. Clayton
will focus more on capital formation and corporate
finance than the investment management industry.

With heavy scrutiny from the new administration
and from Congress on certain provisions of the
Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010 (Dodd-Frank Act), we also
may expect to see less of a push at the SEC to adopt
rules that attempt to address perceived systemic
risks of the industry. Enforcement was also a prior-
ity under Chair White, who herself was a former
federal prosecutor. With Mr. Clayton’s experience
more focused on corporate matters, many believe
his philosophy towards enforcement will differ from
Chair White’s and will move away from the “broken
windows” approach she had emphasized, where all
alleged federal securities law violations, both big and
small, were pursued for possible enforcement action.

And yet, let’s not forget despite this push from
President Trump’s administration for deregulation
and what is likely to be a different approach toward
SEC enforcement actions, Trump’s campaign suc-
cess and election were centered on the idea that he
was the candidate who would look out for the disen-
franchised, working-class Americans—the “forgot-
ten men and women”—and improve their standard
of living and take on Wall Street when necessary
to protect them. With this complicated landscape,
what are possible areas of focus for the SEC that will
advance President Trump’s (seemingly conflicting)
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mandates? How can we reconcile the president’s
populist agenda with a business-friendly, restrained
approach to SEC regulation of investment managers
that continues to protect the Americans who voted
Trump into office?

Led by a new SEC chair, what are likely to
be the potential areas of focus of the SEC and the
Division of Investment Management? Which pro-
posed or anticipated rulemakings will end up being
casualties of this administration? Which current reg-
ulations need to be revisited? Are there areas of new
regulation or SEC Staff guidance that could help the
industry grow, while also serving the SEC’s mission
to protect investors?

This article discusses several possible themes for
consideration. Section II of this article summarizes
recent presidential actions that demonstrate a move
toward deregulation and a close look at the cost and
impact of regulation. Section III explores possible
areas of regulatory focus, including a uniform fidu-
ciary standard, mutual fund board governance, the
impact of technology on the industry, and invest-
ment product innovation. Section IV speculates on
the fate of current SEC rule proposals. Apparent
throughout the discussion is a recognition that the
investment management industry stands to con-
tinue to benefit from a strong regulatory regime that
focuses on smart regulation that can enhance the
industry’s future growth, and remains consis-
tent with the SEC’s mission to protect investors,
maintain fair, orderly, and efhicient markets, and
facilitate capital formation. This mission must be
informed by the results of the presidential elec-
tion, and an acknowledgement of the importance
of establishing a regulatory and economic environ-
ment that will help all Americans improve their
financial well-being and save for their children’s
education and for retirement. Necessarily, this
must be buttressed by greater emphasis on finan-
cial education and more clarity in the investment
advisory services and tools available that can help
a wider population of the American public achieve
its financial goals.
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Il. The Political Landscape:
Presidential Orders and Executive
Actions

The SEC’s agenda during Chair White’s ten-
ure was influenced by the international Financial
Stability Board (FSB) and the US Financial Stability
Oversight Counsel (FSOC) and their focus on the
systemic risks of the asset management industry fol-
lowing the financial crisis. This influence propelled
regulations aimed at minimizing perceived risks,
such as money market fund reform and other ini-
tiatives conceived under the Dodd-Frank Act, for
instance, stress testing for asset managers or designa-
tion of certain asset managers as systemically impor-
tant financial institutions (SIFIs).!

Under President Trump’s administration, we can
expect to see much less control over the SEC by the
ESB and FSOC, a shift to deregulation, and more
focus on the costs of regulation. The president issued
an executive order which requires the secretary of the
treasury to consult with the heads of the member
agencies of FSOC (which includes the SEC chair) to
identify any laws, regulations, guidance, reporting,
and recordkeeping requirements that inhibit federal
regulation of the US financial system in a manner
consistent with the core principles. The order details
the core principles, notably one of which is to fos-
ter “economic growth and vibrant financial markets
through more rigorous regulatory impact analysis that
addresses systemic risk and market failures.”> While
the executive order does not mention the Dodd-
Frank Act by name, the order does create a framework
pursuant to which Dodd-Frank is expected to be
revisited and reformed. The Financial CHOICE Act
(CHOICE Act), first proposed in September 2016,
similarly calls for revisiting a number of provisions of
the Dodd-Frank Act, including the power of FSOC
to designate non-bank financial institutions as SIFIs.?

President Trump also signed a separate executive
order freezing all federal hires and federal rulemak-
ing. While the White House issued a memoran-
dum clarifying that the order does not apply to an



independent regulatory agency like the SEC, the
memorandum encouraged those independent agen-
cies “to identify existing regulations, that, if repealed
or revised, would achieve cost savings that would
fully offset the costs of new significant regulatory
actions.”® In addition, legislation has been pro-
posed in the House, the SEC Accountability Act,
that would require more cost-benefit analysis from
the SEC to advance new regulation. If passed by
Congress, many believe it could stymie, if not pre-
vent, significant new rulemaking.®* The CHOICE
Act also contains a number of provisions that could,
if enacted, impact SEC rulemaking, including rules
requiring Congress to approve major SEC rules that
have a specified, expected impact on the US econ-
omy and a requirement for the SEC to analyze the
impact of new rules and review existing rules.

While the SEC is an agency independent of the
executive and legislative branches, perhaps the great-
est area of President Trump’s influence over the SEC
is his ability to nominate the candidates to fill the
two current vacancies on the Commission in addi-
tion to nominating the new chair. (President Obama
had nominated a candidate for each of the two open
seats, but the candidates were never confirmed by the
Senate.) With five seats total on the Commission, the
new Commissioners will serve along with the two cur-
rent Commissioners—Republican Michael Piwowar
and Democrat Kara Stein, with Commissioner
Piwowar serving as acting chair until Jay Clayton is
confirmed. The Republican-controlled Congress will
also determine the size of the SEC’s budget, which
can be expected to have a significant impact on the
SEC’s operations and initiatives.

lll. Possible Areas of Regulatory Focus

A. Fiduciary Standard for Brokers and
Investment Advisers

1. Department of Labor (DOL) Fiduciary Rule
(DOL Rule)

With President Trump in office just a few
weeks, it has become clear that the DOL Rule with
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a compliance date of April 10, 2017, will likely not
survive in its current form. The rule, aimed at protect-
ing investors, requires financial advisers that receive
compensation for making individualized investment
recommendations to a retirement plan participant
or Individual Retirement Account (IRA) owner to
comply with a fiduciary standard to act in the cli-
ent’s “best interest.” Currently, retirement account
advisers, who are registered broker-dealers but not
registered investment advisers, are held to a lesser
“suitability” standard that allows them to recom-
mend products that are suitable based on the inves-
tor’s financial and other circumstances. The DOLs
intention in adopting the DOL Rule was to mitigate
the conflicts of interest that incentivize retirement
advisers to prefer one product over another in the
form of higher commissions or other payments.

On February 3, 2017, President Trump took
executive action on the DOL Rule to ask the sec-
retary of labor to consider rescinding or revising
the rule. The presidential memorandum directs
the secretary to determine whether the DOL Rule
may “adversely affect the ability of Americans to
gain access to retirement information and financial
advice.” It directs the DOL to publish for notice
and comment a proposed rule rescinding or revis-
ing the rule if it determines that the rule is likely to
harm investors due to a reduction of access to certain
retirement products, result in disruptions within the
retirement services industry that may adversely affect
investors, or cause an increase in litigation and an
increase in the prices that investors must pay to gain
access to retirement services.® In light of the presi-
dential directive, Acting Secretary of Labor Edward
Hugler issued a statement saying the DOL would
consider its legal options to delay the rule’s appli-
cability date. Because the DOL Rule was already
effective, either legislation or further rulemaking suf-
ficient to survive scrutiny under the Administrative
Procedures Act is needed to rescind or revise the
rule. On February 9, 2017, the DOL sent a proposal
to delay the DOL Rule to the Office of Management
and Budget. On March 2, the proposal was publicly
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released. It includes a delay of the rule’s applicability
date for 60 days with a 15-day comment period. The
likelihood of the delay has created substantial uncer-
tainty for the industry.

Many have criticized the DOL Rule as being
overly complicated and having a number of unin-
tended consequences. Critics have suggested that the
DOL Rule would put smaller advisory or broker-
age firms out of business due to the costs of com-
pliance. They have also argued that the DOL Rule
would limit retirement product choices for investors
and result in those Americans who do not have large
investment accounts getting priced out of receiving
traditional investment advice. Critics also claim the
rule would give the plaintiff’s bar a private right of
action, which would add to the associated, overall
Costs.

Given the timing of the April 10, 2017 com-
pliance date of the DOL Rule, however, firms have
already spent millions of dollars working toward
compliance and revisiting their fee and commission
structures. In the mutual fund industry, interme-
diaries that sell mutual funds to retirement plans
have worked toward changing their compensation
models, platforms, and offerings. Fund complexes
have begun to register new share classes and revise
fund prospectuses to accommodate the expectations
of those intermediaries. The rule has already begun
to shape the direction of the fund industry and fee
structures (even outside the retirement space) and
some believe it has contributed to the flight to pas-
sively managed index funds to the detriment of active
fund managers. The sharper focus on fees and invest-
ment performance by the broker-dealer and advisory
platforms should benefit mutual fund investors. It is
unlikely these sweeping changes will be dialed back
even if the DOL Rule is delayed or rescinded.

2. Possibility of a Coordinated DOL and
SEC Fiduciary Rule

A plausible outcome that would allow the indus-
try to capitalize on all the work that has been done
and money spent working toward compliance with
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the DOL standards is a coordinated effort between
the SEC and the DOL toward a workable fiduciary
standard. It is unclear as of the date of this writing
whether the SEC will pursue such an approach.
This approach, however, has gained support from
the industry, including the Investment Company
Institute (ICI). In a statement issued February 3,
2017, ICI President and CEO Paul Schott Stevens
said, “(The) ICI supports a delay in implemen-
tation of the current DOL fiduciary rule. The
Administration should use this time to address flaws
in the rule and pursue a harmonized standard across
the retail and retirement marketplace, coordinat-
ing with the Securities and Exchange Commission
to ensure investors best interests are paramount.”
This coordinated approach would protect American
investors by ensuring that both brokers and advis-
ers are required to act in their clients’ best interests
for both retirement and retail accounts and, pre-
sumably, require more transparency about the scope
of the services provided, and the related fees and
any conflicts.

The Dodd-Frank Act required the SEC to con-
duct a study to evaluate the effectiveness of the
standards of care that apply to broker-dealers and
investment advisers when providing personalized
investment advice to retail customers. The findings
and recommendations of the SEC’s study were pub-
lished in January 2011 (2011 Study).” In the 2011
Study, the SEC Staff emphasized that advice should
be provided in the best interests of retail custom-
ers, without regard to the conflicts of interest of the
adviser or broker-dealer providing the advice, and
that the standard be no less stringent than currently
applied to investment advisers under the Investment
Advisers Act of 1940 (Advisers Act). In March 2013,
the SEC issued a release in which it requested data
concerning standards of conduct and the potential
harmonization of certain other aspects of broker-
dealer and investment adviser regulation. In the
release, the SEC clarified that a uniform fiduciary
standard would not necessarily require all firms to:
(a) provide the lowest cost alternative; (b) stop offering



proprietary products; (c) charge only asset-based
fees (as opposed to charging commissions); and
(d) continuously monitor all accounts.?

Before leaving office, on November 15, 2016,
Chair White testified before the Committee on
Financial Services of the House of Representatives
and reiterated her support for a uniform fidu-
ciary standard of conduct for broker-dealers and
investment advisers. She noted the challenges and
complexities of developing a uniform fiduciary
standard, including “how to define the standard,
how it would affect current business practices, and
the nature of the potential effects on investors, par-
ticularly retail investors.” She explained that the
SEC Staff had developed a framework for the rule
which had been provided to the Commission for its
consideration.’

In working toward a solution, it seems impor-
tant for the SEC and its Staff to remember the
goals that support establishing a uniform fiduciary
standard. A primary goal is to do away with the
investor confusion that many believe exists in the
current model. Not all retail customers understand
the different standards of care that apply to broker-
dealers and investment advisers or that the “finan-
cial advisers” or “wealth managers” that they work
with are not required to act in their customer’s
best interests. And, not many investors are likely
to understand that if the DOL Rule were to move
forward, their broker would be a fiduciary sub-
ject to the best interests standard for their retire-
ment account but not for their retail account in
the absence of a rule from the SEC. Many indus-
try players now support the uniform, best interest
standard, as long as it preserves investor choice in
terms of fee structures and provides for a principles-
based, consistent approach for client disclosures
and mitigating conflicts.” This will require some
analysis of, and accounting for, the differences in
the scope and range of the services provided from
one firm to another, such as transaction-based
advisory services versus ongoing financial planning
advisory services.
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3. The Fiduciary Standard and
Rule 12b-1 Fees and Sales Loads

The DOL Rule has already had a tremendous
impact on mutual fund share classes with Rule 12b-1
fees and sales loads. The traditional share class struc-
ture used by most fund groups with front-end loads
on Class A shares, as well as sub-transfer agency and
Rule 12b-1 fees that often vary by fund family or
fund type, raised a number of conflicts under the
DOL Rule. The long-term effect of the DOL Rule
on Rule 12b-1 remains to be seen, but many have
speculated that share classes with Rule 12b-1 fees
will not survive in the long term, at least not in the
retirement space. This has presented an interesting
intersection with what is known in the industry as
“distribution in guise,” the idea that funds may be
paying for distribution outside of a Rule 12b-1 fee,
through sub-transfer agency, administrative or other
shareholder servicing fees. This movement away
from Rule 12b-1 fees may make the issue of distribu-
tion in guise more challenging for the industry and
for fund boards.™

There also has been a move toward either lev-
eling or externalizing sales commissions to comply
with the best interests standard. Many fund com-
plexes have begun to register Class T shares, typically
with a 0.25 percent Rule 12b-1 fee and a uniform
2.50 percent front-end sales load (although very
recently some have indicated that they may not move
forward with offering Class T shares as planned due
to the uncertainties in the status of the DOL Rule).
Some intermediaries have begun to consider offering
“clean shares” on their platforms, prompting some
fund groups to register new share classes or modify
existing ones. This approach has raised questions
under Section 22(d) of the Investment Company
Act of 1940 (1940 Act), which fixes the prices at
which fund shares may be offered, including any
applicable sales charges, to the prices described in
the prospectus. In an interpretive letter issued to
Capital Group in January 2017, the SEC Staff clari-
fied that the Section 22(d) restrictions do not apply
to a broker acting as agent on behalf of its customers
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that charges commissions for effecting transactions
in clean shares (defined in the letter as a class of
shares with no front-end load, deferred sales charge,
or other asset-based fee for sales or distribution) or
to the principal underwriter of clean shares entering
into a selling agreement with such a broker.” The
letter enables an intermediary to apply its own sales
loads without requiring the fund to register a new
share class for each intermediary, similar to the pro-
posed but never adopted Rule 6¢-10(c) (proposed
in connection with the Rule 12b-1 reform), which
would have permitted intermediaries selling fund
shares to set their own commissions.” The letter
explicitly states that it does not address whether a
broker may receive revenue sharing payments from
a fund adviser. Sub-transfer agency fees or service
fees paid for non-distribution services should be
included in the clean shares definition.

Fund complexes also have been contacted by
intermediaries to tailor their sales load variations for
fund share classes that impose sales loads. In an IM
Guidance Update in January 2017, the Division of
Investment Management clarified a fund intermedi-
ary’s ability to establish its own sales load variations
for purposes of Section 22(d), by permitting the
required disclosures regarding each intermediary’s
sales load variations to be included in an appendix to
the statutory prospectus that identifies the name of
the intermediary and the scheduled variations that
apply, which may depend on the type of account
held at the intermediary.™

4. Harmonization of Regulation

The 2011 Study recommended that the regu-
lations affecting broker-dealers and investment
advisers be harmonized “to the extent that such
harmonization appears likely to add meaningful
investor protection.” The study suggested that bro-
ker-dealers and investment advisers who perform
substantially similar functions should be subject
to the same regulation in areas such as advertising,
supervision, and recordkeeping. Many have advo-
cated for taking the most effective elements out of
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each regime in harmonizing the regulations. One
area that may be ripe for reconsideration is the pro-
hibition on client testimonials that applies only to
advisers. The Advisers Act prohibits the use of tes-
timonials in an adviser’s advertisements, while the
Financial Industry Regulatory Authority (FINRA)
testimonial rule applicable to brokers permits the
use, provided certain disclosures are made. In this
age of rapidly available information, investors have
the freedom to consult multiple available sources
to obtain reviews or information about other inves-
tors experiences with an adviser, and disclosures
like those required under the FINRA rule alert
investors to the potential limitations of the testi-
monial within an advertisement. Legislation has
been proposed that would do away with the testi-
monial rule for certain private fund advisers to the
extent that the materials are distributed solely to
sophisticated clients and high net worth individu-

als and comply with the anti-fraud standards under
the Advisers Act.™

B. Mutual Fund Board Governance:
Sharper Focus on Risk Oversight

The regulations involving board governance
practices in the mutual fund industry have allowed
the industry to flourish in the face of inherent con-
flicts and have helped shape strong governance
practices in the wider corporate arena in the United
States.’ Requirements such as a majority of inde-
pendent directors, board self-evaluations, incumbent
independent directors nominating new independent
directors, and independent directors meeting at least
quarterly in executive session have served the fund
industry well and left it remarkably free from scan-
dal with limited exception. These requirements have
helped protect against the conflicts of interest and
industry abuses that prompted Congress to enact the
1940 Act. Under this new administration and a new
SEC chair, it is unlikely there will be any pressure to
make any significant changes to a governance system
that works well, with independent directors acting
as the “independent watchdogs” of the $16 trillion



mutual fund industry where many Americans invest
their retirement savings."”

Historically, the role of the independent fund
director has been focused on areas of conflict of
interest, inherent in the mutual fund structure,
between the fund and the fund’s adviser. Many
have observed, however, that fund director respon-
sibilities have continued to evolve, and even mul-
tiply, from a focus on areas where there is a clear
conflict of interest between the fund and the adviser
toward a greater focus on the board’s role in over-
seeing fund operations and board oversight of the
fund’s risk management, particularly following the
2008-2009 financial crisis.”® Consistent with this
theme, Chair White has referred to fund directors
as “critical gatekeepers.”” Under the new chair and a
newly-constituted Commission, what we might see
or hope to see is an acknowledgement that the role
of the fund director has evolved, and as such, for the
Commission to look for avenues to help indepen-
dent directors do their jobs better, in a way that will
allow them to focus on the greatest areas of potential
risk to the funds on whose boards they serve. This
necessarily must recognize, however, the dividing
line between the roles of independent directors and
fund management.

1. 1940 Act Exemptive Rules

In the first instance, this could include refin-
ing exemptive rules that require directors to pore
through sometimes voluminous materials and
reports in areas that are already overseen by a fund’s
chief compliance officer (CCO), such as Rules 10f-3,
17a-7, and 17e-1 under the 1940 Act. Rule 10f-3
addresses a fund’s participation in an underwrit-
ing in which an affiliate is a participant; Rule 17a-7
addresses cross trades between the fund and another
fund or client managed by the same adviser; and Rule
17e-1 addresses portfolio transactions effected by an
afliliated party. Each of these rules includes specific
director approval requirements intended to address
an adviser’s conflicts of interest. Each rule requires
a fund board to make a specific determination, no
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less frequently than quarterly, that each transac-
tion made during the prior quarter was effected in
compliance with procedures reasonably designed to
provide that the transactions comply with the rule’s
requirements.

In 2010, the SEC Staff issued an interpretive
letter to the Independent Directors Council and
the Mutual Fund Directors Forum clarifying that
it is inappropriate for fund boards to delegate their
responsibility to make the determinations required
under these rules. The letter states that, contrary to
some boards™ practice of delegating the responsibil-
ity to make the determinations required under these
rules to the funds’ CCO under Rule 38a-1, the lan-
guage of each rule requires the board to make such
determinations. The letter clarifies, however, that
boards may rely on summary reports prepared by
the fund’s CCO or other third parties where con-
sistent with the prudent discharge of their fiduciary
duties. The letter cautions boards to confirm there
is a process in place reasonably designed to ensure
that transactions are effected in a manner that is
consistent with board-approved procedures and the
relevant rules.?° As a result, boards continue to make
the required determinations and receive quarterly
reports relating to these exemptive rules.

These exemptive rules are highly technical in
nature and some argue there is little room for inde-
pendent fund directors to provide meaningful input
or oversight beyond that already provided by the
fund’s CCO, who reports to the independent direc-
tors. Nonetheless, these rules continue to require
the attention of fund directors and require time
on the agendas for fund board meetings. Oversight
of a fund’s compliance with these exemptive rules
is arguably subsumed by the boards oversight of
the compliance program under Rule 38a-1, the
rule that requires funds and their service providers
to adopt and maintain compliance programs that
are “reasonably designed to prevent violations of
the federal securities laws.” That rule also requires the
fund board to appoint the fund’s CCO and for the

CCO to provide an annual report to the board on
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the effectiveness of the compliance program and to
report to the board any material violations of the
program. Reliance on the CCO to review compli-
ance with the exemptive rules would not ignore
the conflicts of interest involved, because directors
would still have oversight responsibility to con-
firm the funds have complied with the rules. This
approach also would seemingly be consistent with
the evolution we have seen in fund director respon-
sibilities toward a greater focus on the board’s role in
overseeing fund operations and its oversight of the
fund’s risk management processes.

2. Focuson Oversight

Recognizing that there has been movement to
greater focus on board oversight of fund operations
and risk management, the Commission and its Staff
can assist fund boards by making sure the board’s role
appropriately remains focused on “oversight” (except
in areas where the 1940 Act already requires otherwise,
such as fair valuation and approval of the advisory
agreements).”’ Consistent with the new administra-
tion’s shift to deregulation, care should be taken to
keep the fund board’s role narrowly defined and not
to needlessly add to the heavy plate of fund directors
those functions that are the traditional role of the
fund’s investment adviser. In the adopting release for
the liquidity risk management program, for example,
the Commission emphasized that the role of the
board in approving a fund’s program is one of “gen-
eral oversight” subject to the exercise of the board’s
“reasonable business judgment.”? To the extent that
it moves forward with proposed Rule 18f-4 relating
to derivatives risk management programs for invest-
ment companies or issues a reproposal of the rule,?®
the Commission should take a similar approach to
carefully review and clarify the appropriate role of the
board. Under the current proposal, the board would
effectively be intimately involved in setting derivatives
exposure levels and reviewing risk-based segregation
procedures, based on complicated risk measures (such
as Value at Risk or VaR), which are beyond the under-
standing and expertise of most fund directors, and
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should be the responsibility of the adviser who has the
requisite expertise.?*

Within the industry and at the SEC, however,
we should expect to see continued focus on the fund
board’s role in overseeing the fund’s risk manage-
ment process employed by the adviser. This oversight
responsibility stems in the first instance from prin-
ciples of state law fiduciary duties of care and loyalty,
under the exercise of the board’s informed, reason-
able business judgment.”® The board’s oversight of
risk management is often cited in reference to areas
such as the following: oversight of key service pro-
viders, cybersecurity, business continuity planning,
and fund investments and use of derivatives.?® These
areas also have implications for director responsi-
bilities under the 1940 Act, including Rule 38a-1,
and other federal securities laws. In treading into
this complex area of risk management oversight,
fund boards may be well-advised to first request that
the adviser map out the areas of greatest risk to the
funds, including emerging risks, and explain the
steps taken by the adviser to identify, manage, and
mitigate those risks.

3. Rule 12b-1 Factors and Quarterly Reports

While the future or prevalence of Rule 12b-1
fees may be in question under the DOL Rule and the
possibility of a SEC rule requiring a uniform fidu-
ciary standard, for the foreseeable future fund boards
will still be required to renew and approve Rule
12b-1 plans. Many in the industry, including the
SEC itself, have recognized that the factors outlined
in the SEC’s release adopting Rule 12b-1 in 1980
are outdated and no longer relevant.”” Fund boards
would benefit from updated guidance from the SEC
or its Staff as to relevant considerations or at least
an affirmative withdrawal of those outdated factors,
particularly under this evolving distribution land-
scape. In its 2007 report, the ICI’s Working Group
on Rule 12b-1 noted that “[b]oard involvement in
fund distribution arrangements should stem from
regulatory responsibilities that are consistent with
marketplace realities.” The report recommended that



boards fulfill their oversight role “by focusing on the
full range of activities financed under a fund’s 12b-1
plan and the options and other benefits those activi-
ties provide to the fund’s shareholders.” The report
recommended that the SEC no longer specify the
factors a board should consider in deciding whether
or not to approve or continue a 12b-1 plan and sug-
gested that the SEC eliminate the factors that were
listed in the 1980 adopting release.

Rule 12b-1 also requires that fund directors
review, at least quarterly, a written report of the
amounts so expended and the purposes for which
such expenditures were made. Given the evolution
of Rule 12b-1 payments and their purpose, it would
be worthwhile for the Commission to reconsider
whether these quarterly reports continue to serve
their intended purpose. The ICI's Working Group
report recommended that “[q]uarterly board consid-
eration does not provide any meaningful additional
protection to investors and should be eliminated.”
The report suggested instead that “it would be a
more productive use of their time, if; similar to their
consideration of advisory agreements, fund directors
reviewed and considered this type of information as

part of the annual renewal process.”?®

C. The Impact of Technology on the
Investment Management Industry

The SEC has been criticized in the past for
not keeping pace with developments in technology
that impact the asset management industry and for
allowing outdated rules to sit on its books. Over the
last several years, the SEC has devoted significant
resources to enhancing its own use of technology.
For example, the SEC Enforcement Division Staff
has made use of technology to study performance
aberrations and gone after bad actors.?® The Staff
of the SEC’s Office of Compliance Inspections and
Examinations (OCIE) has used more “data-driven
and risk-based exams” and used technology to evalu-
ate data provided by the firms they are examining
to look for any outlier activity. Within the Division
of Investment Management, there is regular
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coordination between the Risk and Examinations
Office (REO) and the Disclosure and Rulemaking
Offices. REO works with the Disclosure Office to
make sure that the risks REO identifies through its
data reviews are appropriately disclosed to investors.
REO also uses its review of industry data to coor-
dinate with the Rulemaking Office to inform pol-
icy and rulemaking. The new investment company
reporting and data modernization requirements will
provide the Division with enhanced data on portfo-
lio holdings and use of derivatives, securities lending
and borrowings. Because the data will be filed in a
structured data format, it will be easier for the Staff
to analyze in an automated fashion.*®

While the SEC seems to have made strides with
respect to its own use of technology, there is more
work to be done for SEC regulation to keep pace with
the enhancements in technology that are directly
impacting the investment management industry. In
these areas, many advocate for clarification of existing
rules or a “principles-based” approach that will not
stifle the industry’s ability to capitalize on changes
in consumer demands for access to technology. The
SEC sent a message of its focus on technology in
November 2016 when it hosted the Fintech Forum
to discuss financial technology innovation in the
financial services industry. The purpose of the forum
was “to foster greater collaboration and understand-
ing among regulators, entrepreneurs and industry
experts into Fintech innovation and evaluate how
the current regulatory environment can most effec-
tively address these new technologies.”®' Identified
below are possible areas on which the SEC may con-
tinue to focus in the near term that involve technol-
ogy and areas of impact to the industry. Not covered
below but also relevant for future consideration are
the impact of artificial intelligence, blockchain, and
the evolving landscape for mutual fund distribution
to make greater use of mobile accessibility.

1. Social Media

Social media provides an important tool to
enhance financial literacy in the United States, to
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reach a younger demographic of future investors,
and to communicate with a wider population due to
its ready accessibility. It also provides a cost-efficient
way for firms to market their services to clients and
prospective clients and grow their businesses. While
the number of broker-dealer and investment advi-
sory firms with a social media presence continues to
grow, many firms still struggle with how to apply
existing SEC and FINRA rules, such as those relat-
ing to advertising and recordkeeping, to their use
of social media. Many of the applicable regulations
were written before social media was even contem-
plated. Despite the social media guidance that has
been issued to date from the SEC Staff and FINRA,
many firms continue to struggle with how to mini-
mize compliance and regulatory risk in establish-
ing and maintaining a social media presence. As a
result, many firms have not capitalized on all that
social media has to offer as a means to market and
grow their businesses, reach existing and prospective
clients, and educate the investing public. There is a
real opportunity here for the SEC and its Staff to
assist firms in this endeavor by revisiting outdated
rules (such as the recordkeeping rules or testimonial
rule for advisers) and to clarify through nonprescrip-
tive guidance how current standards apply to the
use of social media. This could tie in with an ini-
tiative to harmonize broker-dealer and investment
adviser regulation in establishing a uniform fidu-
ciary standard. Possible areas to further clarify may
include: what constitutes a business communication
on social media and what does not; who is deemed
to be speaking for the firm and how to narrow that
universe; and when a firm will be deemed to “adopt”
content by posting it on social media, keeping in
mind the benefits of pushing content out quickly.
This analysis necessarily must consider that over-
arching all such social media communications is the
protection of the anti-fraud rules.

2. Robo-Advisers

Recognizing the consumer demand for
online automated investment advice, assets under
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management invested through robo-advisers
is expected to hit at least $2 trillion by 2020.
Consistent with President Trump’s stated goal of
improving the standard of living for all Americans,
robo-advisers provide a unique opportunity to
make investment advice more affordable and acces-
sible for all investors regardless of account size.
Focusing on the unique challenges presented by
robo-advisers, many of which have limited human
interaction with their clients, in March 2016,
Chair White stated that the key questions relating
to robo-advisers “are focused on whether and how a
firm meets its Advisers Act obligations, as well as its
fiduciary duties, when it provides only or primarily
automated advice.”*?

In February 2017, the Division of Investment
Management issued an IM Guidance Update on
robo-advisers addressing regulatory issues unique
to the digital platforms.®® It focused on three main
areas: the substance of the disclosure to clients
regarding the robo-adviser’s services; the obligation
to obtain information from the client so that the
robo-adviser can provide suitable investment advice;
and the adoption and implementation of compliance
programs reasonably designed to address particular
concerns relevant to robo-advice. Interestingly, the
IM Guidance Update seems to concede that robo-
advisers can meet their fiduciary obligations, pro-
vided appropriate steps are taken. The IM Guidance
Update offers suggestions as to how robo-advisers
can comply with existing Advisers Act requirements,
recognizing that there may be a variety of means to
do so.

OCIE included examination of robo-advisers
in its 2017 exam priorities, stating that “[e]xami-
nations will likely focus on registrants’ compliance
programs, marketing, formulation of investment
recommendations, data protection, and disclo-
sures relating to conflicts of interest. We will also
review firms compliance practices for overseeing
algorithms that generate recommendations.”** We
should expect additional focus on this growing seg-
ment of the investment management industry and



perhaps more from OCIE following its additional

examinations of robo-advisers.

3. Cybersecurity

Cybersecurity has been an area of focus of the
Commission since at least March 2014, when it
hosted a Cybersecurity Roundtable. In 2015, OCIE
conducted examinations of registrants’ cybersecurity
protocols and later that same year issued a National
Exam Program Risk Alert on cybersecurity.®
Also in 2015, the SEC’s Division of Investment
Management issued guidance for funds and advisers
on the subject.?® That guidance highlighted the need
for fund and adviser compliance programs to address
disruptions in service that could affect a fund’s abil-
ity to process shareholder transactions, including the
fund’s ability to process and redeem shares under
Section 22(e) of the 1940 Act (which prohibits an
open-end fund from suspending the right of redemp-
tion or postponing the date of payment of redemp-
tion proceeds for more than seven days after tender
of a security for redemption) and Rule 22¢-1 under
the 1940 Act (which requires an open-end fund to
sell or redeem shares only at a price based on its net
asset value next computed after receipt of a purchase
order or redemption request). Citing the difficul-
ties encountered in 2015 by clients of BNY Mellon
in calculating the funds’ net asset values and timely
meeting redemptions, Chair White reinforced in a
speech in May 2016 the importance of a fund being
adequately prepared to respond to risks posed by ser-
vice providers and implementing alternative systems
to meet the fund’s regulatory obligations.?

Cybersecurity will continue to be an area of
focus for the foreseeable future due to the wide-
ranging risks it presents to the investment man-
agement industry. OCIE recently announced that
cybersecurity would continue to be among its 2017
examination priorities. Cybersecurity was also men-
tioned in the SEC’s proposal on business continu-
ity planning.?® Mr. Clayton has reflected a focus
throughout his career on the importance of cyber-
security protocols for financial services firms and we
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can expect this to be an area of continued focus and
attention under his Chairmanship.?® This should
extend to the SEC’s own cybersecurity protections,
particularly given the large amounts of proprietary
data requested by OCIE during exams and the new
data reporting under the investment company mod-
ernization requirements.

4. Transmission of Shareholder
Documents by Web Posting

The proposal relating to investment company
reporting modernization included, as one compo-
nent, Rule 30e-3 under the 1940 Act regarding an
optional method for investment companies to trans-
mit shareholder reports by web posting. While the
rest of the regulation on reporting was adopted in
October 2016, electronic delivery did not survive,
largely on the grounds that paper copies were impor-
tant to reach older Americans or others who do not
have ready internet access. Commissioner Piwowar
was vocal about this omission in his vote against the
reporting modernization proposal, citing the “reduc-
tion in costs for fund shareholders” and “the hope
that more investors would read and make greater
use of fund disclosures.”*® The ICI likewise has
been very vocal about the projected savings to the
industry from this option. Aside from opposition
from the paper industries, this could be a relatively
controversy-free undertaking by the Commission in
terms of new regulation that has the added benefits
of cost savings and recognition of the evolution of
technology and how shareholders receive and review
information. Much of the work in terms of the cost-
benefit analysis has already been completed and
the benefits in terms of cost savings to the indus-
try are significant and tangible. As the ICI noted in
its March 14, 2016 comment letter relating to the
proposal, one point to be reviewed is whether the
cost of processing fees imposed by the New York
Stock Exchange (NYSE) rules require funds to pay
more for not delivering paper shareholder reports
than they currently pay to deliver paper reports.
The ICI recommended that the SEC clarify how the
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NYSE fees would apply to the Rule 30e-3 delivery

mechanism.

5. Disclosure Initiatives

We can expect the SEC and its Staff to continue
to focus on how to improve investor disclosures
and leverage technology to do so. For example,
the SEC Staff has expressed continued interest in
building upon the layered approach to mutual fund
disclosure that has worked effectively with the use
of the summary prospectus. Funds are permitted to
deliver to investors a summary prospectus as long
as they make the longer form statutory prospectus
available on the fund’s website. This has the benefit
of saving the industry money in printing costs and
perhaps more importantly, focusing on the most
pertinent information for fund shareholders—the
fund’s principal investment strategies and risks
and the fund’s expenses. Possible future initiatives
the SEC Staff has indicated are in development or
under consideration include: a shorter form share-
holder report and summary prospectuses for vari-
able insurance products.

On March 10, 2017, the SEC’s Office of the
Investor Advocate hosted an Evidence Summit to
discuss how to simplify disclosures to investors,
including possible strategies for raising retail inves-
tors’ understanding of key investment characteristics
such as fees, risks, returns, and conflicts of interest.
The Evidence Summit discussed the use of data and
analysis to design new tools and methods to improve
investor disclosures, including how to modernize
the disclosures through the use of technology. Other
recent initiatives from the Commission include a
proposed rule that, if adopted, would require funds
to use inline XBRL to file mutual fund risk/return
summary information, eliminating the need to tag a
copy of the information in a separate XBRL exhibit,
as currently required. The original purpose of the
current XBRL filing requirements was to make this
summary information easier for investors to ana-
lyze through automated means and compare among
funds. The proposed rule is intended to improve the
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accessibility and quality of disclosures for investors
and lower compliance costs for fund companies.*’

D. Investment Product Innovation

Certainly, investment product innovation will
be driven largely by the impact of the Trump presi-
dency on the markets, including expected rising
interest rates, higher inflation, investment in infra-
structure, and any challenges placed on globalization
and the resulting impact on foreign and emerging
markets. Overall, the market volatility that is likely
to follow an anti-establishment president could
benefit hedge fund strategies and alternative asset
classes. Commodity strategies may also benefit due
to President Trump’s push for more manufactur-
ing and construction, and the increase in precious
metal prices as a result of the political uncertainty.
Against this background, we will look to the SEC
to continue to be flexible when it comes to prod-
uct innovation and to continue to work with the
industry to develop working solutions that allow for
this innovation and result in industry growth. We
likely can expect continued review and development
of the following: exchange-traded funds (including
actively-managed nontransparent exchange-traded
funds (ETFs) or those that use tax harvesting tech-
niques); registered private equity funds; and liquid
alternative funds that use hedge fund-like strategies
and/or make use of derivatives as part of their prin-
cipal strategies.

With a Republican-controlled Commission, we
may see a greater willingness to grant no-action or
exemptive relief that will help facilitate this product
innovation, particularly given the possibility that
advancing SEC rulemaking may become more diffi-
cult in the future as a result of the presidential order,
and the possibility of legislation being enacted such
as the CHOICE Act or the SEC Accountability Act.
There may be an opportunity, however, given the
focus on adopting regulations that will help regis-
trants achieve cost savings to revisit codifying certain
areas of exemptive relief for certain types of funds
and fund structures, such as passively managed



ETFs, multi-manager funds, and fund-of-funds.
Not having the expense and delay of needing exemp-
tive relief could advance the proliferation of ETFs
and other fund structures.

IV. Possible Casualties of
Proposed Rulemakings

What are the likely casualties of proposed or
anticipated SEC rulemaking in the investment
management space under a less regulation-friendly
administration? Possible casualties include antici-
pated or proposed rules on: stress testing, third-party
exams, business continuity plans and transition plan-
ning for advisers; registered investment companies’
use of derivatives and enhanced risk management
measures; and a rule to promote board diversity
which may apply to fund boards.

Anticipated rules on stress testing and third-
party exams may be unlikely to move forward,
largely because they have the taint of the Dodd-
Frank Act and in part because of the challenge of
figuring out an approach in each case that would
work for the industry. In the case of stress testing,
the industry argued that it does not make sense to
require stress testing for advisers because they man-
age client accounts on an agency basis. Third-party
exams have the benefit of supplementing (although
they are not intended to replace) SEC exams, which
could be important if the SEC’s budget is not suf-
ficient to cover the needed examiners and resources,
although many believe it would be costly for the
industry. Board diversity is unlikely to be a prior-
ity under this administration, but would be a wel-
come surprise for some. The business continuity
plan rule was widely-criticized for being part of
an anti-fraud rule rather than guidance under the
existing compliance rule, with many concerned that
firms would be charged for fraud for imperfections
judged in hindsight. Many also believed the topic
was better addressed through guidance than a rule
and that guidance would inherently provide more
flexibility to tailor the plans to a firm’s operations
and risks. Commenters also expressed concern that
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the proposal established an unprecedented level of
accountability for functions carried out by third-
party service providers.

With respect to the derivatives proposal, many
in the industry support having some guidance from
the SEC relating to fund use of derivatives that will
provide more clarity than currently exists. Many
believe that if the derivatives rule moves forward
we can expect to see a less prescriptive approach
than originally proposed. One possibility is the
approach supported by Commissioner Piwowar
which focused on limiting risk through asset segre-
gation, rather than setting limits on notional deriva-
tives exposure. In his dissenting statement to the
rule proposal, Commissioner Piwowar explained
that the “proposed asset segregation requirements
should function as a leverage limit on funds and
ensure that funds have the ability to meet their obli-
gations arising from derivatives.” He aptly suggested
that the Commission wait to adopt the derivatives
rule undil it has had an opportunity to review the
data obtained on fund derivatives use under the new
investment company reporting modernization rules
to determine whether there is any need to further
limit funds” use of derivatives.*?

There has also been some speculation about
whether some of the recently-adopted rules on liquid-
ity risk management, swing pricing, and investment
company reporting modernization would be revis-
ited or delayed, particularly given how costly they
will be for the industry to implement. As of the date
of this writing, there have been no statements from
the SEC or its Staff reflecting any intention to do so.

V. Closing Thoughts

While there has already been a strong push to cut
back on federal regulation across the board from the
Trump administration, the investment management
industry stands to continue to benefit from a strong
regulatory regime that focuses on smart regulation that
can enhance the industry’s future growth while serv-
ing the SEC’s mission to protect investors. Much of
that will almost certainly depend on the Commission’s
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ability to be forward-thinking in terms of the direc-
tion of the industry and the tremendous impact tech-
nology will continue to have in the years to come.
Perhaps more importantly and appropriately under
our populist president, the industry’s future growth
may hinge in part on the Commission’s ability to lis-
ten to the constituency of investors and the demands
they are making on the industry for more product
innovation and access to technology—as well as the
Commissions success in managing and addressing
the associated risks, which stand to hamper investor
confidence in the industry and detract from American
wealth accumulation and retirement savings.
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