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Structured Product and ETP Developments

Have Made Regulators’ Jobs More Difficult

• Equity-linked notes in the late 1980s and early 1990s were issued by operating 

companies in financial distress. These mandatory convertible securities, branded 

PERCS, PRIDES, DECS, ACES, PEPS etc., provided rating agency equity capital and 

preserved deductibility of interest payments.

• Early equity-linked notes were also used by corporations and wealthy investors to 

“monetize” highly appreciated stock positions, shedding risk and deferring taxes. 

• Structured products evolved as underwriters began issuing their own notes with 

payoffs set by other companies’ stocks prices – ELKS, SPARQS, YACHTS, YEELDS 

and STEEPENERS for example. 

• Structures have become more complex and the linked assets include esoteric and 

proprietary indexes. Also, the different incentives of underwriters today serving as 

underwriter and issuer may lead to more complex, less valuable structured products.

• These changes make reasonable basis and client specific suitability analysis and 

regulatory oversight much more difficult.



Autocallable Structured Products on Crude Oil
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and 3x Leveraged and Inverse ETNs on Crude Oil  
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JP Morgan Links Structured Product Payoffs to its 

Proprietary Volatility Index

5September 2015 www.sec.gov/Archives/edgar/data/19617/000089109214003426/e58667_424b2.htm

http://www.sec.gov/Archives/edgar/data/19617/000089109214003426/e58667_424b2.htm


Structured CDs Are Also Linked to Proprietary Indexes

6September 2015 www.raymondjames.com/pdfs/structuredproducts/2013_12_48125TBC8.pdf

http://www.raymondjames.com/pdfs/structuredproducts/2013_12_48125TBC8.pdf


Structured Products
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In the Beginning

Issuers Issued, Underwriters Underwrote
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Citicorp’s 8.25%, 3-Year PERCS,

October 15, 1992

…

…

Citicorp’s 1992 $1 billion Preferred 

Equity Redemption Cumulative Stock 

(PERCS) is an early structured product. 

This 3-year mandatory convertible paid 

an 8.25% annual dividend quarterly. 

It was issued at a time when Citicorp was 

in financial difficulty. Citicorp’s stock 

price had declined from over $30 to 

under $15 in the prior two years.

This offering pre-dates the start of Edgar. To download a copy of the prospectus, please click:

www.slcg.com/OtherStructuredProductResearch/Citicorp%201992%20PERCS%20Prospectus.pdf

http://www.slcg.com/OtherStructuredProductResearch/Citicorp 1992 PERCS Prospectus.pdf
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• At maturity, Citicorp paid the lesser of 

1) the value of a share of 1 share of 

Citicorp stock 

and

2) $20.28.

• Citicorp had suspended its dividend but 

was expected to begin paying $1 per 

share annual dividend.

• PERQS paid $0.30425 dividend 

quarterly.

• Setting aside the PERCS’ dividend and 

the expected Citicorp dividend, this 

payoff similar to owning Citicorp (at 

$14.75) and selling a 3-year call option 

with a $20.28 strike price.

Citicorp’s 8.25%, 3-Year PERCS,

October 15, 1992



Times Mirror’s $39.25 PEPS

Linked to Netscape, March 13, 1996

11September 2015 www.sec.gov/Archives/edgar/data/925260/0000950150-96-000146.txt

Times Mirror issued PEPS (Premium 

Equity Participating Securities) linked to 

the price of  Netscape. 

Times Mirror had acquired pre-IPO 

Netscape shares and seen their value 

skyrocket and start to fall back to earth.

The PEPS allowed Times Mirror to sell its 

Netscape stock without triggering capital 

gains taxes and deduct interest payments.

http://www.sec.gov/Archives/edgar/data/925260/0000950150-96-000146.txt
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• Times Mirror paid 4 ¼% 

interest.

• At maturity, Times Mirror paid 

1) the value of a share of 1 share 

of Netscape stock if < $39.25, 

or 

2) $39.25 plus 87% of any excess 

above $45.14.

• Times Mirror deferred taxes for 

5 years, shed the downside risk 

in Netscape, kept the first 15% 

upside, and 15% of any further 

gains.

Floyd Norris, “Times Mirror to Cash In on Netscape's Rise” New York Times, March 5, 1996.

http://www.nytimes.com/1996/03/05/business/times-mirror-to-cash-in-on-netscape-s-rise.html

Times Mirror’s $39.25 PEPS

Linked to Netscape, March 13, 1996

http://www.nytimes.com/1996/03/05/business/times-mirror-to-cash-in-on-netscape-s-rise.html
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Underwriters as Issuers

Create Significant Additional Conflicts of  Interest
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Lehman Brothers’ 5% YEELDS

Linked to Cisco Systems, March 3, 1998

Lehman’s 1998 $1 million Yield 

Enhanced Equity Linked Debt Security 

(YEELDS) is an early example of  a 

structured product being issued by a 

brokerage firm linked to the stock of  

another company.

This 3-year product paid an 5% annual 

interest quarterly. 

Lehman Brothers had the option to settle 

in cash or in stock.

http://www.sec.gov/Archives/edgar/data/806085/0001047469-98-008488.txt

http://www.sec.gov/Archives/edgar/data/806085/0001047469-98-008488.txt
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• At maturity, Lehman paid the lesser of 

1) the value of a share of 1 share of 

Cisco Systems’ stock (or the stock 

itself at Lehman’s option)

and

2) $100.75.

• YEELDS paid $0.83 dividend quarterly.

• Setting aside the YEELDS’ dividend and 

the expected Cisco Systems’ dividend, 

this payoff similar to owning Cisco 

Systems (at $66.50) and selling a 3-year 

call option with a $100.75 strike price.

• Looks a lot like the Citicorp PERC on 

slides 8 and 9.

Lehman Brothers’ 5% YEELDS

Linked to Cisco Systems, March 3, 1998



16September 2015 www.sec.gov/Archives/edgar/data/806085/000091205701006354/a2039618z424b2.txt

Lehman Brothers $1,000 Notes

linked to Cendant, February 16, 2001

http://www.sec.gov/Archives/edgar/data/806085/000091205701006354/a2039618z424b2.txt
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• Lehman Brothers issued 5-year, 

0.25% (annual, paid semi-

annually).

• At maturity, Lehman Brother 

paid  the accrued interest and the 

greater of 1) $1,000 and 2) $1,000 

plus 74% of any excess above 

134.6% of the initial Cendant 

stock price.

• This was an early “principal 

protected note”, or PPN.

www.sec.gov/Archives/edgar/data/806085/000091205701006354/a2039618z424b2.txt

Lehman Brothers $1,000 Notes

linked to Cendant, February 16, 2001

http://www.sec.gov/Archives/edgar/data/806085/000091205701006354/a2039618z424b2.txt


18September 2015 www.sec.gov/Archives/edgar/data/806085/000091205701503335/a2039532z424b2.txt

…

…

• Lehman Brothers issued 1-year, 

Risk AdjustiNG Equity Range 

Securities (“RANGERS”) notes  

with zero coupon.

• This was an early reverse 

convertible.

Lehman Brothers $1,000 RANGERS,

March 8, 2001

http://www.sec.gov/Archives/edgar/data/806085/000091205701503335/a2039532z424b2.txt
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Lehman Brothers $1,000 RANGERS,

March 8, 2001

www.sec.gov/Archives/edgar/data/806085/000091205701503335/a2039532z424b2.txt

1. At maturity, Lehman Brother 

paid  $140 plus the lesser of 

• $1,000 or

• $1,000 times the ratio of final 

NASDAQ-100 index level to 

85% of the 1,938.15 initial 

level.

2. $140 looks like accumulated 

coupons paid in arrears at 

maturity but is largely option 

premium for granting LB 

short, 15% out-of-the-money 

put options on the NASDAQ. 

http://www.sec.gov/Archives/edgar/data/806085/000091205701503335/a2039532z424b2.txt
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www.sec.gov/Archives/edgar/data/1053092/000095010312004245/dp32342_424b2-u696.htm

Credit Suisse’s Capped and Leveraged Dual Directional, 2012 

• Dual Directional 

structured products 

have been issued in the 

US since late 2011.

• They evolved from 

absolute return barrier 

notes (ARBNs), which 

were common before 

2010.

http://www.sec.gov/Archives/edgar/data/1053092/000095010312004245/dp32342_424b2-u696.htm
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Capped and Leveraged Dual Directional Structures Are 

Amongst Most Complex 
• At maturity, the investor receives 

1.5 times the gain, capped at 

26%.

• If the index is below the initial 

value but was always above the 

trigger, the investor receives as a 

gain the absolute value of the 

decline in the index. 

• If index is ever below the trigger 

(70% of initial), the investor 

suffers losses equal to any decline 

in the index.

http://slcg.com/pdf/workingpapers/DualDirectional.pdf

http://slcg.com/pdf/workingpapers/DualDirectional.pdf
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Autocallable Structured Products are Reverse Convertibles 

With Even More Unfathomable  Contingencies  

http://slcg.com/pdf/tearsheets/90267F287.pdf

http://slcg.com/pdf/tearsheets/90267F287.pdf


Exchange Traded Funds

& 

Exchange Traded Notes
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Leveraged & Inverse ETFs

• Leveraged ETFs return, on a daily basis, a multiple of  the return to a 
particular index.

– If  an index increases by 2%, a 2X levered ETF will increase by 4%.

• Inverse ETFs return, on a daily basis, the opposite return of  the index.

– If  an index increases by 2%, an inverse ETF will decrease -2%.

• Inverse Leveraged ETFs return, on a daily basis, a multiple of  the opposite
return of  the index

– If  an index increases by 2%, a 2X levered ETF will return -4%.

• Importantly, these products are designed to deliver these returns on  a daily 
basis, not over longer terms. They do NOT deliver their stated objectives for 
longer than one day.



Leveraged and Inverse ETFs Both Lose

September 2015 25

Between November 16, 2008 and November 16, 2009 the Russell 1000 Financial Services Index was up 11.2%. The +3 FAS was down

68% and the -3 FAS was down 97%. Leveraged and inverse ETFs suffer large losses if  underlying is volatile because of  daily rebalancing.



Upward Sloping Futures Term Structures Cause Losses

September 2015 26

VIX and VIX Future Prices on October 4, 2010
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Futures-Based ETFs Like USO Lose to “Roll Yield”

Futures-based ETFs maintain average term of  futures contracts, purchasing futures contracts, holding for some time and selling. If  the 

futures term structure is upward sloping and unchanging, the ETF loses value as a result of  buying high and selling lower. This is especially 

true for commodities with high storage costs like oil. WTI Crude spot price was the same on December 10, 2007 and three years later on 

December 10, 2010.  USO was down 46% over that period, USL which trades longer dated oil futures contracts was down only 18.%
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VXX, a Futures-Based ETN, Also Loses to “Roll Yield”

Futures-based ETFs maintain average term of  futures contracts, purchasing futures contracts, holding for some time and selling. If  the 

futures term structure is upward sloping and unchanging, the ETF loses value as a result of  buying high and selling lower. This is especially
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Losses Due to “Roll Yield” Apparent Before VXX IPO 

Futures-based ETFs maintain average term of  futures contracts, purchasing futures contracts, holding for some time and selling. If  the 

futures term structure is upward sloping and unchanging, the ETF loses value as a result of  buying high and selling lower. This is especially



SEC Requests Comments on ETFs and ETNs

September 2015 30http://www.sec.gov/rules/other/2015/34-75165.pdf

D. Broker-Dealer Sales Practices and Investor Understanding and Use of ETPs 

The Commission seeks comment on the use of ETPs by investors and the ways in which ETPs are recommended 

or sold to investors, particularly retail investors. In particular, the Commission seeks comment on the extent to 

which individual investors buy or sell ETPs with complex investment strategies based on the recommendation of 

a broker-dealer and the extent to which individual investors understand the nature and operation of such ETPs. 

The Commission also seeks comment on how broker-dealers meet their obligations to customers when 

recommending ETPs. ... 

36. How effective are the suitability requirements applicable to brokerage accounts in addressing broker-dealer 

sales practices for ETPs in light of the breadth of available ETP options and the growing complexity of ETP 

investment strategies? 

38. Do investors have access to sufficient information to understand ETPs, how ETP Securities trade, the costs 

associated with trading ETP Securities, and how their prices and valuations are determined, particularly as ETPs 

encompass increasingly complex benchmarks, asset classes, and investment strategies? … 

41. Do broker-dealer communications concerning ETPs provide enough information for a retail investor to 

evaluate the facts concerning ETPs? …

43. Should broker-dealers have additional responsibility to make available or provide information to investors 

about the risks of investing in ETPs with complex strategies prior to making a recommendation or accepting a 

customer order for such securities? … 

http://www.sec.gov/rules/other/2015/34-75165.pdf
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Proprietary Indexes



Proprietary Indexes

1. Third-party indexes reflecting zero trading cost investments in broad diversified asset 

classes have served as benchmarks for 90 years and reference assets for 25 years (e.g., 

S&P500, DJIA, NASDAQ, LB Bond). These indexes were/are conflict free.

2. Proprietary indexes might be developed to estimate returns to alternative asset classes 

(commodities, volatility, currencies, interest rates) or to save on licensing costs. 

3. Some issuers link payments from ETNs and structured products they issue to 

proprietary indexes they create with phantom trading costs – huge conflict.

4. Plenty of examples that underwriters are succumbing to the opportunity to publish an 

index with the primary purpose of linking with their structured products or ETNs.

5. These structured products are much more difficult to value than structured products 

linked to a third-party index.

6. With structured products linked to proprietary volatility indexes and structured CDs 

the industry may have jumped the shark.

32September 2015



SEC Recently Questioned Proprietary Indexes 

September 2015 33

…

One significant development we have observed is the increasing use of complex or proprietary indices or non-security 

assets

The use of complex or proprietary indices in structured notes raises some interesting questions – what type of retail 

investor are these sold to and how can they understand the disclosure? We have seen many structured notes with 

payouts and indices that use highly complex formulas to determine how the index is valued, including fees and costs that 

are embedded into the index performance and therefore impact what an investor may realize on the notes – I’ve heard 

even learned counsel say that they find certain indices or notes hard to describe narratively and counsel thinks that the 

formula disclosure provides sufficient information about how investors will be paid on the notes.

I don’t know how many of you are mathematicians who may be able to figure out complex formulas but I can assure you 

that the retail investor is not – with that – I wonder how disclosure alone of such formulas could provide the retail 

investor, or even other “reasonable investors” the information they need to make informed investment decisions.

I also wonder how many brokers and advisors who sell these products to retail investors actually understand what they 

are selling; both how the notes will pay out and what the related risks are in these notes. …

My office is concerned that for some complex indices or referenced assets or issuers there may be a lack of transparency 

about the index, asset or issuer at the time of issuance and on an ongoing basis. This raises the potential that there may 

not be full and fair disclosure to the investor about the structured product that they own or will be purchasing.

…Amy M. Starr, Chief, Office of  Capital Market Trends, May 14, 2015 “Structured Products – Complexity and Disclosure – Do Retail

Investors Really Understand What They Are Buying and What the Risks Are?”

http://www.sec.gov/news/speech/speech-amy-starr-structured-products-.html

http://www.sec.gov/news/speech/speech-amy-starr-structured-products-.html


JP Morgan’s Proprietary Volatility Index

34September 2015

• “Maintains long exposure to the 2-month point on the VIX futures curve” similar to 

exchange-traded VXX or VXZ. 

• “An opportunistic short position at the 1-month point on the VIX futures curve,” similar to 

XIV, “is activated during certain market scenarios.”

www.sec.gov/Archives/edgar/data/19617/000095010313000005/dp35194_fwp-factsheet.htm

http://www.sec.gov/Archives/edgar/data/19617/000095010313000005/dp35194_fwp-factsheet.htm
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𝐼𝑛𝑑𝑒𝑥 𝑡 = 𝐼𝑛𝑑𝑒𝑥 𝑡 − 1 × (1 + 𝑅𝑒𝑡𝑢𝑟𝑛 𝑡 )

𝑅𝑒𝑡𝑢𝑟𝑛 𝑡 = 𝐺𝑟𝑜𝑠𝑠𝑅𝑒𝑡𝑢𝑟𝑛(𝑡) − 𝑅𝑒𝑏𝐴𝑑𝑗𝐴𝑚𝑜𝑢𝑛𝑡 𝑡 − 0.75%∆𝑡

𝐺𝑟𝑜𝑠𝑠𝑅𝑒𝑡𝑢𝑟𝑛 𝑡 = 𝐿𝑜𝑛𝑔𝑅𝑒𝑡𝑢𝑟𝑛 𝑡 − 𝑆ℎ𝑜𝑟𝑡𝑃𝑜𝑠 𝑡 − 1 × 𝑆ℎ𝑜𝑟𝑡𝑅𝑒𝑡𝑢𝑟𝑛 𝑡

• Rebalancing adjustment amount:

“is intended to approximate the slippage costs…that would be experienced by a 

professional investor seeking to replicate the hypothetical portfolio contemplated by the 

Index at prices that approximate the official settlement prices…of the relevant VIX 

futures contracts.”

• Short return represents exposure very similar to XIV (short 1 month VIX futures), long 

return (long 2 month VIX futures) is similar to VXX (long 1 month VIX futures) or VXZ 

(long 4-7 month VIX futures).

JP Morgan’s Strategic Volatility Index’s Embedded Fee



JP Morgan’s Strategic Volatility Index 

Embeds Unnecessary 7-17% Annualized Fee

36September 2015
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D O U G L A S  C U M M I N G

P R O F E S S O R  A N D  O N T A R I O  R E S E A R C H  C H A I R

Y O R K  U N I V E R S I T Y  S C H U L I C H S C H O O L  O F  B U S I N E S S

DOL Proposal, and 
Fiduciary Duty Standards

in Canada, UK, and Australia
38



DOL Proposed Fiduciary Rule

 Require more retirement investment advisers to put their client's best interest first, by 
expanding the types of retirement investment advice covered by fiduciary protections. 

 Carve outs
 Carve out sales pitches to plan fiduciaries with financial expertise. 

 Commits the firm and adviser to providing advice in the client's best interest.

 Warrants that the firm has adopted policies and procedures designed to mitigate conflicts of 
interest. 

 Clearly and prominently discloses any conflicts of interest, like hidden fees often buried in 
the fine print or backdoor payments, that might prevent the adviser from providing advice 
in the client's best interest

39



Canada

 Common Law Fiduciary Duty When:
1. Vulnerability
2. Trust
3. Reliance
4. Discretion
5. Professional Rules or Codes of Conduct
 More on slides 5 and 6

 Statutory Duty for advisors or dealers in Alberta, Manitoba, Newfoundland and New Brunswick

 Broader statutory rule across Canada being debated
 Some worry it is a “proposed solution without a problem” – what is the market failure or harm that is not already covered off?

 Possibly: enforcement is easier(?)

 Issue of Mutual Fund Fees has taken center stage
 More next slide

40



Mutual
Fund
Flows

Alpha
(Risk
Adjusted
Performance)

Possible effect 1: 
recommend products regardless of past performance

Possible effect 2: 
Don’t recommend selling 
products with worse past performance

UK and Australia: Banned these commissions
That possibly create conflicts of interest

41



RE:  TRANSPACIFIC SALES LTD. (OCA) AND THE EXTENT OF THE “KNOW YOUR CLIENT” 
AND “SUITABILITY” OBLIGATIONS

 In Transpacific, the plaintiff (Abrams) invested about $300,000 in two private placements in private companies through the defendant broker Sprott Securities. He suffered a 
total loss in relation to these investments, and sued the broker.  He succeeded, although the trial court (affirmed by the Court of Appeal) deducted 50% from his damages for his 
contributory negligence.  Here are some of the pertinent points.

 Abrams, the plaintiff, was found to be “an intelligent and astute businessman”, had extensive experience in many different types of investments, had 10 different brokerage 
accounts, invested aggressively for short term gains in a variety of different types of investments, actively managed his account (instructing his broker what to buy and sell), 
monitored his investments very closely on a day-to-day basis, was “by no means dependent” on his broker in choosing investments, had twice weekly discussions with his 
registered representative, and had borrowed up to $800,000 for purposes of investment.

 The account in question was not actively managed.  The plaintiff made his own investment decisions.  This included the decision to invest in the two investments under 
consideration (which were merely introduced to the plaintiff by the broker).

 On some of his KYC forms at the different brokerages at which he had accounts, he was listed as being “sophisticated”.  On the KYC form at the defendant firm, he was listed as 
having “good” investment experience, but his broker at Sprott testified that she reserved the “sophisticated” category for professional institutional investors.

 The plaintiff signed a subscription agreement in respect of the two investments under litigation in which he:
 Declared that he was able to bear the economic risk of the investments;
 Declared that he was knowledgeable, sophisticated, and experienced in business and financial matters;
 Declared that he was "capable of evaluating the merits and risks of the investments”;
 Agreed that he intended that his representations and acknowledgements would be relied upon by Sprott; and
 Acknowledged that he could lose all of his investment.

 Despite all of these factors, the defendant broker was found to have been negligent in failing to advise the plaintiff of the risks associated with the particular investments in 
question. 

42



Know Your Client (KYC) and Suitability Obligations

43

 The Nature of the KYC Obligation

1. The Basic Duty: Ascertaining Financial Situation, Investment Knowledge, 
Investment Objectives, and Risk Tolerance

2. KYC is a “Dialogue” Requiring the Dealer to Exercise Due Diligence

3. KYC Includes a Duty to Inform and Explain

4. KYC Requires Complete Account Documentation

5. KYC Requires Periodic Updating of the Account Documentation

 The Nature of the Suitability Obligation and its Corollary, the Know-
Your-Product Obligation



United Kingdom

 June 2006 Retail Distribution Review

 Statutory Duty to act in Client’s Best Interest

 “Qualified Best Interest Standard”

 2 Tiers of Advice

 Independent Advice

 Restricted Advice

 Prohibition on embedded commissions

 Professionalism

 Code of ethics, degree/qualifications, 35 hours training / year, Statement of Professional 
Standing

44



European Union

 November 2007 Mifid (Markets in Financial Instruments Directive)
 “Act Honestly, Fairly, and Professionally in Accordance with the Best Interests of 

Clients”

 October 2011 – Mifid 2 (account for new financial products, ways of 
trading)

 No embedded commissions

 Disclosure of independent advice
 whether it is broad or on a restricted market, and ongoing with updates based on 

developments in the market
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Australia

 November 2009 Australian Parliamentary Joint Committee on 
Corporations and Financial Services

 Recommended fiduciary standard

 Following financial collapse of some institutions

 2010 Australian Future of Financial Advice

 Qualified Best Interest Standard

 Prohibition on embedded commissions

 Safe harbors to accommodate scaled advice

 Scaling must be in the client’s best interest

 Reasonable investigation as to what is the best interests

46



Issues with Statutory Fiduciary Duty

 Lowers the quality of advice?
 Worse advice for smaller investors?

 No more cross-subsidization of advice?

 How to reconcile the prohibition on types of products sold for retirement accounts with 
innovation in financial products

 Irrelevant given common law developments?
 What is the harm in practice that is not already accounted for at common law?

 Would “cold calls” trigger a fiduciary obligation?
 Recall my 2nd 47slide

 Inconsistent obligations
 Recommend products that your firm does not sell?!
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