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By Craig Moreshead, Esq., Foreside*

Responding to the SEC’s Sharpened Focus on Conflicted 
Compensation

Compliance issues and violations re-
lated to advisory fees, expenses and oth-
er compensation can prove very costly 
for an advisory firm. While advisory com-
pensation has always been a concern of 
securities regulators, in recent years the 
focus has sharpened. In 2018, the SEC 
launched a major self-disclosure initia-
tive related to share class selection and 
12b-1 fees. In 2019, the SEC’s exami-
nation priorities have focused on firms 
with business models that may foster 
compensation conflicts, including wrap 
fee programs and the use of affiliated 
service providers and products. More re-
cently, we’ve seen enforcement actions 
against firms related to their revenue 
sharing practices. 

Full disclosure of fees, expenses, 
compensation and conflicts has his-
torically been the regulatory mantra for 
compliance. Recent trends, including 
the Share Class Selection Disclosure 
Initiative (“SCSD Initiative”), Regula-
tion Best Interest (“Regulation BI”), the 
SEC’s IA Standard of Conduct Interpreta-
tion (“IA Fiduciary Duty Interpretation”), 
as well as recent alerts, exams and en-
forcement actions indicate a heightened 
effort by regulators to identify compen-
sation issues and attempt to expand the 
obligations of advisory firms beyond dis-
closure of fees and compensation prac-
tices. It’s important that investment ad-
visers understand the business models, 
compensation practices and structures 
that amplify the risk of compensation-
related compliance violations and cost 
of potential disgorgement.
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SCSD Initiative

On February 12, 2018, the SEC announced its 
SCSD Initiative, which waived penalties for invest-
ment advisers that self-reported violations, provided 
that such advisers agreed to disgorge 12b-1 fees re-
ceived plus interest. The specific allegations were that 
certain investment advisers that received 12b-1 fees 
as a result of recommending, or recommending hold-
ing, higher-cost share classes failed to adequately 
disclose the conflicts of interest associated with the 
receipt of such fees. 

In reaction to the SCSD Initiative, investment ad-
visers that had received 12b-1 fees reviewed their 
disclosures in order to assess whether they had in 
fact adequately disclosed the 12b-1 compensation 
and associated conflicts. Under the SCSD Initiative, 
the SEC stated that in order to be deemed adequate, 
the adviser’s disclosure would have to describe the 
conflicts associated with (i) making investment de-
cisions in light of the receipt of 12b-1 fees, and (ii) 
selecting the more expensive 12b-1 fee paying share 
class when a lower-cost share class was available for 
the same fund. Since the instructions to Form ADV 
Part 2A require the first disclosure above (i.e., that 
receipt of asset-based sales charges or service fees 
presents a conflict and gives the firm an incentive to 
recommend investments based on the compensation 
received rather than the client’s needs), firms more 
commonly complied with that disclosure requirement. 
However, many firms failed to make the second disclo-
sure since the instructions to Form ADV Part 2A do not 
address it directly. The SEC clarified in FAQs it issued 
following the SCSD Initiative announcement that an 
adviser failing to disclose either of these two conflicts 
would need to self-report, and that a prior exam fo-
cused on these conflicts would not exempt the firm 
from self-reporting.

“Full disclosure of fees, 
expenses, compensation 
and conflicts has 
historically been the 
regulatory mantra for 
compliance.” 
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Regulation BI and IA Fiduciary Duty 
Interpretation 

On April 18, 2018, two months after 
the SCSD Initiative was published, the 
SEC proposed a package of reforms in-
cluding Regulation BI and the IA Fiducia-
ry Duty Interpretation. The reforms were 
adopted on June 5, 2019. They reflected 
a careful study of the Department of La-
bor Fiduciary Rule (“DOL Rule”), which 
had just been vacated by the U.S. Court 
of Appeals for the Fifth Circuit. Accord-
ing to SEC Chairman Jay Clayton, the 
proposed reforms are intended to in-
crease protection and quality of servic-
es for retail investors, while preserving 
investor access to a range of products 
and services at a reasonable cost. 

While the DOL Rule had included as 
part of its impartial conduct standards a 
requirement that advisers only receive 
“reasonable compensation,” the SEC, 
in its package of reforms, reaffirmed its 
principles-based approach and declined 
to codify a “reasonable compensation” 
standard. Although Regulation BI and 
the IA Fiduciary Duty Interpretation did 
not discuss a reasonable compensation 
standard, the Interpretation did affirm 
the SEC’s position that full and fair dis-
closure of material facts and conflicts of 
interest and a client’s informed consent 
do not themselves satisfy the adviser’s 
duty to act in the client’s best interest. 
Moreover, the SEC confirmed it may be 
difficult for advisers to provide disclo-
sure regarding complex or extensive 
conflicts to retail clients, and where an 
adviser cannot fully and fairly disclose 
a conflict to a client such that the cli-
ent can provide informed consent, the 
adviser would be compelled to either 
eliminate the conflict or adequately miti-
gate it. Under this interpretation, not-
withstanding the level of disclosure, 
an investment adviser can breach its fi-
duciary duty to a retail client if the firm’s 
actions are deemed contrary to the cli-
ents’ best interest OR if the conflict is 
too complex or extensive for the client to 
fully comprehend. 

  
Recent Revenue Sharing Cases

On August 1, 2019, the SEC charged 
Commonwealth Equity Services, LLC 
(“Commonwealth“) with failing to dis-
close conflicts related to revenue shar-
ing Commonwealth received for certain 
client investments. Shortly thereafter, 
on August 29, 2019, the SEC filed simi-
lar charges against Cetera Advisors, LLC 
(“Cetera”) for failing to disclose conflicts 
related to the firm’s receipt of over ten 
million dollars in undisclosed compen-
sation.

In both the Commonwealth and Ce-
tera complaints, the SEC described the 
fiduciary standard as owing clients a 
duty to act in the clients’ best interest 
and fully disclose material facts about 
the advisory relationship, including any 
conflicts that might cause the firm to put 
its own interests before those of its cli-
ents. This tracks the fiduciary standard 
articulated in the IA Fiduciary Standard 
Interpretation. In the Commonwealth 
case, the SEC alleges that Common-
wealth invested client assets in mutual 
funds that led to greater revenue shar-
ing for Commonwealth but that often 
had higher expense ratios, an expense 
incurred by Commonwealth’s clients. 

 
Certain Business Models and Com-
pensation Structures Can Increase 
Risk 

Revenue Sharing and 12b-1 Fees. 
As we’ve seen with the share class selec-
tion and revenue sharing cases, advisory 
firms with multiple lines of revenue be-
yond pure asset-based or fixed advisory Continued on page 10

“While avoiding compensation 
conflicts is not practical 
in many cases, in some 
circumstances, changes to the 
firm’s compensation structure 
can reduce or eliminate the 
conflict without impacting the 
bottom line.” 

fees are exposed to greater compliance 
risk if that revenue creates a conflict of 
interest for the firm. The receipt of 12b-1 
fees and revenue sharing from the sale 
of mutual funds creates a conflict be-
tween the firm and its clients since fund 
recommendations that create the most 
revenue for the firm may be at odds with 
the fund recommendations that are in 
the best interest of the firm’s clients.

Wrap Accounts. Investment advis-
ers operating through wrap fee pro-
grams face a conflict of interest that has 
been the subject of SEC sweeps, alerts 
and exams. The SEC reaffirmed in the 
IA Fiduciary Duty Interpretation that an 
investment adviser’s fiduciary duty ap-
plies to all investment advice, includ-
ing recommendations of account types. 
An adviser also has a duty to monitor 
its ongoing relationship with the client 
and periodically re-evaluate whether a 
client’s account or program type (for ex-
ample, a wrap account) continues to be 
in the client’s best interest. While wrap 
accounts can be beneficial for certain 
investors, a wrap account typically pays 
a higher fee than a traditional advisory 
account and, where that is so, the fee 
structure creates a conflict for advisers. 

Advisory Accounts with Little Trad-
ing. Firms have also been cited in exams 
for “reverse churning,” where an adviser 
placed clients in accounts that pay a 
fixed fee, but according to the SEC, gen-
erated little or no activity to justify that 
fee. A recent $15 million enforcement ac-
tion reinforces that firms should conduct 
periodic reviews of advisory accounts to 
determine if they remain suitable or if 
the clients’ best interest warrants mov-
ing their assets to a brokerage account. 
In the enforcement case, there had been 
no trading activity for at least one year.

Dual Registrants and Affiliates. In-
vestment advisers dually registered as 
broker-dealers or with affiliated broker-
dealers face an added risk, especially 
where the firm’s advisory business over-
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laps with the brokerage business. Use by 
an investment adviser of an affiliate to 
provide brokerage services to the firm’s 
advisory clients presents a conflict since 
the firm is incentivized to recommend 
the brokerage services of the affiliated 
broker-dealer. The onus is on the firm to 
document that the recommendation to 
use the affiliated broker-dealer is in the 
best interest of the firm’s clients. In ad-
dition to ensuring best execution, firms 
providing affiliated advisory and bro-
kerage services should also be careful 
not to run afoul of principal trading and 
agency cross-trading regulations. 

 
Private Fund Fee and Expense Al-

location. The SEC continues to focus on 
private fund conflicts of interest related 
to fee and expense allocation. More 
than half of the exams of private fund 
advisers conducted by the SEC have re-
sulted in deficiencies related to fee and 
expense allocation. Examples of private 
fund conflicts identified include: (i) con-
flict between profitability of the manage-
ment company and the best interests of 
investors; (ii) allocation of expenses to 
the funds that should have been paid by 
the adviser; (iii) negotiating more favor-
able discounts on the adviser’s behalf 
than for the funds; (iv) charging addi-
tional fees, especially to the portfolio 
companies where the allowable fees are 
poorly defined in the fund offering docu-
ments; (v) core commingled funds pay-
ing organizational expenses or broken 
deal expenses in lieu of preferred clients 
paying them; (vi) primary vehicle making 
fund commitments to create deal flow 
for a more profitable co-investment ve-
hicle; and (vii) entering into related party 
transactions or hiring an affiliate to per-
form consulting or investment banking 
services without adequate disclosure 
and at the expense of investors. 

Practice Tips to Minimize Conflicted 
Compensation Risk

The best way to minimize conflicted 
compensation risk is to avoid business 

and compensation structures that cre-
ate the conflict in the first place. When 
assessing compensation conflicts, a 
firm should ask whether there are cer-
tain recommendations (accounts or se-
curities) which could increase revenue 
to the firm or its affiliates or representa-
tives. If the answer is yes, then a conflict 
is present. While avoiding compensation 
conflicts is not practical in many cases, 
in some circumstances, changes to the 
firm’s compensation structure can re-
duce or eliminate the conflict without 
impacting the bottom line. For example, 
advisers could have avoided self-report-
ing under the SCSD Initiative had they 
offset their advisory fee by the amount 
of 12b-1 fees received or eliminated the 
12b-1 compensation altogether. 

While disclosure does not itself sat-
isfy the adviser’s duty to act in the cli-
ent’s best interest, and may not be ef-
fective for complex conflicts, especially 
for retail clients, disclosure can serve to 
reduce risk, particularly with financially 
sophisticated clients. To be effective, fee 
and compensation disclosures should 
be clear, transparent and unambiguous. 
As we’ve seen in the share class selec-
tion and revenue sharing cases, the use 
of equivocating language can negate 
the effectiveness of the disclosure. Ex-
amples of such equivocating language 
include phrases such as, “the revenue 
sharing program could present a poten-
tial conflict of interest” or “the firm may 
have an incentive to recommend prod-
ucts or make investment decisions that 
produce compensation to the firm.” As 
a routine practice, investment advisers 
should reassess their conflicts disclo-
sures to ensure they are fully transpar-
ent and as descriptive as possible. 

Although the DOL Rule and its “rea-
sonable compensation” standard were 
vacated, investment advisers can ben-
efit from following the guideposts es-
tablished by the DOL Rule. According to 
the DOL Rule, a fiduciary should ensure 
that compensation is reasonable in rela-
tion to the services and benefits being 
provided. Reasonable compensation 

doesn’t mean it’s the lowest compared 
to the firm’s peers, but it does mean 
that the compensation isn’t excessive 
in relation to the services and benefits 
provided. Investment advisers should 
consider seeking “impartial reviews” of 
their fee structures and “re-benchmark-
ing” their compensation structures at 
periodic intervals.

Conclusion

Managing compensation conflicts 
requires a strong risk governance cul-
ture. To effectively mitigate conflicts, the 
process for addressing conflicts of inter-
est must be fully integrated in the firm’s 
overall risk governance structure. This 
is not a job for the CCO alone. Senior 
business executives, including the CEO, 
COO, CFO and CCO, are critical in iden-
tifying and addressing compensation 
structures that are inconsistent with the 
firm’s fiduciary duty to act in the best 
interests of its clients. Investment advis-
ers should consider independent over-
sight mechanisms to help ensure that 
the compensation practices are rea-
sonable compared to the firm’s peers 
and that controls are in place to ensure 
conflicts of interest are adequately dis-
closed and addressed. 

*Craig Moreshead, Esq. is Managing 
Director, Investment Advisor Consulting, 
at Foreside. He oversees investment ad-
visory compliance services specializing 
in complex regulatory issues with a fo-
cus on private fund compliance and pro-
vides regulatory compliance services to 
private fund managers, registered in-
vestment companies, and retail invest-
ment advisers. Mr. Moreshead may be 
reached at (603) 216-8946 or cmores-
head@foreside.com.

The content contained in this article 
is for informational use only and is not 
intended to be and is not a substitute 
for professional financial, tax or legal 
advice. 
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