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1. Text of the Proposed Rule Change

(a) Pursuant to the provisions of Section 19(b)(1) of the Securities Exchange Act
of 1934 (“Act,” or “Exchange Act”),! the Financial Industry Regulatory Authority, Inc.
(“FINRA”) is filing with the Securities and Exchange Commission (“SEC” or
“Commission”) a proposed rule change to amend FINRA Rule 2210 (Communications
with the Public). Currently Rule 2210 prohibits projections of performance or targeted
returns in member communications, subject to specified exceptions. The proposed rule
change would allow a member to project the performance or provide a targeted return
with respect to a security or asset allocation or other investment strategy in an
institutional communication or a communication distributed solely to qualified
purchasers as defined in the Investment Company Act of 1940 (“Investment Company
Act”) that promotes or recommends specified non-public offerings, subject to stringent
conditions to ensure these projections are carefully derived from a sound basis.

The text of the proposed rule change is attached as Exhibit 5 to this rule filing.

(b) Not applicable.

(c) Not applicable.

1 15 U.S.C. 78s(b)(1).

Targeted returns reflect the aspirational performance goals for an investment or
investment strategy. Projections of performance reflect an estimate of the future
performance of an investment or investment strategy, which is often based on
historical data and assumptions. Projections of performance are commonly
established through mathematical modeling. See Investment Advisers Act
Release No. 5653 (December 22, 2020), 86 FR 13024, 13081 n.699 (March 5,
2021) and accompanying text.
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2. Procedures of the Self-Requlatory Organization

The FINRA Board of Governors has authorized the filing of the proposed rule
change with the SEC; no other action by FINRA is necessary for the filing of the
proposed rule change.

If the Commission approves the proposed rule change, FINRA will announce the

implementation date of the rule change in a Regulatory Notice.

3. Self-Requlatory Organization's Statement of the Purpose of, and Statutory
Basis for, the Proposed Rule Change

(a) Purpose

Rule 2210’°s General Prohibition of Projections and Its Exceptions

Rule 2210 provides that communications may not predict or project performance,
imply that past performance will recur or make any exaggerated or unwarranted claim,
opinion or forecast.® The general prohibition against performance projections is intended
to protect investors who may lack the capacity to understand the risks and limitations of
using projected performance in making investment decisions.

This general standard does not prohibit certain types of communications,
however. First, Rule 2210 allows a hypothetical illustration of mathematical principles,
provided it does not predict or project the performance of an investment or investment
strategy.* The “hypothetical illustration of mathematical principles” exception to the
prohibition of projections applies to tools that serve the function of a calculator that

computes the mathematical outcome of certain assumed variables without predicting the

3 See FINRA Rule 2210(d)(1)(F).

4 See FINRA Rule 2210(d)(1)(F)(i).
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likelihood of either the assumed variables or the outcome. For example, this exception
applies to a calculator that computes a net amount of savings that an investor would earn
over an assumed period of time with assumed variables of rates of returns, frequency of
compounding, and tax rates.’

Second, the general prohibition on projections does not preclude a member from
employing an investment analysis tool, or a written report produced by an investment
analysis tool, that includes projections of performance provided it meets the
requirements of FINRA Rule 2214 (Requirements for the Use of Investment Analysis
Tools).® FINRA adopted the predecessor to Rule 2214 in 2004 to allow members to
offer or employ technological tools that use a mathematical formula to calculate the
probability that investment outcomes (such as reaching a financial goal) would occur.’

An “investment analysis tool” is an interactive technological tool that produces
simulations and statistical analyses that present the likelihood of various investment
outcomes if certain investments are made or certain investment strategies or styles are
undertaken, thereby serving as an additional resource to investors in the evaluation of the
potential risks and returns of investment choices.® Investors may use an investment

analysis tool either independently or with the assistance from a member and may receive

On the other hand, this exception would not apply to a calculator that predicted
the likelihood of achieving these assumed variables and outcomes. See Notice to
Members 04-86 (November 2004), n.3.

6 See FINRA Rule 2210(d)(1)(F)(ii).

See Notice to Members 04-86, supra note 5.

8 See FINRA Rule 2214(b).
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written reports generated by the tool that include projected performance that is consistent
with Rule 2214’s requirements.’

Third, members may include a price target in a research report on debt or equity
securities, provided that the price target has a reasonable basis, the report discloses the
valuation methods used to determine the price target, and the price target is accompanied
by disclosure concerning risks that may impede achievement of the price target. '°

In addition, a communication with the public regarding security futures or
options may contain projected performance figures (including projected annualized rates
of return), provided that the communication meets specified requirements.!! Among
other things, the communication must be accompanied or preceded by a standardized risk
disclosure statement, the communication may not suggest certainty of the projected
performance, parameters relating to such performance figures must be clearly
established, and the projections must disclose and reflect all relevant costs, commissions,
fees, and interest charges (as applicable).'?

Need for an Additional Exception

FINRA understands that some broker-dealer customers, in particular institutional

investors, request other types of projected performance that the current rules do not

? For a more detailed discussion of the differences between FINRA Rule 2214 and
the proposal, see Comparison to Projections Permitted by FINRA Rule 2214,
infra.

10 See FINRA Rule 2210(d)(1)(F)iii).

1 See FINRA Rules 2215 (Communications with the Public Regarding Security
Futures) and 2220 (Options Communications).

12 See FINRA Rules 2215(b)(3) and 2220(d)(3).
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allow. These customers may request information that includes projections of
performance or targeted returns concerning investment opportunities to help them make
informed investment decisions but are unable to receive this information from members
due to the prohibition on projections. For example, a member’s views regarding the
projected performance of an investment strategy or single security may be useful to
institutional investors and qualified purchasers (“QPs”), as defined under the Investment
Company Act,'® who are eligible to invest in certain non-public offerings that are relying
on exceptions from registration under the Securities Act of 1933 (“Securities Act”) and
the Investment Company Act.

In addition, projected performance may be useful for institutional investors and
QPs that either have the financial expertise to evaluate investments and to understand the
assumptions and limitations associated with such projections, or that have resources that
provide them with access to financial professionals who possess this expertise. Such
investors often test their own opinions against performance projections they receive from
other sources, including issuers and investment advisers. Because Rule 2210 generally

precludes a member from providing projected performance or targeted returns in

13 Section 2(a)(51)(A) of the Investment Company Act defines the term “qualified
purchaser” as (i) any natural person who owns not less than $5 million in
investments (as defined by the SEC); (ii) a family-owned company that owns not
less than $5 million in investments; (iii) a trust not formed for the purpose of
acquiring the securities offered, as to which each trustee or other person
authorized to make decisions with respect to the trust, and each settlor or other
person who has contributed assets to the trust, is a person described in clauses (i),
(1), or (iv); and (iv) any other person, acting for its own account or the account of
other qualified purchasers, who in the aggregate owns and invests on a
discretionary basis not less than $25 million in investments. See 15 U.S.C. 80a-
2(a)(S51)(A).
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marketing communications distributed to institutional investors and QPs, these investors
cannot obtain a member’s potentially different and valuable perspective.

FINRA recognizes, however, that any proposed rule amendment that would allow
projections of performance or targeted returns in specified communications must not
increase the risk of potential harm to retail investors. As discussed below, the proposed
rule change is narrowly tailored to address the need for projections or targeted returns by
restricting their use only in specified scenarios involving institutional investors or QPs,
well-established categories of persons that have been previously determined to be
financially sophisticated or able to engage expertise for purposes of the securities laws. '*
As a general matter, the proposed rule change would not alter the current prohibitions on
including projections of performance or targeted returns in most types of retail
communications. In addition, even in situations where a natural person qualifies as an

institutional investor or QP, Exchange Act Regulation Best Interest!

would require
members to act in the investor’s best interest when making a recommendation of a
securities transaction or investment strategy involving securities, regardless of whether a

projection is used as a basis for the recommendation.

Proposed Amendments

The proposed rule change would create a new, narrowly tailored, exception to the

14 See, e.g., Privately Offered Investment Companies, Investment Company Act

Release No. 22597 (April 3, 1997), 62 FR 17512 (April 9, 1997) (adopting rules
to implement a legislative exclusion from regulation under section 3(c)(7) of the
Investment Company Act for privately offered investment companies “whose
investors are all highly sophisticated investors, termed ‘qualified purchasers’”).

15 See 17 CFR 240.151-1 (“Reg BI”).
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general prohibition of projections. First, the proposed rule change would permit
institutional communications to include projections of performance or targeted returns.
An institutional communication is any written (including electronic) communication that
is distributed or made available only to institutional investors, ' but does not include a

member’s internal communications.!” Second, the proposed rule change would permit

16 Rule 2210(a)(4) provides that “institutional investor” means any:

(A) person described in Rule 4512(c), regardless of whether the person has an
account with a member;

(B) governmental entity or subdivision thereof;

(C) employee benefit plan, or multiple employee benefit plans offered to
employees of the same employer, that meet the requirements of Section 403(b) or
Section 457 of the Internal Revenue Code and in the aggregate have at least 100
participants, but does not include any participant of such plans;

(D) qualified plan, as defined in Section 3(a)(12)(C) of the Exchange Act, or
multiple qualified plans offered to employees of the same employer, that in the
aggregate have at least 100 participants, but does not include any participant of
such plans;

(E) member or registered person of such a member; and
(F) person acting solely on behalf of any such institutional investor.

Rule 4512(c) defines “institutional account” to mean the account of: (1) a bank,
savings and loan association, insurance company or registered investment
company; (2) an investment adviser registered either with the SEC under Section
203 of the Advisers Act or with a state securities commission; or (3) any other
person (whether a natural person, corporation, partnership, trust or otherwise)
with total assets of at least $50 million.

17 See Rule 2210(a)(3). The definition of “institutional investor” provides in part that

no member may treat a communication as having been distributed to an
institutional investor if the member has reason to believe that the communication
or any excerpt thereof will be forwarded or made available to a retail investor. See
FINRA Rule 2210(a)(4). Accordingly, if a member distributed or made available a
communication containing projected performance or a targeted return to an
institutional investor, and the member had reason to believe the institutional
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projected performance and targeted returns in communications that are distributed or
made available only to QPs and that promote or recommend a private placement that is

91)'18

sold solely to QPs (“QP private placement communications Recipients of QP private

placement communications are referred to herein as “QP private placement investors.” !’
Institutional investors and QP private placement investors are referred to herein
collectively as “Projection-Eligible Investors.”

Even within these narrow circumstances, the proposed rule change would impose
additional investor protection obligations. The exception would be conditioned on: (1)
the member adopting and implementing written policies and procedures reasonably
designed to ensure that the communication is relevant to the likely financial situation and

investment objectives of the investor receiving the communication and to ensure

compliance with all applicable requirements and obligations; (2) the member having a

investor would forward or make available that communication to a retail investor,
FINRA would not consider the communication to be an institutional
communication for purposes of the proposed rule change’s requirements.

18 The proposed rule change would create a new exception from the prohibition on

performance projections for communications that are distributed or made
available only to QPs and that promote or recommend either a Member Private
Offering that is exempt from the requirements of FINRA Rule 5122 pursuant to
Rule 5122(c)(1)(B), or a private placement exempt from the requirements of
FINRA Rule 5123 pursuant to Rule 5123(b)(1)(B). Both Rule 5122(¢)(1)(B) and
Rule 5123(b)(1)(B) exempt from those rules’ requirements private offerings sold
solely to qualified purchasers, as defined in Section 2(a)(51)(A) of the Investment
Company Act.

19 In most cases, an individual investor who has $5 million or more in investments,

but who does not have at least $50 million in assets, will be both a qualified
purchaser under the Investment Company Act and a retail investor for purposes of
Rule 2210. Accordingly, some QP private placement communications will be
either correspondence or retail communications under the rule. See FINRA Rule
2210(a)(2), (a)(5), and (a)(6).
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reasonable basis for the criteria used and assumptions made in calculating the projected
performance or targeted return, and retaining written records supporting the basis for
these criteria and assumptions;?’ (3) the communication prominently disclosing that the
projected performance or targeted return is hypothetical in nature and that there is no
guarantee that the projected or targeted performance will be achieved; and (4) the
member providing sufficient information to enable the investor to understand (i) the
criteria used and assumptions made in calculating the projected performance or targeted
return, including whether the projected performance or targeted return is net of
anticipated fees and expenses; and (ii) the risks and limitations of using the projected
performance or targeted return in making investment decisions, including reasons why
the projected performance or targeted return might differ from actual performance.

Written Policies and Procedures

The proposed rule change would require a member to adopt and implement
written policies and procedures reasonably designed to ensure that the communication is
relevant to the likely financial situation and investment objectives of the investor

receiving the communication and to ensure compliance with all applicable requirements

20 FINRA recognizes that there are some differences between targeted returns and

projections of performance. As discussed above, targeted returns are aspirational
and may be used as a benchmark or to describe an investment strategy or
objective to measure the success of a strategy. Projections of performance, on the
other hand, use historical data and assumptions to predict a likely return. Thus,
targeted returns may not involve all (or any) of the assumptions and criteria
applied to generate a projection. However, FINRA does not believe that the
difference between targeted returns and projections of performance is always
readily apparent to the recipient of a communication. Accordingly, the
presentation of both projections of performance and targeted returns would be
subject to the same conditions, including that both must have a reasonable basis.
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and obligations. In adopting written policies and procedures concerning the investor’s
likely financial situation and investment objectives, members should consider including
content that requires the member to consider the audience that receives a communication
that presents projected performance or a targeted return. In particular, such a
communication should only be distributed where the member reasonably believes the
investors have access to resources to independently analyze this information or have the
financial expertise to understand the risks and limitations of such presentations. If an
investor does not have this financial expertise and receives a communication containing a
projection or targeted return, FINRA would expect that the written policies and
procedures be reasonably designed to ensure that the investor has the resources necessary
to access financial professionals that possess this expertise.?!

For example, members could meet the requirement to adopt and implement
policies and procedures reasonably designed to ensure that the projected performance or
targeted returns are relevant to the likely financial situation and intended audience of the
institutional communication or QP private placement communication by relying on its
past experiences with particular types of institutional investors and QP private placement
investors who seek this information. A firm may wish to further tailor its intended
audience for such a communication to persons or entities that have expressed interest in

particular types of securities, or who have invested in similar securities in the past.

2 FINRA would not view the mere fact that an investor would be interested in high

returns as satisfying the requirement that the projected performance or targeted
return is relevant to the likely financial situation and investment objectives of the
intended audience.
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In addition, even in situations where an investor has the financial expertise or
resources necessary to understand the risks and limitations of a projection or targeted
return, if the member recommends a securities transaction or investment strategy
involving securities to an investor who is a “retail customer” as defined in Reg BI,*? the
member must establish, maintain, and enforce written policies and procedures reasonably
designed to achieve compliance with Reg B1.?

Reasonable Basis Requirement

The “reasonable basis” requirement follows well-established precedents. FINRA
Rules 2210 and 2241 (Research Analysts and Research Reports) require a price target in
a research report to have a reasonable basis.>* SEC rules also require performance
projections contained in specified documents to be based on good faith and have a
reasonable basis.?®

FINRA believes that it is important for members to consider appropriate factors in
forming a reasonable basis for the criteria used and assumptions made in calculating

projected performance or a targeted return pursuant to proposed Rule 2210(d)(1)(F)(iv).

22 Reg BI defines “retail customer” to mean a natural person, or the legal

representative of such natural person, who (i) receives a recommendation of any
securities transaction or investment strategy involving securities from a broker,
dealer, or natural person who is an associated person of a broker or dealer, and (ii)
uses the recommendation primarily for personal, family, or household purposes.
See 17 CFR 240.151-1(b)(1).

2 See 17 CFR 240.151-1(a)(2)(iv).
24 See FINRA Rule 2210(d)(1)(F)(iii) and FINRA Rule 2241(c)(1)(B).

25 See Securities Act Regulation S-K, 17 CFR 229.10(b) (providing in part that the
use in documents specified in Securities Act Rule 175 and Exchange Act Rule 3b-
6 of management’s projections of future economic performance have a reasonable
basis and reflect its good faith assessment of a registrant’s future performance).
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Accordingly, FINRA is proposing to include a new Supplementary Material to Rule 2210
that would list some, but not all, factors that members should consider in developing a
reasonable basis. FINRA incorporated some of the relevant factors that members of the
financial research and analysis industry use when considering the basis for a
recommendation to a customer.®

Proposed Supplementary Material 2210.01 would provide that, in forming a

reasonable basis for the criteria used and assumptions made in calculating projected
performance or a targeted return pursuant to proposed Rule 2210(d)(1)(F)(iv), with no
one factor being determinative, members should consider multiple factors. Such factors
may include, but are not limited to, the following:

1) Global, regional, and country macroeconomic conditions (for example,
considering potential civil or political instability or weather conditions that
may impact projected performance);

2) Documented fact-based assumptions concerning the future performance of
capital markets;

3) In the case of a single security issued by an operating company, the issuing

company’s operating and financial history;

26 Some, but not all, of the proposed factors in the proposed Supplementary Material

come from the CFA Institute’s discussion of Standard V in the Institute’s
Standards of Practice Handbook. Standard V requires, among other things that
CFA Institute Members and Candidates “[h]ave a reasonable and adequate basis,
supported by appropriate research and investigation, for any investment analysis,
recommendation, or action.” See CFA Institute, Standards of Practice Handbook
155-156 (111 ed. 2014).
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The industry’s and sector’s current market conditions and the state of the
business cycle (for example, including a consideration of any characteristics
unique to the industry and sector, such as the effect of rising mortgage rates
on the housing sector);
If available, reliable multi-factor financial models based on macroeconomic,
fundamental, quantitative, or statistical inputs, taking into account the
assumptions and potential limitations of such models, including the source
and time horizon of data inputs;
The quality of the assets included in a securitization (taking into
consideration, for example, the ability to assess the credit quality of
underlying assets through available data and the performance of similar
pools);
The appropriateness of selected peer-group comparisons (for example, the
relative similarities or differences among the components of a selected peer
group versus the subject issuer, the number of constituents in the peer group,
and the reasonableness of the comparison);
The reliability of research sources (including, for example, whether there is a
relationship between the issuer and the research source that could pose a
conflict of interest; whether the research has been subject to peer review
before publication; and whether the research is based on reliable or verifiable
factual information);
The historical performance and performance volatility of the same or similar

asset classes;
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10) For managed accounts or funds, the past performance of other accounts or
funds managed by the same investment adviser or sub-adviser, provided such
accounts or funds had substantially similar investment objectives, policies,
and strategies as the account or fund for which the projected performance or
targeted returns are shown;

11) For fixed income investments and holdings, the average weighted duration
and maturity;

12) The impact of fees, costs, and taxes; and

13) Expected contribution and withdrawal rates by investors.

Proposed Supplementary Material 2210.01(b) also would provide that members

may not base projected performance or a targeted return upon (i) hypothetical, back-

tested performance or (ii) the prior performance of a portfolio or model that was created

solely for the purpose of establishing a track record.?’

Disclosure Requirements

The requirement to provide sufficient information in the communication to enable

the intended audience to understand the criteria used and assumptions made in calculating

the projected performance or targeted return is not intended to prescribe any particular

27

See MassMutual Institutional Funds, 1995 SEC No-Act. LEXIS 747 (September
28, 1995) (permitting the use of open-end management investment company
performance that included the performance of unregistered predecessor separate
investment accounts (“SIAs”) whose assets were transferred to the investment
company, based in part upon the representation that the predecessor SIAs were
created for purposes entirely unrelated to the establishment of a performance
record). FINRA would not consider an investment manager’s proprietary seed
capital accounts that were created for purposes unrelated to the establishment of a
performance record to be prohibited by proposed Supplementary Material
2210.01(b)(i1).
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methodology or calculation of such performance. Nor does FINRA expect a firm to
disclose proprietary or confidential information regarding the firm’s methodology and
criteria. Firms would be expected, however, to provide a general description of the
methodology used sufficient to enable the investors to understand the basis of the
methodology, as well as the assumptions underlying the projection or targeted return.
Without this basic information, particularly regarding assumptions about future events, it
is more likely that a projection or targeted return would mislead a potential investor.

The proposed rule change also would require a member to provide sufficient
information in the communication to enable a Projection-Eligible Investor to understand
the risks and limitations of using the projected performance or targeted return in making
investment decisions, including reasons why the projected performance or targeted return
might differ from actual performance. This requirement is intended to help ensure that
such investors do not unreasonably rely on a projection or targeted return given its
uncertainty and risks.

For example, an institutional communication or QP private placement
communication may need to disclose, as a reason why the projected performance or
targeted return might differ from actual performance, that the projection does not reflect
actual cash flows into and out of an investment portfolio. This is particularly true when a
projection is expressed as an internal rate of return (“IRR”), since forward-looking IRR

shows a return earned by investors over a particular period, calculated on the basis of
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future cash flows to and from investors.?® If the actual future cash flows differ from the
assumptions, the actual IRR may differ from the projected IRR.

General Standards and Supervision under Rule 2210

As with all communications with the public, institutional communications and QP
private placement communications that contain projected performance or targeted returns
must meet Rule 2210’s general standards, including the requirements that
communications be fair and balanced, provide a sound basis for evaluating the facts in
regard to any particular security or type of security, and not contain false, exaggerated,
unwarranted, promissory or misleading content.?” Accordingly, in addition to the
reasonable basis standard, any communication containing a projection or targeted return
would be prohibited from presenting exaggerated or unwarranted projections or targeted
returns. FINRA believes this constraint would prohibit a member from presenting a
projection that purports to show, for example, longer term returns for an equity security
offered shortly before or after the date of the communication, as it would be viewed as
unwarranted and lacking a sound basis due to the difficulty in predicting future securities

markets and economic conditions.

28 IRR is also known as money-weighted returns and reflects the percentage rate

earned on each dollar invested for each period the dollar was invested. IRR is
calculated as the discount rate that makes the net present value of all cash flows
from an investment equal to zero. This can be contrasted to a time-weighted
return, which is the compounded growth rate of $1 over the time period. Average
annual total returns used by mutual funds pursuant to Securities Act Rule 482 are
an example of time-weighted returns. Time-weighted returns ignore the size and
timing of investment cash flows and, therefore, provide a measure of manager or
strategy performance, while IRR measures how a specific portfolio performed in
absolute terms. See Regulatory Notice 20-21 (July 2020).

29 See FINRA Rule 2210(d)(1)(A) and (B).
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Members currently must adopt appropriate procedures for the supervision and
review of both institutional and retail communications.*® If the proposed rule change is
adopted, these supervisory procedures would need to include the review of projections of
performance or targeted returns used in both institutional communications and QP private
placement communications, including compliance with the proposed rule change’s
specific conditions. In addition, members generally would be required to approve prior
to use any QP private placement communication that falls within Rule 2210’s definition
of “retail communication.”3!

Members that use third-party vendors to perform core business or regulatory
oversight functions must establish and maintain a supervisory system, including written
supervisory procedures, for any activities or functions performed by third-party vendors
that are reasonably designed to ensure compliance with applicable securities laws and
regulations and with applicable FINRA rules.3? Accordingly, if a member relies on third-

party models or software to create a projection or targeted return, the member would be

expected to establish and maintain a supervisory system reasonably designed to ensure

30 See FINRA Rule 2210(b)(1) and (b)(3).

3 As discussed above, if a QP is an individual that has less than $50 million in

assets, the QP generally will be a retail investor under Rule 2210 since the QP
does not fall within the definition of institutional investor. In such cases, if the
QP private placement communication were distributed or made available to more
than 25 QPs that fall within the definition of retail investor within a 30-day
period, it would be a retail communication that a registered principal generally
must approve prior to use. See FINRA Rule 2210(b)(1).

32 See Regulatory Notice 21-29 (August 2021).
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that any projections or targeted returns created by a third-party vendor are used
consistently with the proposed rule change’s requirements.

For example, the member would need to ensure that there is a reasonable basis for
the criteria used and assumptions made in calculating the projected performance or
targeted return and would need to retain written records supporting the basis for such
criteria and assumptions. Members should make reasonable efforts to determine whether
the model or software is sound and should make reasonable inquiries into the source and
accuracy of the data used to create the projection or targeted return. If the member has
reason to suspect that the third-party model or software lacks a sound basis, the member
should investigate the matter and, if it cannot be reasonably assured that the model or
software is sound, must not use it. Among factors that a member may wish to employ to
evaluate the third-party model or software are the assumptions used to create the
projection or target, the rigor of its analysis, the date and timeliness of any research used
to create the model or software, and the objectivity and independence of the entity that
created the model or software.

As discussed above, members also must keep in mind that if they use a projection
of performance or targeted return in connection with a recommendation of a securities
transaction or investment strategy involving securities to a retail customer, the

recommendation must meet the requirements of Reg BI.>?

33 See 17 CFR 240.151-1. The definition of “retail customer” under Reg BI differs
from the definition of “retail investor” under FINRA Rule 2210, which includes
any person other than an institutional investor, regardless of whether the person
has an account with a member. See FINRA Rule 2210(a)(6). Accordingly, a
natural person could be a “retail customer” for purposes of Reg BI but an
“Institutional investor” under Rule 2210 (e.g., a natural person with at least $50
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Comparison to Projections Permitted by FINRA Rule 2214

There are several key differences between the types of projections that Rule 2214
permits as compared to those that the proposed rule change would allow. First, Rule
2214 differs from the proposed rule change in terms of how a projection may be
communicated. Rule 2214 allows a projection of performance that is created by an
investment analysis tool that any retail customer uses on a one-on-one interactive basis,
either independently or with a member’s assistance, and that provides individualized
results to each user. In contrast, unlike Rule 2214, under the proposed rule change, there
is no interactive element associated with the receipt of projections. Instead, firms could
provide projections or targeted returns to Projection-Eligible Investors using any form of
communication that otherwise complies with the proposed rule change, applicable
requirements of FINRA rules, and the federal securities laws.

Second, Rule 2214 requires the tool to produce simulations and statistical
analyses that present the likelihood of various investment outcomes if certain
investments are made or certain investment strategies are undertaken. Although the rule
does not expressly require the use of a particular type of statistical analysis, in many

cases firms (or their vendors) use Monte Carlo simulations for this process.** In

million in total assets). See supra note 16 (definition of “institutional investor”
under FINRA Rule 2210(a)(4)).

M Monte Carlo simulation involves the use of a computer to represent the operations

of a complex financial system. A characteristic feature of Monte Carlo simulation
is the generation of a large number of random samples from specified probability
distributions to represent the operation of the system. Monte Carlo simulation is
used in planning in financial risk management and in valuing complex securities.
Monte Carlo simulation is a complement to analytical methods but provides only
statistical estimates, not exact results. See CFA Institute, Common Probability
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contrast, the proposed rule change would not require communications to Projection-
Eligible Investors that include performance projections or targeted returns to consider
potential returns under various scenarios and the probability of success for each scenario.

Third, Rule 2214’s disclosure requirements differ somewhat from those under the

proposed rule change. Rule 2214 requires an investment analysis tool, a written report
generated by the tool, or a related retail communication to:

e Describe the criteria and methodology used, including the investment analysis
tool’s limitations and key assumptions;

e cxplain that results may vary with each use and over time;

e if applicable, describe the universe of investments considered in the analysis,
explain how the tool determines which securities to select, disclose if the tool
favors certain securities and, if so, explain the reason for the selectivity, and
state that other investments not considered may have characteristics similar or
superior to those being analyzed; and

e display a prescribed disclosure concerning the hypothetical nature of the
projections, that they do not reflect actual investment results, and that they are
not guarantees of future results.’

In contrast, the proposed rule change would require a communication to

prominently disclose that the projected performance or targeted return is hypothetical in

Distributions (CFA Program Level I, 2023 Curriculum), available at
https://www.cfainstitute.org/membership/professional-development/refresher-
readings/common-probability-distributions.

3 See FINRA Rule 2214(c).


https://www.cfainstitute.org/membership/professional-development/refresher-readings/common-probability-distributions
https://www.cfainstitute.org/membership/professional-development/refresher-readings/common-probability-distributions
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nature and that there is no guarantee that the projection of performance or targeted return
will be achieved.?® In addition, a member would have to provide “sufficient information
to enable the investor to understand (i) the criteria used and assumptions made in
calculating the projected performance or targeted return, including whether the projected
performance or targeted return is net of anticipated fees and expenses; and (ii) the risks
and limitations of using the projected performance or targeted return in making
investment decisions, including reasons why the projected performance or targeted return
might differ from actual performance.”?’

While the proposed rule change’s methodology disclosure requirement resembles
the methodology disclosure requirements in Rule 2214, they are worded differently to
reflect different types of communications to which the proposed rule change and Rule
2214 apply. For example, an investment analysis tool permitted by Rule 2214 may
recommend that an investor consider an alternative account portfolio to improve the
range of its potential returns but limit the securities that may populate the portfolio. This
limitation is important information to investors when considering whether to change their
investments. In contrast, the proposed rule change is more likely to apply to a projection
or targeted return that is included in a communication promoting a single security or
investment strategy distributed to Projection-Eligible Investors, and thus would impose

different disclosure requirements relative to those scenarios.

36 See proposed FINRA Rule 2210(d)(1)(F)(iv)d.

37 See proposed FINRA Rule 2210(d)(1)(F)(iv)e.
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Fourth, Rule 2214 does not restrict the types of investors who may use an
investment analysis tool or receive a report generated by the tool, as both institutional
investors and retail investors may receive a projection of performance under Rule 2214.
The reports also must include clear and prominent specified disclosures, such as a
description of the criteria and methodology used, the tool’s limitations and key
assumptions, and other risk and investor protection-related information.*® In contrast,
the proposed rule change would limit receipt of projections or targeted returns to
Projection-Eligible Investors as defined in the rule.

Comparison to IA Marketing Rule’s Hypothetical Performance Standards

The proposed changes are in many respects consistent with the Commission’s
Investment Adviser Marketing rule (“IA Marketing Rule”).*” In this regard, the IA
Marketing Rule permits investment advisers to present hypothetical performance, which
includes “targeted or projected performance returns with respect to any portfolio or to the
investment advisory services with regard to the securities offered”*’ in an advertisement
if the investment adviser meets specified conditions and does not violate the A

Marketing Rule’s other requirements. In particular, an investment adviser must:

38 See FINRA Rule 2214(c) and (d).

3 See Investment Advisers Act Release No. 5653 (December 22, 2020), 86 FR
13024 (March 5, 2021) (adoption of Advisers Act Rule 206(4)-1 (Investment
Adviser Marketing) (“IA Marketing Rule Release”).

40 See 17 CFR 275.206(4)-1(c)(8).
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e Adopt and implement policies and procedures reasonably designed to ensure
that the hypothetical performance is relevant to the likely financial situation
and investment objectives of the intended audience;

e Provide sufficient information to enable the intended audience to understand
the criteria used and assumptions made in calculating such hypothetical
performance; and

e Provide (or, if the intended audience is an investor in a private fund provide or
offer to provide promptly) sufficient information to enable the intended
audience to understand the risks and limitations of using such hypothetical
performance in making investment decisions.*!

These requirements are similar to the proposed rule change’s requirements
concerning investors that may receive a communication containing a projection or
targeted return and its disclosure requirements. In addition, similar to Rule 2210, the 1A
Marketing Rule prohibits any advertisement that includes any untrue statement of a
material fact or omits to state a material fact necessary to make the statement made under
the circumstances not misleading.*?

As discussed above, the proposed rule change includes other requirements that are
not specifically included in the IA Marketing Rule. Nevertheless, FINRA anticipates that

it would interpret requirements in the proposed rule change that align with similar

4 See 17 CFR 275.206(4)-1(d)(6). An investment adviser presenting hypothetical
performance is not required to comply with certain of the conditions in paragraph
(d), such as the requirement to present performance for one-, five-, and ten-year
periods.

42 17 CFR 275.206(4)-1(a).
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requirements in the A Marketing Rule consistently with how the Commission has
interpreted those IA Marketing Rule requirements. Thus, member firms should be able to
comply with these proposed requirements in a manner similar to how investment advisers
must comply with similar requirements applicable to the use of hypothetical performance
under the IA Marketing Rule.*’

Contributions to Investor Protection

FINRA believes that approval of the proposed rule change would contribute to
investor protection by enabling Projection-Eligible Investors to access projections when
considering specific investments or strategies. For example, under the current rule,
Projection-Eligible Investors are not permitted to receive projections from broker-dealers,
despite the fact that such projections may assist them in evaluating potential securities
purchases or sales, choosing appropriate investment strategies, or creating strategic plans
for their business operations. Under the proposed rule change, Projection-Eligible
Investors would have access to projected performance or targeted returns that must
comply with Rule 2210’s existing prohibition of false or misleading statements or claims
and the proposed rule change’s disclosure requirements and prohibition on using back-
tested performance to create the projected performance or targeted return. **
FINRA believes the proposed rule change would also contribute to investor

protection by encouraging issuers of publicly offered or privately placed securities to

select members that are subject to appropriate regulation and oversight for participation

= See IA Marketing Rule Release, supra note 39, 86 FR 13024, 13083-85.

M See proposed Supplementary Material 2210.01(b).
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in securities offerings. FINRA recognizes that Projection-Eligible Investors are already
able to receive projected or targeted returns in communications from parties other than
registered broker-dealers, such as unregistered intermediaries*® or the securities’ issuer. #°

Accordingly, the current prohibition of registered broker-dealers including
projected performance or targeted returns in institutional communications or QP private
placement communications creates an incentive for issuers to avoid the registered broker-
dealer channel to offer securities and instead either use an unregistered firm, or market
securities directly to potential investors. The proposed rule change would allow members
to provide the same or similar information regarding projected performance or targeted
returns that investors are receiving from issuers or other unregistered intermediaries, but
subject to substantial requirements that enhance investor protections.

The proposed rule change also would allow Projection-Eligible Investors to

receive and compare projections provided by members with projections from other

4 For example, Congress recently amended the Exchange Act to create a new

registration exemption for certain mergers and acquisition brokers (“M&A
Brokers”). M&A Brokers are not subject to any federal or self-regulatory
organization rules governing their communications (other than general anti-fraud
provisions), including any prohibitions on including projections or targeted
returns in their communications. See Consolidated Appropriations Act of 2023,
Pub. L. No. 117 — 328 (2022) (codified at 15 U.S.C. 780(b)(13)).

46 The majority of private offerings governed by Securities Act Regulation D (17

CFR 230.501 et seq.) are sold directly by issuers without any broker-dealer
involvement. Approximately 20 percent of Regulation D offerings involve
“intermediaries,” such as broker-dealers. See Capital Raising in the U.S.: An
Analysis of the Market for Unregistered Securities Offerings 2009-2017, SEC
Division of Economic and Risk Analysis (August 2018),
https://www.sec.gov/files/dera-white-paper regulation-d 082018.pdf. Thus, only
a small percentage of investors in private placements are afforded the protections
of FINRA rules and other relevant broker-dealer regulations that apply when a
Regulation D offering involves a FINRA member firm.
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entities, with appropriate safeguards. For example, it is very common for issuers to offer
their securities directly to investors using performance projections in their marketing
communications or offering documents.*’” Approval of the proposed rule change would
not level the regulatory playing field between members, unregistered firms, and issuers
with respect to projected performance, but it would allow members to present projections
and targeted returns to Projection-Eligible Investors subject to existing and proposed
investor protections.

As noted in Item 2 of this filing, if the Commission approves the proposed rule
change, FINRA will announce the implementation date of the rule change in a Regulatory
Notice.

(b) Statutory Basis

FINRA believes that the proposed rule change is consistent with the provisions of
Section 15A(b)(6) of the Act,*® which requires, among other things, that FINRA rules be
designed to prevent fraudulent and manipulative acts and practices, to promote just and

equitable principles of trade, and, in general, to protect investors and the public interest.

47 Under FINRA rules, offering materials are considered communications with the

public for purposes of Rule 2210 if a member was involved in preparing the
materials. If a private placement memorandum (“PPM”) or other marketing
document presents information that is not fair and balanced or that is misleading,
then the member that assisted in its preparation may be found to have violated
Rule 2210. Moreover, sales literature concerning securities offerings that a
member distributes generally constitutes a communication by that member to the
public, regardless of whether the member assisted in its preparation. See
Regulatory Notice 23-08 (May 2023) at page 11; see also Regulatory Notice 10-
22 (April 2010) and Regulatory Notice 20-21 (July 2020).

48 15 U.S.C. 780-3(b)(6).
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FINRA believes that the proposed rule change strikes the right balance between
protecting investors and allowing more investment information to be communicated to an
appropriate audience. As discussed above, the proposed rule change would not expand
the very limited exceptions that allow specified types of projected performance or
targeted returns in communications to retail investors, such as price targets contained in
research reports or reports generated by interactive investment analysis tools, other than
QP private placement investors that meet the definition of “retail investor” under Rule
2210.%

FINRA believes that the proposed rule change will provide additional sources of
information for Projection-Eligible Investors in their investment decision making. As
mentioned previously, Projection-Eligible Investors often develop their own opinions
regarding the future performance of an investment based on the multiple sources of
information at their disposal. They test these opinions against the views and data
provided by other sources, which often summarize their conclusions in terms of a
projection of performance of the investment. This is particularly true in the offering of
securities by issuers, including hedge funds and other investment vehicles. Rule
2210(d)(1)(F) currently does not permit members to share their views on projection-
related data with Projection-Eligible Investors in these situations due to its restrictions on
members’ communicating projected performance information.

Even so, the proposed changes will provide safeguards for communications that

contain projections of performance or targeted returns. The proposed changes would

49 See supra note 19.
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require members to adopt and implement policies and procedures reasonably designed to
ensure that the communication is relevant to the likely financial situation and investment
objectives of the Projection-Eligible Investor receiving the communication. They would
mandate that members have a reasonable basis for the criteria used and assumptions
made in calculating the projections of performance or targeted returns.

The proposed changes also would require a member to provide sufficient
information to enable the Projection-Eligible Investor to understand the criteria used and
assumptions made in calculating the projected performance or targeted return, and to
understand the risks and limitations of using projected performance or targeted returns in
making investment decisions.

As discussed above, the proposed changes recognize that Projection-Eligible
Investors are already able to receive projected performance or targeted returns in
communications from parties other than broker-dealers and more closely aligns the
ability of broker-dealers to offer projections to such investors with the abilities of issuers
and other non-member firms to offer projections. The proposed rule change also would
allow Projection-Eligible Investors to receive and compare projections provided by
members with projections from other entities, with appropriate safeguards designed to
protect investors.

FINRA believes that Projection-Eligible Investors would be better protected if
issuers instead offered their securities through broker-dealers, which are subject to a
much more rigorous set of rules governing communications than issuers, and that are
subject to regulatory oversight from the Commission, FINRA and state securities

regulators. The proposed rule change may enable more issuers to use broker-dealers for
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their securities offerings. In addition, Projections-Eligible Investors who are retail
customers under Reg BI will receive the additional protections of that rule.

4, Self-Requlatory Organization's Statement on Burden on Competition

FINRA does not believe that the proposed rule change will result in any burden
on competition that is not necessary or appropriate in furtherance of the purposes of the
Act.

Economic Impact Assessment

FINRA has undertaken an economic impact assessment, as set forth below, to
analyze the regulatory need for the proposed rulemaking, its potential economic impacts,
including anticipated costs and benefits, and the alternatives FINRA considered in
assessing how to best meet its regulatory objectives.

A. Regulatory Need

Among other things, commenters during the retrospective review of rules
governing communications with the public expressed concerns that the current
prohibition on projections of performance imposes undue restrictions on broker-dealer
customers, and in particular institutional investors and QP private placement investors,
without providing them a concomitant benefit.’® The amendments in this proposed rule

change are intended to improve the flow of information by allowing members to

50 See letters responding to Regulatory Notice 14-14 (April 2014) from the Financial

Services Roundtable (May 22, 2014) and the Securities Industry and Financial
Markets Association (May 23, 2104), both available at www.finra.org.
Additionally, commenters on Regulatory Notice 17-06 (February 2017) urged
FINRA to revise the proposal to permit projections of performance of single
securities in communications to QPs. See infra notes 64-74 and accompanying
text.
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communicate to Projection-Eligible Investors, subject to conditions, information
regarding the projected performance of an individual security and similar
communications related to an asset allocation or other investment strategy.

B. Economic Baseline

The economic baseline used to evaluate the impact of the proposed amendments
is the current regulatory framework. This baseline serves as the primary point of
comparison for assessing economic impacts, including the incremental benefits and costs
of the proposed rule change.

FINRA believes that many members providing products and services to
Projection-Eligible Investors would likely choose to rely on the proposed exception for
projections. FINRA estimates that there are a significant number of such members.’!

Some of these members may have Projection-Eligible Investor customers that
already have access to or are receiving projections-related communications from a
member that is dually registered, a member’s advisory affiliate, or an investment adviser
owned by an associated person of the member, as part of the clients’ investment advisory
relationship. For example, some dually registered members and dually registered

representatives communicate information regarding projected performance to their

31 Based on Consolidated Audit Trail (CAT) data for 2021, there were 1,169 firms
that conducted equity transactions for customers. Of those 1,169 firms, 859 firms
conducted equity transactions for institutional customers in 2021. It is not known
how many firms conducted equity transactions for QPs. Also, it is not known
how many firms conducted debt and OTC transactions for customers. However,
based on Rule 5122/5123 filings, it is known that about 360-380 firms were
involved in private placement offerings to accredited investors in any given year
between 2018 and 2021. While not all accredited investors are QPs, the
information from Rule 5122/5123 filings in 2018-2021 indicates how many firms
may have been in involved in private placement offerings to QP customers.



Page 33 of 230

investment advisory clients already.>? Similarly, members that are not registered as

investment advisers may still have registered representatives that have customers with

access to investment advisory services.>> Members and their registered representatives

that are investment advisers that provide projections of performance of, among other

things, individual securities (such as investments in private funds managed by the

member of a related investment adviser) to their advisory clients may not be impacted by

the proposal, since they are already able to provide this information in some

circumstances when acting as an investment adviser.

FINRA also notes that Projection-Eligible Investors may be solicited to purchase

individual securities directly by an issuer without the involvement of a broker-dealer, and

52

53

FINRA estimates that, as of December 31, 2021, approximately 480 member
firms are dually registered as broker-dealers and investment advisers. FINRA
further estimates that these dually registered firms have approximately 421,000
registered representatives, and 241,000 (or about 57 percent) of these individuals
are dually registered as both investment adviser and broker-dealer representatives.
FINRA estimates that approximately 160-170 of the dually registered firms have
a total of 1,600-1,700 representatives that are solely registered as investment
adviser representatives. FINRA notes that in addition to the dually registered
representatives, these investment adviser representatives may also be
communicating projections-related communications to their investment advisory
clients.

FINRA estimates that, as of December 31, 2021, approximately 2,900 member
firms are only registered as broker-dealers and these firms have approximately
267,000 registered representatives. FINRA further estimates that approximately
73,000 of these individuals are registered both as investment adviser and broker-
dealer representatives. These dually registered representatives may have
customers with access to projections-related communications through their
investment advisory relationships with other firms.
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that issuers often use performance projections and targeted returns in their
communications with Projection-Eligible Investors.>*

C. Economic Impacts

FINRA anticipates that the proposed rule change will impact primarily Projection-
Eligible Investors and those broker-dealer firms that serve these customers. Retail
investors could be impacted if an institutional investor receives a projection for an
investment that the retail investor is also considering. In these situations, the retail
investor may receive relatively less information regarding performance projections or
targeted returns for the investment than their institutional counterparts. However, Reg BI
is designed to mitigate this potential harm by requiring a broker-dealer to act in a retail
customer’s best interest when recommending a securities transaction or investment
strategy involving securities.

Anticipated Benefits

The proposed rule change would allow members to communicate, for example,
information regarding the projected performance of an individual security to Projection-
Eligible Investors. Such communications have the potential to better inform Projection-
Eligible Investors about the individual security and the underlying assumptions upon
which the recommendations are based.>> FINRA anticipates that these benefits primarily

would accrue to customers that either do not make their own performance projections or

>4 See Exchange Act Rule 3a4-1, 17 CFR 240.3a4-1.

53 Similar benefits would apply to the proposed amendments that would allow

members to communicate information to institutional investors regarding the
projected performance of a particular asset allocation or other investment strategy.
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wish to compare their own projections against projections furnished by their broker-
dealer, and do not have an investment advisory relationship with the member, and thus
are not already receiving communications related to anticipated returns. For these
benefits to accrue, the performance projections or targeted returns must be objectively
informative, and the magnitude of benefit depends on the extent to which customers
value these communications and find them informative. Additionally, the proposed rule
change would benefit dually registered firms by creating comparable investment adviser
and broker-dealer standards for communications that include performance projections
and targeted returns to customers who have both investment advisory and brokerage
accounts with such firms. This would eliminate confusion for customers that have both
types of accounts and reduce the effort needed for dually registered firms to comply with
two separate sets of requirements related to such communications. Finally, the proposed
rule change would contribute to investor protection by reducing the incentive for issuers
to use unregistered firms or to market securities directly to potential investors instead of
using registered broker-dealers.

Anticipated Costs

The proposed rule change would impose costs on members that choose to rely on
the exception and communicate performance projections or targeted returns for an
individual security or asset allocation or other investment strategy to Projection-Eligible
Investors. Hence, FINRA anticipates that only members expecting the benefits to exceed
the implementation costs would choose to incur these costs.

Members that would rely on the proposed exception to distribute communications

to Projection-Eligible Investors that contain performance projections or targeted returns
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would incur costs associated with supervising these communications and complying with
the proposed rule change’s conditions. However, the proposed rule change does not alter
the existing core supervision requirements for the review and supervision of institutional
communications and QP private placement communications, thereby allowing members
to adopt procedures that are appropriate to their business.

As discussed above, to the extent that performance projections are reliable and
informative, allowing members to provide projected performance or targeted returns for
an investment opportunity only to institutional investors may create an information
imbalance as compared to retail investors who are considering the same investment
opportunity. Because such retail investors will not be eligible to receive these
communications, they may be at an informational disadvantage when making investment
decisions. In developing the proposed changes, FINRA carefully considered the risks,
and associated costs, of presenting targeted returns or performance projections to retail
investors. FINRA believes that it is appropriate, through this proposed rule change, to
permit members to provide communications containing performance projections and
targeted returns to institutional investors and QP private placement investors.

Competitive Effects

Currently, members that are dually registered or that employ dually registered
persons may provide customers with performance projections in their other registered
capacity. Thus, the proposed rule change may improve the competitive position of
members that are not dually registered or that do not employ dually registered persons
since the amendments will allow them to provide a potentially valuable service to their

Projection-Eligible Investor customers.
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D. Alternatives Considered

In considering how to best meet its regulatory objectives, FINRA considered
alternatives to certain aspects of this proposed rule change.

In this regard, FINRA considered whether members should be permitted to
provide projections of performance or targeted returns in all retail communications,
including for asset allocation, other investment strategies or for single investment
products, such as mutual funds and ETFs. FINRA carefully weighed the potential benefit
of providing such a communication to persons other than Projection-Eligible Investors
against the potential harm. FINRA has chosen to focus this proposed rule change on
communications to Projection-Eligible Investors because they are more likely to have the
sophistication and resources to evaluate any performance projections or targeted returns
they receive in the context of other information they are evaluating when making an
investment decision.

FINRA also considered whether the proposed rule change should require
members to provide a range of targets or projections, rather than a single projection, for
investment planning illustrations. FINRA believes that, while a range of projections
would be useful in particular situations, it is not necessary in all situations and can be
confusing in certain situations. For these reasons, FINRA decided to give members the
flexibility to determine whether a range of projections would be useful.

5. Self-Requlatory Organization's Statement on Comments on the Proposed
Rule Change Received from Members, Participants, or Others

Background

In February 2017, FINRA published Regulatory Notice 17-06 (the “Notice”),

requesting comment on proposed amendments that would have created an exception to
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the rule’s prohibition on projecting performance to permit members to distribute
customized hypothetical investment planning illustrations that include the projected
performance of an asset allocation or other investment strategy, but not an individual

security, subject to specified conditions (the “Notice proposal”). A copy of the Notice is

attached as Exhibit 2a.

The comment period expired on March 27, 2017. FINRA received 23 comments
in response to the Notice. Twenty-one commenters supported the proposal, and two
commenters opposed the proposal. A list of the commenters in response to the Notice is
attached as Exhibit 2b, and copies of the comment letters received in response to the
Notice are attached as Exhibit 2¢.>® A summary of the comments and FINRA’s response
is provided below.

Comments on Proposal

Comparison to Investment Adviser Advertising Standards

Supporters noted that the rule change would lessen the regulatory inconsistencies
regarding the use of performance projections between broker-dealers and stand-alone
investment advisers and would eliminate the current opportunities for regulatory
arbitrage.>’ Commenters also observed that allowing dually registered representatives to
use projections in investment planning illustrations with customers would remove the

current compliance difficulty with such situations. This difficulty arises particularly

36 See Exhibit 2b for a list of abbreviations assigned to commenters.

37 See EDA, Fidelity, FSI, ICL IRI, IPA, M Holdings, Wellington, Wells Fargo.
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when it is uncertain at the time of the illustration’s use whether the customer will open a
fee-based or commission-based account.®

However, some commenters contended that, even with this proposed changes, the
FINRA communications rules still would impose greater burdens on broker-dealers than
communications standards governing other financial intermediaries, such as SEC
guidance applicable to investment advisers or the CFTC rules governing commodity pool
operators.>® WealthForge noted that FINRA’s prohibition on projections of performance
puts broker-dealers that are offering private funds under Securities Act Regulation D at a
disadvantage as compared to Regulation D offerings that are not made through a broker-
dealer, since no express restrictions on projections on performance apply to an issuer’s
communications.

As discussed above, subsequent to FINRA’s publication of the Notice proposal
for comment, the SEC adopted the IA Marketing Rule, which permits the presentation of
performance, including hypothetical targeted or projected performance returns, in
investment adviser advertisements, provided that the adviser meets specified conditions
and does not violate the IA Marketing Rule’s other requirements.

The proposed rule text incorporates much of the rule text in the IA Marketing
Rule’s provisions permitting the presentation of hypothetical performance. A key

difference is that the IA Marketing Rule does not expressly prohibit including

8 See FSI, IPA, M Holdings.
% See MMI, SIFMA.

60 See 17 CFR 275.206(4)-1(d); see also 17 CFR 275.206(4)-1(a).
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hypothetical performance in retail investment adviser advertisements; instead, these
provisions impose conditions based on the “intended audience” of an investment adviser
advertisement. In this regard, the IA Marketing Rule Release states that “[w]e intend for
advertisements including hypothetical performance information to only be distributed to
investors who have access to resources to independently analyze this information and
who have the financial expertise to understand the risks and limitations of these types of
presentations.”®! In contrast, the proposed rule change expressly would permit the
presentation of projected or targeted returns only in institutional communications and QP
private placement communications.

Despite these differences, however, in practice both rules are intended to limit the
use of projected or targeted returns to communications that are distributed to persons who
have the resources or financial expertise to understand the risks and limitations associated
with such performance. As noted above, the IA Marketing Rule is intended to ensure that
advertisements containing hypothetical performance only be distributed to persons
possessing the resources and expertise to understand such performance’s risks and
limitations.®?

The proposed rule change also would require members to have a reasonable basis
for the criteria and assumptions used to calculate the projected or targeted returns, and the
Supplementary Material would list factors, among others, that a member should consider

in forming such a reasonable basis. While the IA Marketing Rule does not expressly

o1 See IA Marketing Rule Release, supra note 39, 86 FR 13024, 13078.

62 See supra note 61, 86 FR 13024, 13083.
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require targeted or projected performance returns to have a reasonable basis, it requires
performance presentations to be fair and balanced and not misleading, requires all
investment adviser advertisement discussions of potential benefits to clients or investors
also to provide fair and balanced treatment of material risks and limitations associated
with the potential benefits, and requires that any material statement of fact have a
reasonable basis that the adviser can substantiate upon SEC demand.%

In addition, investment adviser communications that include targeted or projected
performance returns must provide sufficient information to enable the intended audience
to understand the risks and limitations of relying on targeted or projected performance
returns to make investment decisions, which likely would require similar disclosures
regarding the hypothetical nature of such performance. Accordingly, FINRA believes
that the proposed rule change generally would not impose substantially greater burdens
on broker-dealers that present projections of performance or targeted returns as compared
to investment advisers that present such performance.

Projections of Single Security Performance

The Notice proposal would have prohibited the projection of performance of a
single security regardless of whether an illustration is used with a retail investor or an
institutional investor. The Notice requested comment on whether the proposed rule
change should permit the use of performance projections for single investment products
that operate like an asset allocation or other investment strategy for which projections

might be appropriate. A number of commenters responded that the proposal should allow

63 17 CFR 275.206(4)-1(2)(2) and (4).
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projections for single investment products that operate similar to a diversified asset
allocation model (such as ETFs, diversified mutual funds, unit investment trusts, variable
annuities, and private equity and real estate funds).%

For the reasons discussed above, FINRA does not agree that the proposed rule
change should be revised to permit members to distribute communications to retail
investors that include performance projections for single securities whose returns depend
on the performance of an underlying investment portfolio, such as an ETF, mutual fund,
UIT, variable annuity, or private or real estate fund.

Many commenters stated that FINRA should either amend the proposal, or issue a
new proposal, to allow members to use performance projections in any type of
communication with institutional investors, including sales literature concerning single
securities.®> These commenters noted that a broker-dealer that is raising capital for a new
private equity fund may not include projected performance returns for existing
investments in the new fund’s pitch book and other marketing materials, due to FINRA

rules.®® 3PM noted that this approach would be consistent with the differentiation of

64 See CAIL EDA, IRI, Monument, NYSBA Committee, 3PM, WealthForge.
FINRA heard similar views from parties that commented on FINRA’s
retrospective review of the communications rules. See Regulatory Notice 14-14
(April 2014). The Financial Services Roundtable recommended that FINRA
permit projections of performance, since in its view projections play an important
role in educating investors and allowing them to compare products, and they
provide an important insight into what an investment manager seeks to achieve.
Similarly, the SIFMA observed that data about targeted returns are highly
material to potential investors.

63 See ACA, Credit Suisse, EDA, IPA, MMI, Monument, SIFMA, 3PM,
Wellington.

66 See ACA, Monument.



Page 43 of 230
institutional investors under FINRA’s suitability rule and FINRA’s interpretive letters
permitting the use of related performance in institutional communications.

Commenters stated that institutional investors often ask to see projected
performance, and that the risk of investor harm from such use is diminished, since
institutional investors either have investment sophistication or can hire someone who
does.®” These commenters noted that PPMs often contain performance projections, so it

1. Multiple commenters

would make sense to allow these projections in sales materia
requested that FINRA permit the use of projected performance of a single security in
institutional communications since the rules governing capital acquisition brokers do not
prohibit the use of projections of performance in private placement marketing materials,
and the same justifications exist for permitting projections of performance in institutional
communications. %

Several commenters further stated that FINRA should permit projections of
performance in communications distributed to QPs.”® These commenters noted that
capital acquisition brokers (“CABs”) already may distribute communications that include
projections of performance to QPs, as CAB Rule 016(i) defines “institutional investor” to

include qualified purchasers.”! NYSBA commented that “[r]egular FINRA members

should have the same freedom to provide projected performance information to Rule

67 See MMI, 3PM.

68 See ACA, Monument.

69

See IPA, Monument, NYSBA Committee.
Se

0 e IPA, Monument, NYSBA Committee.

& See Capital Acquisition Broker Rule 016(i)(6).
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016(1) institutional investors as CABs, not merely for reasons of competitive fairness and
equal treatment, but because the same fundamental principle applies: institutional
investors have sufficient sophistication to evaluate the projected performance and the
weight to be given to it in the overall investment decision.”

As discussed above, FINRA recognizes that projections of issuer performance or
targeted returns are more common in offering documents, such as PPMs, for unregistered
securities offerings. FINRA also believes that institutional investors, as defined in
FINRA Rule 2210(a)(4), and QP private placement investors often either have the
investment sophistication and experience, or are able to hire advisers with investment
acumen, necessary to avoid the potential harm that may occur when single security
performance projections or targeted returns are presented in retail communications.’?
While FINRA does not necessarily agree that non-CAB members should have the same
rules governing their communications as CABs, in this circumstance FINRA believes that
there is no additional risk to investors for a non-CAB firm to distribute communications
with projections of performance or targeted returns to QP private placement investors

than for a CAB’s similar communication to QPs. In this regard, a CAB is already

72 As discussed above, in addition to the requirement that the recipient be either an

institutional investor or QP private placement investor, the proposed rule change
would require members to have written policies and procedures reasonably
designed to ensure that the communication containing the projection or targeted
return is relevant to the likely financial situation and investment objectives of the
investor receiving the communication.
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permitted to include projections of performance in its communications to QPs to whom it
is seeking to sell newly issued unregistered securities.”?

For these reasons, FINRA has amended the Notice proposal to create a new
exception that permits institutional communications and QP private placement
communications to project the performance or provide a targeted return of a single
security,”* as well as the performance of an asset allocation or other investment strategy,
subject to specified conditions.

Requiring a Range of Qutcomes

The Notice also asked whether the proposal should require members to provide a
range of projections in investment planning illustrations, rather than permitting a single
projection of performance. Industry commenters noted that, while members should be
allowed to provide a range of performance projections in illustrations rather than a single
performance figure, FINRA should not require a range. Instead, these commenters

recommended that FINRA allow members to have the flexibility to determine whether

73 Among other things, a CAB is permitted to act as a placement agent or finder on

behalf of an issuer in connection with the sale of newly issued, unregistered
securities to institutional investors. See CAB Rule 016(c)(1)(F)(i) (definition of
“Capital Acquisition Broker”). The term “institutional investor” includes persons
meeting the definition of “qualified purchaser” in section 2(a)(51) of the
Investment Company Act. See CAB Rule 016(1)(6). Because CAB Rule 221
(Communications with the Public) does not prohibit CABs from including
projections of performance in their communications with the public, QPs may
already receive projected performance from a CAB in connection with the offer or
sale of newly issued unregistered securities.

74 The proposed rule change would allow institutional communications to include

hypothetical projections of performance of any single security, including stocks as
well as registered investment companies.
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providing a range of performance projections makes sense in particular situations.’
Other commenters recommended that FINRA require projections to include a range of
outcomes, including outcomes that assume a declining market.”®

FINRA believes that it is not necessary to require in all cases that institutional
communications and QP private placement communications that include projections of
performance present a range of possible outcomes. FINRA believes that members should
have the flexibility to determine whether a range of outcomes would be useful in
particular situations.

Reasonable Basis Standard

M Holdings supported the reasonable basis standard because it provides members
with flexibility given that investment strategies have different features and costs.
However, many commenters requested that FINRA provide more clarity as to the
“reasonable basis” standard. In addition, commenters asked that FINRA allow a portfolio
manager’s previous performance record with particular investments to be one factor of a
reasonable basis for projecting future performance.”’ Other commenters expressed
concern that the proposal would allow too much leeway as to what is considered a
reasonable basis, and that FINRA needs to provide specific guidance as to what would be

permissible.”®

& See EDA, IRI, M Holdings.
76 See GSU, PIABA, 3PM.
7 See MMI, SIFMA.

78 See NASAA, PIABA.
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3PM noted that the use of specific and relevant market indices, peer group
comparisons, and other widely acceptable absolute and relative historical investment
performance of a specific investment strategy should be considered as factors supporting
a projection of performance. 3PM also noted that a fund manager may need to adjust its
projected performance if a fund grows to a point where the manager will no longer be
able to find enough appropriate investments that meet the fund’s investment criteria (i.e.,
the fund experiences “style drift”).

GSU urged FINRA to require the communication to unambiguously and
specifically disclose all information used to generate the projection, including an
explanation of the reasonable basis behind the projection. CAI requested that FINRA
simply eliminate the requirement that projections have a reasonable basis on the ground
that it is too subjective, and that the proposal’s required disclosures are sufficient to
protect investors.

FINRA disagrees that the proposed rule should not require performance
projections to have a reasonable basis. As discussed above, both the SEC and FINRA
already apply a reasonable basis standard in other contexts involving forecasts and
projections. Additionally, FINRA would be concerned that, absent such a requirement,
members could include wildly optimistic projections in communications solely for the
purpose of promoting the sale of a security or an investment planning service, rather than
providing useful information to an investor.

As discussed above, FINRA agrees that many factors may provide a reasonable
basis for a performance projection, which will vary depending on the context. The

proposed rule change would include factors, among others, that a member should
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consider in forming such a reasonable basis. In addition, a reasonable basis might be
established, for example, by reference to the historical performance and performance
volatility of asset classes, the duration of fixed income investments, the effects of
macroeconomic factors such as inflation and changes in currency valuation, the impact of
fees, costs and taxes, and expected contribution and withdrawal rates by the customer. A
more detailed discussion of the factors a member should use in forming a reasonable
basis can be found above in the Purpose section of this proposed rule change.

Customized Illustrations

The Notice proposal would have permitted “a customized hypothetical investment
planning illustration that projects performance of an asset allocation or other investment
strategy and not an individual security,” subject to specified conditions. Multiple
commenters asked that the proposal be amended not to require that illustrations be
“customized,” or that FINRA provide more clarity as to what “customized” means.

These commenters stated that many investors may fit the same investment profile, and
thus arguably a member should be able to present these investors with the same
projections of performance.” They also noted that performance projections for particular
asset classes are often based on generally accepted investment theory and are not
customized for individual accounts. Fidelity suggested using language from FINRA Rule
2211(b)(5)(B), which permits the use of a personalized hypothetical variable product

illustration “which reflects factors relating to an individual customer’s circumstances.”

” See Fidelity, ICI, MMI.



Page 49 of 230

Wells Fargo recommended that FINRA expand the rule to allow members to
provide customers with non-customized asset allocation projections based on “firm
capital market assumptions.” Wells Fargo stated that forward-looking illustrations of an
asset allocation strategy’s projected growth rate, volatility measures, yield and downside
risk would be vital information to help investors understand their portfolios.

As discussed above, FINRA has determined not to proceed with amendments that
would permit the use of “a customized hypothetical investment planning illustration”
with retail investors. Instead, FINRA has determined to amend the Notice proposal to
permit institutional communications and QP private placement communications to
project performance or provide a targeted return, subject to specified conditions.
Accordingly, the comments on the meaning of “customized” in the proposed amendments
are now irrelevant to this proposed rule change.

Interplay with Other Projections Exceptions

Fidelity recommended that FINRA amend both FINRA Rule 2210(d)(1)(F)(i)
(permitting hypothetical illustrations of mathematical principles) and proposed Rule
2210(d)(1)(F)(iv) to refer to a “specific investment” rather than “investment” or “specific
security,” respectively, and to delete the reference to “investment strategy” in paragraph
(d)(1)(F)(1) so that there is no conflict with the language in proposed paragraph
(DDE)@).

Commenters also asked that FINRA clarify how this rule change would impact
communications that rely on other provisions that permit performance projections, such
as reports generated by investment analysis tools pursuant to FINRA Rule 2214, or

hypothetical illustrations of mathematical principles, or hypothetical illustrations
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concerning variable insurance products.®® In particular, IRI requested clarification on
whether an investment analysis tool report generated pursuant to Rule 2214 may project
the performance of a single security, and whether projections of an asset allocation
strategy’s performance in a personalized illustration may also show the performance of
specific securities. The ICI requested clarification as to whether Rule 2214 would apply
to illustrations of different asset allocations and different withdrawal rates in retirement in
educational material.

FINRA does not intend to modify the requirements of other exceptions to the
prohibition on projections contained in Rule 2210(d)(1)(F) as part of creating a new
exception for projected performance and targeted returns in institutional communications
and QP private placement communications. Accordingly, FINRA does not believe it is
necessary or appropriate to modify the current language contained in these exceptions. A
communication that qualifies under another exception to the prohibition on performance
projections would not need to be modified to meet the requirements for including
performance projections or targeted returns in institutional communications or QP private
placement communications pursuant to proposed Rule 2210(d)(1)(F)(iv). FINRA has
included in the Purpose section above a detailed discussion of the differences between the
proposal and Rule 2214.3! To the extent that members need further guidance regarding
Rule 2214, FINRA believes that such guidance should be provided separately from this

rule filing.

80 See CAL ICI, IRL.

81 See Comparison to Projections Permitted by FINRA Rule 2214, supra.
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CAI inquired how the proposal would impact existing FINRA staff guidance on
communications with the public, such as a 1998 letter interpreting the application of
FINRA communications rules to communications of members that are dually registered
as broker-dealers and investment advisers, and guidance that permitted the use of blended
fund performance in specified asset allocation illustrations.®? CAI suggested that FINRA
withdraw or modify the 1998 interpretive letter to clarify that member communications
promoting investment advisory services are not subject to FINRA’s communications
rules.

FINRA does not intend for the proposed rule change to impact prior guidance on
the application of Rule 2210 to communications made by dually registered members or
the use of blended performance. Accordingly, FINRA does not believe it is necessary to
withdraw the 1998 interpretive letter or provide additional guidance about the
presentation of blended performance.

Supervision of Communications with Projections

CAI opposed the proposed requirement that a registered principal either approve
each investment planning illustration that includes projected performance or a template
on which such projections are based. Instead, it suggested that members should be able
to supervise all illustrations, including those not based on a template, in the same manner

as correspondence. In contrast, 3PM recommended that FINRA require a registered

82 See Interpretive Letter to Dawn Bond, FSC Securities Corporation (July 30,

1998), https://www.finra.org/rules-guidance/guidance/interpretive-letters/dawn-
bond-fsc-securities-corporation and “Blended Fund Family Performance
Concerns NASD Regulation,” NASD Regulatory & Compliance Alert, Vol. 10,
No. 3 at p. 10 (November 1996),

https://www finra.org/sites/default/files/RCA/p524569.pdf.
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principal to approve any performance projections prior to use based on whether there is a
reasonable basis to rely on the methodology, assumptions and limitations provided with
the projected performance. Wells Fargo asked for clarification as to whether the
proposed rule change would alter how a member is required to supervise electronic
communications that include a performance projection under FINRA Rule 3110.

As discussed above, FINRA has determined not to proceed with a new exception
from the prohibitions on projecting performance in non-QP retail communications;
however, a QP private placement communication that includes a projection or targeted
return may fall within the definition of retail communication to the extent that it is
distributed or made available to more than 25 QP private placement investors that are not
institutional investors under Rule 2210 within a 30-day period. Accordingly, to the
extent that a member distributes such a retail communication to QP private placement
investors, a registered principal will be required to review and approve the
communication prior to use. In addition, members must adopt written policies and
procedures reasonably designed to ensure compliance with all applicable requirements
and obligations, including the obligation for the member to have a reasonable basis for
the criteria used and assumptions made in calculating the projected performance or
targeted return. 3

The proposed rule change would not alter the standards for review of electronic
communications. Thus, the proposed rule change’s review standards would apply

equally to paper and electronic personalized illustrations that include performance

8 See proposed Rule 2210(d)(1)(F)(iv)b. and c.
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projections.

Required Disclosures

Two commenters stated that, if FINRA moves forward with the proposal, FINRA
should clarify with specificity the required disclosures that must be given to investors,
and provide guidance on how members may calculate and present projections.®* For
example, NASAA noted that FINRA should state how members calculate fees, costs or
commissions in relation to hypothetical performance, how members must compose an
asset allocation or investment strategy, and how a projection would have a reasonable
basis where it was inconsistent with the historical performance of the asset allocation.
NASAA also recommended that FINRA require disclosure of the underlying securities
that make up the customized hypothetical illustration, and if applicable, that the broker-
dealer’s past projections proved to be inaccurate.

PIABA expressed concern that retail investors will regard projections of
performance of asset classes as forecasts or predictions of how their investments will
perform going forward, and that boilerplate disclaimers are insufficient to avoid investor
confusion. 3PM recommended that FINRA require, in addition to the proposal’s
disclosure standards, a statement that the broker-dealer believes there is a reasonable
basis to believe the projected performance is representative of the security or fund it
represents, a description of the methodology used to develop the projected performance,
and an explanation as to why the methodology used is a good predictor of the projected

performance.

84 See GSU, NASAA.
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As discussed above, FINRA no longer proposes to permit projections of
performance of an asset allocation or other investment strategy in non-QP retail
communications beyond what is currently permitted under Rule 2210(d)(1)(F).
Nevertheless, FINRA has modified the disclosure requirements in the proposed rule with
respect to institutional communications and QP private placement communications. In
this regard, institutional communications and QP private placement communications that
include projections of performance or targeted returns would have to prominently
disclose that the projected performance or targeted return is hypothetical in nature and
that there is no guarantee that the projected or targeted performance will be achieved.
Members also would have to provide sufficient information to enable the Projection-
Eligible Investor to understand the criteria used and assumptions made in calculating the
projected performance or targeted return, and to understand the risks and limitations in
using projected performance or targeted returns in making investment decisions. FINRA
believes that these required disclosures strike an appropriate balance of alerting
Projection-Eligible Investors to the hypothetical nature and uncertainty of such a
projection without providing so much disclosure that its effectiveness is diminished.

FINRA does not believe it is either appropriate or feasible to create more detailed
requirements on how members should calculate performance projections or targeted
returns. Because these projections or targeted returns may occur in a variety of contexts,
FINRA believes it is better to allow members to create their own standards provided that

they have a reasonable basis. As discussed above, members still would be required to
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make all presentations consistent with Rule 2210’s fair and balanced standard,® and
FINRA believes that it is better to consider these communications on a case-by-case
basis.

Other Comments

Several commenters contended that an investment adviser’s fiduciary duty under
the Advisers Act provides greater investor protections than the suitability standard
applicable to broker-dealers under FINRA rules, and that this higher standard mitigates
the potential risks of advisers using projections.®® NASAA stated that past SEC no-
action letters to investment advisers, such as Clover Capital,®” provide more “regulatory
rigor” than the FINRA rule proposal with regard to hypothetical performance. NASAA
also stated that, despite FINRA’s statement that back-tested performance typically is not
a reasonable basis for a projection, it is “virtually inevitable” that back-testing would be
used. Several commenters recommended that FINRA keep its current prohibitions on
projections to avoid potential manipulations or bias by brokers, at least until broker-
dealers are subject to a fiduciary duty.®

While FINRA disagrees that the Notice proposal lacked regulatory rigor as

compared to standards under the Advisers Act, as discussed above, the revised proposal

incorporates many of the same requirements for the presentation of targeted or projected

85 See FINRA Rule 2210(d)(1)(A).
86 See GSU, NASAA.

87 See Clover Capital Management, Inc., 1986 SEC No-Act. LEXIS 2883 (October
28, 1986).

88 See GSU, NASAA, PIABA.
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performance returns that are contained in the IA Marketing Rule, which has supplanted
past SEC no-action letters concerning the presentation of performance in investment
adviser advertisements. In addition, the proposed rule change includes specific
disclosure and reasonableness requirements that members must meet to use this exception
to the prohibition on performance projections. As discussed above, FINRA does not
propose to allow members to use back-tested performance as one of the bases for creating
a performance projection.

GSU recommended that all projections-related communications, and the means by
which they are generated, must be subject to stringent document retention guidelines, and
that these communications be presumptively discoverable in case of a dispute and
explicitly included in FINRA’s Discovery List 1. IPA urged FINRA to adopt the
proposal because it appeared that the Department of Labor’s (“DOL”) Fiduciary Rule
proposal will require members to include projections of performance in retirement plan
statements.

Members that distribute institutional communications and QP private placement
communications that include projections of performance or targeted returns will be
required to retain records related to their activities in this area as required by Exchange
Act Rules 17a-3 and 17a-4. FINRA does not believe that the proposed rule change
should address discovery rules used in arbitration, as they are beyond its scope.

FINRA notes that, subsequent to the publication of the Notice, Congress passed

the Setting Every Community Up for Retirement Enhancement Act of 2019 (“SECURE
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Act”).%? Among other things, the SECURE Act amended the Employee Retirement
Income Security Act (“ERISA”) to require an annual lifetime income disclosure in
statements sent to participants in benefit plans governed by ERISA. Pursuant to the
SECURE Act, the DOL adopted an interim final rule that specifies the requirements for
such lifetime income stream disclosures.”® The proposed amendments to Rule 2210
would not impact members that are required to provide such disclosures in plan benefit
statements. In this regard, FINRA historically has interpreted Rule 2210’s filing and
content standards as not applying to communications that are required by other regulatory
agencies, including communications required by DOL rules.’!

Credit Suisse requested a number of new rules and guidance addressing the use of
performance information in communications, including: (1) allowing institutional
communications to show both actual and related performance on a gross basis; (2)
clarifying that targeted returns contained in fund promotional material are not projections
of performance, or permit the use of targeted returns in institutional communications; (3)
confirming that estimated returns about underlying fund investments are not subject to
the prohibitions on projections of performance; and (4) clarifying that model returns and
back-tested performance can provide a reasonable basis for projected performance and

targeted returns in institutional communications. Fidelity urged FINRA to focus on

89 The SECURE Act was enacted as Division O of the Further Consolidated
Appropriations Act, 2020, Public Law 116-94 (2019).

2% See Department of Labor, “Pension Benefit Statements — Lifetime Income
[lustrations,” 85 FR 59132 (September 18, 2020).

o1 See, e.g., Regulatory Notice 12-02 (January 2012).
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harmonizing its rules governing related performance with SEC staff interpretations under
the Advisers Act, and to focus on principles-based disclosure solutions across all forms of
communications, including social media and mobile devices.

While FINRA appreciates these suggestions, it believes that some of these
recommendations (such as those concerning related or back-tested performance) extend
beyond the scope of the proposal’s intent, and thus are not germane to this proposed rule
filing. FINRA believes that it has addressed the other comments, such as those
concerning targeted returns.

6. Extension of Time Period for Commission Action

FINRA does not consent at this time to an extension of the time period for
Commission action specified in Section 19(b)(2) of the Act.®?

7. Basis for Summary Effectiveness Pursuant to Section 19(b)(3) or for
Accelerated Effectiveness Pursuant to Section 19(b)(2)

Not applicable.

8. Proposed Rule Change Based on Rules of Another Self-Regulatory
Organization or of the Commission

Not applicable.

9. Security-Based Swap Submissions Filed Pursuant to Section 3C of the Act

Not applicable.

10. Advance Notices Filed Pursuant to Section 806(e) of the Payment, Clearing
and Settlement Supervision Act

Not applicable.

2 15U.S.C. 785(b)(2).
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11. Exhibits
Exhibit 1. Completed notice of proposed rule change for publication in the

Federal Register.

Exhibit 2a. FINRA Regulatory Notice 17-06 (February 2017)

Exhibit 2b. List of comments received in response to FINRA Regulatory Notice

17-06.
Exhibit 2c. Copies of comments received in response to FINRA Regulatory
Notice 17-06.

Exhibit 5. Text of the proposed rule change.
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EXHIBIT 1
SECURITIES AND EXCHANGE COMMISSION
(Release No. 34- ; File No. SR-FINRA-2023-016)

Self-Regulatory Organizations; Financial Industry Regulatory Authority, Inc.; Notice of
Filing of a Proposed Rule Change to Amend FINRA Rule 2210 (Communications with
the Public) to Permit Projections of Performance of Investment Strategies or Single
Securities in Institutional Communications

Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 (“Act”)! and
Rule 19b-4 thereunder,” notice is hereby given that on , the
Financial Industry Regulatory Authority, Inc. (“FINRA”) filed with the Securities and
Exchange Commission (“SEC” or “Commission”) the proposed rule change as described
in Items I, II, and III below, which Items have been prepared by FINRA. The
Commission is publishing this notice to solicit comments on the proposed rule change

from interested persons.

I Self-Regulatory Organization’s Statement of the Terms of Substance of the
Proposed Rule Change

FINRA is proposing to amend FINRA Rule 2210 (Communications with the
Public). Currently Rule 2210 prohibits projections of performance or targeted returns® in

member communications, subject to specified exceptions. The proposed rule change

! 15 U.S.C. 78s(b)(1).
2 17 CFR 240.19b-4.

Targeted returns reflect the aspirational performance goals for an investment or
investment strategy. Projections of performance reflect an estimate of the future
performance of an investment or investment strategy, which is often based on
historical data and assumptions. Projections of performance are commonly
established through mathematical modeling. See Investment Advisers Act
Release No. 5653 (December 22, 2020), 86 FR 13024, 13081 n.699 (March 5,
2021) and accompanying text.
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would allow a member to project the performance or provide a targeted return with
respect to a security or asset allocation or other investment strategy in an institutional
communication or a communication distributed solely to qualified purchasers as defined
in the Investment Company Act of 1940 (“Investment Company Act”) that promotes or
recommends specified non-public offerings, subject to stringent conditions to ensure
these projections are carefully derived from a sound basis.

The text of the proposed rule change is available on FINRA’s website at

http://www.finra.org, at the principal office of FINRA and at the Commission’s Public

Reference Room.

II. Self-Regulatory Organization’s Statement of the Purpose of, and Statutory Basis
for, the Proposed Rule Change

In its filing with the Commission, FINRA included statements concerning the
purpose of and basis for the proposed rule change and discussed any comments it
received on the proposed rule change. The text of these statements may be examined at
the places specified in Item IV below. FINRA has prepared summaries, set forth in
sections A, B, and C below, of the most significant aspects of such statements.

A. Self-Regulatory Organization’s Statement of the Purpose of, and Statutory
Basis for, the Proposed Rule Change

1. Purpose

Rule 2210’°s General Prohibition of Projections and Its Exceptions

Rule 2210 provides that communications may not predict or project performance,
imply that past performance will recur or make any exaggerated or unwarranted claim,

opinion or forecast.* The general prohibition against performance projections is intended

4 See FINRA Rule 2210(d)(1)(F).
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to protect investors who may lack the capacity to understand the risks and limitations of
using projected performance in making investment decisions.

This general standard does not prohibit certain types of communications,
however. First, Rule 2210 allows a hypothetical illustration of mathematical principles,
provided it does not predict or project the performance of an investment or investment
strategy.> The “hypothetical illustration of mathematical principles” exception to the
prohibition of projections applies to tools that serve the function of a calculator that
computes the mathematical outcome of certain assumed variables without predicting the
likelihood of either the assumed variables or the outcome. For example, this exception
applies to a calculator that computes a net amount of savings that an investor would earn
over an assumed period of time with assumed variables of rates of returns, frequency of
compounding, and tax rates.®

Second, the general prohibition on projections does not preclude a member from
employing an investment analysis tool, or a written report produced by an investment
analysis tool, that includes projections of performance provided it meets the
requirements of FINRA Rule 2214 (Requirements for the Use of Investment Analysis

Tools).” FINRA adopted the predecessor to Rule 2214 in 2004 to allow members to

5 See FINRA Rule 2210(d)(1)(F)().

On the other hand, this exception would not apply to a calculator that predicted
the likelihood of achieving these assumed variables and outcomes. See Notice to
Members 04-86 (November 2004), n.3.

7 See FINRA Rule 2210(d)(1)(F)(ii).
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offer or employ technological tools that use a mathematical formula to calculate the
probability that investment outcomes (such as reaching a financial goal) would occur.®

An “investment analysis tool” is an interactive technological tool that produces
simulations and statistical analyses that present the likelihood of various investment
outcomes if certain investments are made or certain investment strategies or styles are
undertaken, thereby serving as an additional resource to investors in the evaluation of the
potential risks and returns of investment choices.’ Investors may use an investment
analysis tool either independently or with the assistance from a member and may receive
written reports generated by the tool that include projected performance that is consistent
with Rule 2214’s requirements. '

Third, members may include a price target in a research report on debt or equity
securities, provided that the price target has a reasonable basis, the report discloses the
valuation methods used to determine the price target, and the price target is accompanied
by disclosure concerning risks that may impede achievement of the price target.'!

In addition, a communication with the public regarding security futures or

options may contain projected performance figures (including projected annualized rates

See Notice to Members 04-86, supra note 6

0 See FINRA Rule 2214(b).

10 For a more detailed discussion of the differences between FINRA Rule 2214 and
the proposal, see Comparison to Projections Permitted by FINRA Rule 2214,
infra.

1 See FINRA Rule 2210(d)(1)(F)(iii).
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of return), provided that the communication meets specified requirements.'?> Among
other things, the communication must be accompanied or preceded by a standardized risk
disclosure statement, the communication may not suggest certainty of the projected
performance, parameters relating to such performance figures must be clearly
established, and the projections must disclose and reflect all relevant costs, commissions,
fees, and interest charges (as applicable).'?

Need for an Additional Exception

FINRA understands that some broker-dealer customers, in particular institutional
investors, request other types of projected performance that the current rules do not
allow. These customers may request information that includes projections of
performance or targeted returns concerning investment opportunities to help them make
informed investment decisions but are unable to receive this information from members
due to the prohibition on projections. For example, a member’s views regarding the
projected performance of an investment strategy or single security may be useful to
institutional investors and qualified purchasers (“QPs”), as defined under the Investment

Company Act,'* who are eligible to invest in certain non-public offerings that are relying

12 See FINRA Rules 2215 (Communications with the Public Regarding Security
Futures) and 2220 (Options Communications).

13 See FINRA Rules 2215(b)(3) and 2220(d)(3).

14 Section 2(a)(51)(A) of the Investment Company Act defines the term “qualified
purchaser” as (i) any natural person who owns not less than $5 million in
investments (as defined by the SEC); (ii) a family-owned company that owns not
less than $5 million in investments; (iii) a trust not formed for the purpose of
acquiring the securities offered, as to which each trustee or other person
authorized to make decisions with respect to the trust, and each settlor or other
person who has contributed assets to the trust, is a person described in clauses (i),
(1), or (iv); and (iv) any other person, acting for its own account or the account of
other qualified purchasers, who in the aggregate owns and invests on a
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on exceptions from registration under the Securities Act of 1933 (“Securities Act”) and
the Investment Company Act.

In addition, projected performance may be useful for institutional investors and
QPs that either have the financial expertise to evaluate investments and to understand the
assumptions and limitations associated with such projections, or that have resources that
provide them with access to financial professionals who possess this expertise. Such
investors often test their own opinions against performance projections they receive from
other sources, including issuers and investment advisers. Because Rule 2210 generally
precludes a member from providing projected performance or targeted returns in
marketing communications distributed to institutional investors and QPs, these investors
cannot obtain a member’s potentially different and valuable perspective.

FINRA recognizes, however, that any proposed rule amendment that would allow
projections of performance or targeted returns in specified communications must not
increase the risk of potential harm to retail investors. As discussed below, the proposed
rule change is narrowly tailored to address the need for projections or targeted returns by
restricting their use only in specified scenarios involving institutional investors or QPs,
well-established categories of persons that have been previously determined to be

financially sophisticated or able to engage expertise for purposes of the securities laws. '

discretionary basis not less than $25 million in investments. See 15 U.S.C. 80a-

2(a)(51)(A).

See, e.g., Privately Offered Investment Companies, Investment Company Act
Release No. 22597 (April 3, 1997), 62 FR 17512 (April 9, 1997) (adopting rules
to implement a legislative exclusion from regulation under section 3(c)(7) of the
Investment Company Act for privately offered investment companies “whose
investors are all highly sophisticated investors, termed ‘qualified purchasers’”).

15



Page 66 of 230

As a general matter, the proposed rule change would not alter the current prohibitions on
including projections of performance or targeted returns in most types of retail
communications. In addition, even in situations where a natural person qualifies as an

institutional investor or QP, Exchange Act Regulation Best Interest!'®

would require
members to act in the investor’s best interest when making a recommendation of a
securities transaction or investment strategy involving securities, regardless of whether a

projection is used as a basis for the recommendation.

Proposed Amendments

The proposed rule change would create a new, narrowly tailored, exception to the
general prohibition of projections. First, the proposed rule change would permit
institutional communications to include projections of performance or targeted returns.
An institutional communication is any written (including electronic) communication that

is distributed or made available only to institutional investors,'” but does not include a

16 See 17 CFR 240.151-1 (“Reg BI”).

17 Rule 2210(a)(4) provides that “institutional investor” means any:

(A) person described in Rule 4512(c), regardless of whether the person has an
account with a member;

(B) governmental entity or subdivision thereof;

(C) employee benefit plan, or multiple employee benefit plans offered to
employees of the same employer, that meet the requirements of Section 403(b) or
Section 457 of the Internal Revenue Code and in the aggregate have at least 100
participants, but does not include any participant of such plans;

(D) qualified plan, as defined in Section 3(a)(12)(C) of the Exchange Act, or
multiple qualified plans offered to employees of the same employer, that in the
aggregate have at least 100 participants, but does not include any participant of
such plans;
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member’s internal communications.'® Second, the proposed rule change would permit

projected performance and targeted returns in communications that are distributed or

made available only to QPs and that promote or recommend a private placement that is

sold solely to QPs (“QP private placement communications™).!” Recipients of QP private

placement communications are referred to herein as “QP private placement investors.

9520

18

19

20

(E) member or registered person of such a member; and
(F) person acting solely on behalf of any such institutional investor.

Rule 4512(c) defines “institutional account” to mean the account of: (1) a bank,
savings and loan association, insurance company or registered investment
company; (2) an investment adviser registered either with the SEC under Section
203 of the Advisers Act or with a state securities commission; or (3) any other
person (whether a natural person, corporation, partnership, trust or otherwise)
with total assets of at least $50 million.

See Rule 2210(a)(3). The definition of “institutional investor” provides in part that
no member may treat a communication as having been distributed to an
institutional investor if the member has reason to believe that the communication
or any excerpt thereof will be forwarded or made available to a retail investor. See
FINRA Rule 2210(a)(4). Accordingly, if a member distributed or made available a
communication containing projected performance or a targeted return to an
institutional investor, and the member had reason to believe the institutional
investor would forward or make available that communication to a retail investor,
FINRA would not consider the communication to be an institutional
communication for purposes of the proposed rule change’s requirements.

The proposed rule change would create a new exception from the prohibition on
performance projections for communications that are distributed or made
available only to QPs and that promote or recommend either a Member Private
Offering that is exempt from the requirements of FINRA Rule 5122 pursuant to
Rule 5122(c)(1)(B), or a private placement exempt from the requirements of
FINRA Rule 5123 pursuant to Rule 5123(b)(1)(B). Both Rule 5122(c)(1)(B) and
Rule 5123(b)(1)(B) exempt from those rules’ requirements private offerings sold
solely to qualified purchasers, as defined in Section 2(a)(51)(A) of the Investment
Company Act.

In most cases, an individual investor who has $5 million or more in investments,
but who does not have at least $50 million in assets, will be both a qualified
purchaser under the Investment Company Act and a retail investor for purposes of
Rule 2210. Accordingly, some QP private placement communications will be
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Institutional investors and QP private placement investors are referred to herein
collectively as “Projection-Eligible Investors.”

Even within these narrow circumstances, the proposed rule change would impose
additional investor protection obligations. The exception would be conditioned on: (1)
the member adopting and implementing written policies and procedures reasonably
designed to ensure that the communication is relevant to the likely financial situation and
investment objectives of the investor receiving the communication and to ensure
compliance with all applicable requirements and obligations; (2) the member having a
reasonable basis for the criteria used and assumptions made in calculating the projected
performance or targeted return, and retaining written records supporting the basis for
these criteria and assumptions;>' (3) the communication prominently disclosing that the
projected performance or targeted return is hypothetical in nature and that there is no
guarantee that the projected or targeted performance will be achieved; and (4) the
member providing sufficient information to enable the investor to understand (i) the

criteria used and assumptions made in calculating the projected performance or targeted

either correspondence or retail communications under the rule. See FINRA Rule

2210(a)(2), (a)(5), and (a)(6).
21 FINRA recognizes that there are some differences between targeted returns and
projections of performance. As discussed above, targeted returns are aspirational
and may be used as a benchmark or to describe an investment strategy or
objective to measure the success of a strategy. Projections of performance, on the
other hand, use historical data and assumptions to predict a likely return. Thus,
targeted returns may not involve all (or any) of the assumptions and criteria
applied to generate a projection. However, FINRA does not believe that the
difference between targeted returns and projections of performance is always
readily apparent to the recipient of a communication. Accordingly, the
presentation of both projections of performance and targeted returns would be
subject to the same conditions, including that both must have a reasonable basis.
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return, including whether the projected performance or targeted return is net of
anticipated fees and expenses; and (ii) the risks and limitations of using the projected
performance or targeted return in making investment decisions, including reasons why
the projected performance or targeted return might differ from actual performance.

Written Policies and Procedures

The proposed rule change would require a member to adopt and implement
written policies and procedures reasonably designed to ensure that the communication is
relevant to the likely financial situation and investment objectives of the investor
receiving the communication and to ensure compliance with all applicable requirements
and obligations. In adopting written policies and procedures concerning the investor’s
likely financial situation and investment objectives, members should consider including
content that requires the member to consider the audience that receives a communication
that presents projected performance or a targeted return. In particular, such a
communication should only be distributed where the member reasonably believes the
investors have access to resources to independently analyze this information or have the
financial expertise to understand the risks and limitations of such presentations. If an
investor does not have this financial expertise and receives a communication containing a
projection or targeted return, FINRA would expect that the written policies and
procedures be reasonably designed to ensure that the investor has the resources necessary

to access financial professionals that possess this expertise.?

22 FINRA would not view the mere fact that an investor would be interested in high

returns as satisfying the requirement that the projected performance or targeted
return is relevant to the likely financial situation and investment objectives of the
intended audience.
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For example, members could meet the requirement to adopt and implement
policies and procedures reasonably designed to ensure that the projected performance or
targeted returns are relevant to the likely financial situation and intended audience of the
institutional communication or QP private placement communication by relying on its
past experiences with particular types of institutional investors and QP private placement
investors who seek this information. A firm may wish to further tailor its intended
audience for such a communication to persons or entities that have expressed interest in
particular types of securities, or who have invested in similar securities in the past.

In addition, even in situations where an investor has the financial expertise or
resources necessary to understand the risks and limitations of a projection or targeted
return, if the member recommends a securities transaction or investment strategy
involving securities to an investor who is a “retail customer” as defined in Reg BI, > the
member must establish, maintain, and enforce written policies and procedures reasonably
designed to achieve compliance with Reg BI.?*

Reasonable Basis Requirement

The “reasonable basis” requirement follows well-established precedents. FINRA

Rules 2210 and 2241 (Research Analysts and Research Reports) require a price target in

23 Reg BI defines “retail customer” to mean a natural person, or the legal

representative of such natural person, who (i) receives a recommendation of any
securities transaction or investment strategy involving securities from a broker,
dealer, or natural person who is an associated person of a broker or dealer, and (i1)

uses the recommendation primarily for personal, family, or household purposes.
See 17 CFR 240.151-1(b)(1).

2 See 17 CFR 240.151-1(a)(2)(iv).
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a research report to have a reasonable basis.?> SEC rules also require performance
projections contained in specified documents to be based on good faith and have a
reasonable basis.?

FINRA believes that it is important for members to consider appropriate factors in
forming a reasonable basis for the criteria used and assumptions made in calculating
projected performance or a targeted return pursuant to proposed Rule 2210(d)(1)(F)(iv).
Accordingly, FINRA is proposing to include a new Supplementary Material to Rule 2210
that would list some, but not all, factors that members should consider in developing a
reasonable basis. FINRA incorporated some of the relevant factors that members of the
financial research and analysis industry use when considering the basis for a
recommendation to a customer.?’

Proposed Supplementary Material 2210.01 would provide that, in forming a
reasonable basis for the criteria used and assumptions made in calculating projected

performance or a targeted return pursuant to proposed Rule 2210(d)(1)(F)(iv), with no

25 See FINRA Rule 2210(d)(1)(F)(iii) and FINRA Rule 2241(c)(1)(B).

26 See Securities Act Regulation S-K, 17 CFR 229.10(b) (providing in part that the
use in documents specified in Securities Act Rule 175 and Exchange Act Rule 3b-
6 of management’s projections of future economic performance have a reasonable
basis and reflect its good faith assessment of a registrant’s future performance).

27 Some, but not all, of the proposed factors in the proposed Supplementary Material

come from the CFA Institute’s discussion of Standard V in the Institute’s
Standards of Practice Handbook. Standard V requires, among other things that
CFA Institute Members and Candidates “[h]ave a reasonable and adequate basis,
supported by appropriate research and investigation, for any investment analysis,
recommendation, or action.” See CFA Institute, Standards of Practice Handbook
155-156 (11" ed. 2014).
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one factor being determinative, members should consider multiple factors. Such factors

may include, but are not limited to, the following:

1)

2)

3)

4)

5)

6)

7)

Global, regional, and country macroeconomic conditions (for example,
considering potential civil or political instability or weather conditions that
may impact projected performance);

Documented fact-based assumptions concerning the future performance of
capital markets;

In the case of a single security issued by an operating company, the issuing
company’s operating and financial history;

The industry’s and sector’s current market conditions and the state of the
business cycle (for example, including a consideration of any characteristics
unique to the industry and sector, such as the effect of rising mortgage rates
on the housing sector);

If available, reliable multi-factor financial models based on macroeconomic,
fundamental, quantitative, or statistical inputs, taking into account the
assumptions and potential limitations of such models, including the source
and time horizon of data inputs;

The quality of the assets included in a securitization (taking into
consideration, for example, the ability to assess the credit quality of
underlying assets through available data and the performance of similar
pools);

The appropriateness of selected peer-group comparisons (for example, the

relative similarities or differences among the components of a selected peer
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group versus the subject issuer, the number of constituents in the peer group,
and the reasonableness of the comparison);

8) The reliability of research sources (including, for example, whether there is a
relationship between the issuer and the research source that could pose a
conflict of interest; whether the research has been subject to peer review
before publication; whether the research is based on reliable or verifiable
factual information);

9) The historical performance and performance volatility of the same or similar
asset classes;

10) For managed accounts or funds, the past performance of other accounts or
funds managed by the same investment adviser or sub-adviser, provided such
accounts or funds had substantially similar investment objectives, policies,
and strategies as the account or fund for which the projected performance or
targeted returns are shown;

11) For fixed income investments and holdings, the average weighted duration
and maturity;

12) The impact of fees, costs, and taxes; and

13) Expected contribution and withdrawal rates by investors.

Proposed Supplementary Material 2210.01(b) also would provide that members

may not base projected performance or a targeted return upon (i) hypothetical, back-
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tested performance or (ii) the prior performance of a portfolio or model that was created
solely for the purpose of establishing a track record.?®

Disclosure Requirements

The requirement to provide sufficient information in the communication to enable
the intended audience to understand the criteria used and assumptions made in calculating
the projected performance or targeted return is not intended to prescribe any particular
methodology or calculation of such performance. Nor does FINRA expect a firm to
disclose proprietary or confidential information regarding the firm’s methodology and
criteria. Firms would be expected, however, to provide a general description of the
methodology used sufficient to enable the investors to understand the basis of the
methodology, as well as the assumptions underlying the projection or targeted return.
Without this basic information, particularly regarding assumptions about future events, it
is more likely that a projection or targeted return would mislead a potential investor.

The proposed rule change also would require a member to provide sufficient
information in the communication to enable a Projection-Eligible Investor to understand
the risks and limitations of using the projected performance or targeted return in making

investment decisions, including reasons why the projected performance or targeted return

28 See MassMutual Institutional Funds, 1995 SEC No-Act. LEXIS 747 (September
28, 1995) (permitting the use of open-end management investment company
performance that included the performance of unregistered predecessor separate
investment accounts (“SIAs’’) whose assets were transferred to the investment
company, based in part upon the representation that the predecessor SIAs were
created for purposes entirely unrelated to the establishment of a performance
record). FINRA would not consider an investment manager’s proprietary seed
capital accounts that were created for purposes unrelated to the establishment of a
performance record to be prohibited by proposed Supplementary Material
2210.01(b)(11).
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might differ from actual performance. This requirement is intended to help ensure that
such investors do not unreasonably rely on a projection or targeted return given its
uncertainty and risks.

For example, an institutional communication or QP private placement
communication may need to disclose, as a reason why the projected performance or
targeted return might differ from actual performance, that the projection does not reflect
actual cash flows into and out of an investment portfolio. This is particularly true when a
projection is expressed as an internal rate of return (“IRR”), since forward-looking IRR
shows a return earned by investors over a particular period, calculated on the basis of
future cash flows to and from investors.?® If the actual future cash flows differ from the
assumptions, the actual IRR may differ from the projected IRR.

General Standards and Supervision under Rule 2210

As with all communications with the public, institutional communications and QP
private placement communications that contain projected performance or targeted returns
must meet Rule 2210’s general standards, including the requirements that
communications be fair and balanced, provide a sound basis for evaluating the facts in

regard to any particular security or type of security, and not contain false, exaggerated,

29 IRR is also known as money-weighted returns and reflects the percentage rate

earned on each dollar invested for each period the dollar was invested. IRR is
calculated as the discount rate that makes the net present value of all cash flows
from an investment equal to zero. This can be contrasted to a time-weighted
return, which is the compounded growth rate of $1 over the time period. Average
annual total returns used by mutual funds pursuant to Securities Act Rule 482 are
an example of time-weighted returns. Time-weighted returns ignore the size and
timing of investment cash flows and, therefore, provide a measure of manager or
strategy performance, while IRR measures how a specific portfolio performed in
absolute terms. See Regulatory Notice 20-21 (July 2020).
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unwarranted, promissory or misleading content.>* Accordingly, in addition to the
reasonable basis standard, any communication containing a projection or targeted return
would be prohibited from presenting exaggerated or unwarranted projections or targeted
returns. FINRA believes this constraint would prohibit a member from presenting a
projection that purports to show, for example, longer term returns for an equity security
offered shortly before or after the date of the communication, as it would be viewed as
unwarranted and lacking a sound basis due to the difficulty in predicting future securities
markets and economic conditions.

Members currently must adopt appropriate procedures for the supervision and
review of both institutional and retail communications.?! If the proposed rule change is
adopted, these supervisory procedures would need to include the review of projections of
performance or targeted returns used in both institutional communications and QP private
placement communications, including compliance with the proposed rule change’s
specific conditions. In addition, members generally would be required to approve prior
to use any QP private placement communication that falls within Rule 2210’s definition

of “retail communication.”>?

30 See FINRA Rule 2210(d)(1)(A) and (B).

3 See FINRA Rule 2210(b)(1) and (b)(3).

32 As discussed above, if a QP is an individual that has less than $50 million in

assets, the QP generally will be a retail investor under Rule 2210 since the QP
does not fall within the definition of institutional investor. In such cases, if the
QP private placement communication were distributed or made available to more
than 25 QPs that fall within the definition of retail investor within a 30-day
period, it would be a retail communication that a registered principal generally
must approve prior to use. See FINRA Rule 2210(b)(1).
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Members that use third-party vendors to perform core business or regulatory
oversight functions must establish and maintain a supervisory system, including written
supervisory procedures, for any activities or functions performed by third-party vendors
that are reasonably designed to ensure compliance with applicable securities laws and
regulations and with applicable FINRA rules.*® Accordingly, if a member relies on third-
party models or software to create a projection or targeted return, the member would be
expected to establish and maintain a supervisory system reasonably designed to ensure
that any projections or targeted returns created by a third-party vendor are used
consistently with the proposed rule change’s requirements.

For example, the member would need to ensure that there is a reasonable basis for
the criteria used and assumptions made in calculating the projected performance or
targeted return and would need to retain written records supporting the basis for such
criteria and assumptions. Members should make reasonable efforts to determine whether
the model or software is sound and should make reasonable inquiries into the source and
accuracy of the data used to create the projection or targeted return. If the member has
reason to suspect that the third-party model or software lacks a sound basis, the member
should investigate the matter and, if it cannot be reasonably assured that the model or
software is sound, must not use it. Among factors that a member may wish to employ to
evaluate the third-party model or software are the assumptions used to create the
projection or target, the rigor of its analysis, the date and timeliness of any research used
to create the model or software, and the objectivity and independence of the entity that

created the model or software.

33 See Regulatory Notice 21-29 (August 2021).
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As discussed above, members also must keep in mind that if they use a projection
of performance or targeted return in connection with a recommendation of a securities
transaction or investment strategy involving securities to a retail customer, the
134

recommendation must meet the requirements of Reg B

Comparison to Projections Permitted by FINRA Rule 2214

There are several key differences between the types of projections that Rule 2214
permits as compared to those that the proposed rule change would allow. First, Rule
2214 differs from the proposed rule change in terms of how a projection may be
communicated. Rule 2214 allows a projection of performance that is created by an
investment analysis tool that any retail customer uses on a one-on-one interactive basis,
either independently or with a member’s assistance, and that provides individualized
results to each user. In contrast, unlike Rule 2214, under the proposed rule change, there
is no interactive element associated with the receipt of projections. Instead, firms could
provide projections or targeted returns to Projection-Eligible Investors using any form of
communication that otherwise complies with the proposed rule change, applicable
requirements of FINRA rules, and the federal securities laws.

Second, Rule 2214 requires the tool to produce simulations and statistical

analyses that present the likelihood of various investment outcomes if certain

M See 17 CFR 240.151-1. The definition of “retail customer” under Reg BI differs
from the definition of “retail investor” under FINRA Rule 2210, which includes
any person other than an institutional investor, regardless of whether the person
has an account with a member. See FINRA Rule 2210(a)(6). Accordingly, a
natural person could be a “retail customer” for purposes of Reg BI but an
“Institutional investor” under Rule 2210 (e.g., a natural person with at least $50
million in total assets). See supra note 17 (definition of “institutional investor”
under FINRA Rule 2210(a)(4)).
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investments are made or certain investment strategies are undertaken. Although the rule
does not expressly require the use of a particular type of statistical analysis, in many
cases firms (or their vendors) use Monte Carlo simulations for this process.>> In contrast,
the proposed rule change would not require communications to Projection-Eligible
Investors that include performance projections or targeted returns to consider potential
returns under various scenarios and the probability of success for each scenario.

Third, Rule 2214’s disclosure requirements differ somewhat from those under the
proposed rule change. Rule 2214 requires an investment analysis tool, a written report
generated by the tool, or a related retail communication to:

e Describe the criteria and methodology used, including the investment analysis

tool’s limitations and key assumptions;

e explain that results may vary with each use and over time;

e if applicable, describe the universe of investments considered in the analysis,
explain how the tool determines which securities to select, disclose if the tool
favors certain securities and, if so, explain the reason for the selectivity, and
state that other investments not considered may have characteristics similar or

superior to those being analyzed; and

35 Monte Carlo simulation involves the use of a computer to represent the operations

of a complex financial system. A characteristic feature of Monte Carlo simulation
is the generation of a large number of random samples from specified probability
distributions to represent the operation of the system. Monte Carlo simulation is
used in planning in financial risk management and in valuing complex securities.
Monte Carlo simulation is a complement to analytical methods but provides only
statistical estimates, not exact results. See CFA Institute, Common Probability
Distributions (CFA Program Level I, 2023 Curriculum), available at
https://www.cfainstitute.org/membership/professional-development/refresher-
readings/common-probability-distributions.
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e display a prescribed disclosure concerning the hypothetical nature of the
projections, that they do not reflect actual investment results, and that they are
not guarantees of future results.¢

In contrast, the proposed rule change would require a communication to

prominently disclose that the projected performance or targeted return is hypothetical in
nature and that there is no guarantee that the projection of performance or targeted return
will be achieved.?” In addition, a member would have to provide “sufficient information
to enable the investor to understand (i) the criteria used and assumptions made in
calculating the projected performance or targeted return, including whether the projected
performance or targeted return is net of anticipated fees and expenses; and (ii) the risks
and limitations of using the projected performance or targeted return in making
investment decisions, including reasons why the projected performance or targeted return
might differ from actual performance.”®

While the proposed rule change’s methodology disclosure requirement resembles

the methodology disclosure requirements in Rule 2214, they are worded differently to
reflect different types of communications to which the proposed rule change and Rule
2214 apply. For example, an investment analysis tool permitted by Rule 2214 may
recommend that an investor consider an alternative account portfolio to improve the

range of its potential returns but limit the securities that may populate the portfolio. This

limitation is important information to investors when considering whether to change their

36 See FINRA Rule 2214(c).
37 See proposed FINRA Rule 2210(d)(1)(F)(iv)d.

38 See proposed FINRA Rule 2210(d)(1)(F)(iv)e.
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investments. In contrast, the proposed rule change is more likely to apply to a projection
or targeted return that is included in a communication promoting a single security or
investment strategy distributed to Projection-Eligible Investors, and thus would impose
different disclosure requirements relative to those scenarios.

Fourth, Rule 2214 does not restrict the types of investors who may use an
investment analysis tool or receive a report generated by the tool, as both institutional
investors and retail investors may receive a projection of performance under Rule 2214.
The reports also must include clear and prominent specified disclosures, such as a
description of the criteria and methodology used, the tool’s limitations and key
assumptions, and other risk and investor protection-related information.?° In contrast,
the proposed rule change would limit receipt of projections or targeted returns to
Projection-Eligible Investors as defined in the rule.

Comparison to IA Marketing Rule’s Hypothetical Performance Standards

The proposed changes are in many respects consistent with the Commission’s
Investment Adviser Marketing rule (“IA Marketing Rule”).*’ In this regard, the IA
Marketing Rule permits investment advisers to present hypothetical performance, which
includes “targeted or projected performance returns with respect to any portfolio or to the

investment advisory services with regard to the securities offered”*! in an advertisement

3% See FINRA Rule 2214(c) and (d).

40 See Investment Advisers Act Release No. 5653 (December 22, 2020), 86 FR
13024 (March 5, 2021) (adoption of Advisers Act Rule 206(4)-1 (Investment
Adviser Marketing) (“IA Marketing Rule Release”).

4 See 17 CFR 275.206(4)-1(e)(8).
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if the investment adviser meets specified conditions and does not violate the [A
Marketing Rule’s other requirements. In particular, an investment adviser must:

e Adopt and implement policies and procedures reasonably designed to ensure
that the hypothetical performance is relevant to the likely financial situation
and investment objectives of the intended audience;

¢ Provide sufficient information to enable the intended audience to understand
the criteria used and assumptions made in calculating such hypothetical
performance; and

e Provide (or, if the intended audience is an investor in a private fund provide or
offer to provide promptly) sufficient information to enable the intended
audience to understand the risks and limitations of using such hypothetical
performance in making investment decisions.*?

These requirements are similar to the proposed rule change’s requirements
concerning investors that may receive a communication containing a projection or
targeted return and its disclosure requirements. In addition, similar to Rule 2210, the IA
Marketing Rule prohibits any advertisement that includes any untrue statement of a
material fact or omits to state a material fact necessary to make the statement made under

the circumstances not misleading.*

42 See 17 CFR 275.206(4)-1(d)(6). An investment adviser presenting hypothetical
performance is not required to comply with certain of the conditions in paragraph
(d), such as the requirement to present performance for one-, five-, and ten-year
periods.

43 17 CFR 275.206(4)-1(a).
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As discussed above, the proposed rule change includes other requirements that are
not specifically included in the IA Marketing Rule. Nevertheless, FINRA anticipates that
it would interpret requirements in the proposed rule change that align with similar
requirements in the IA Marketing Rule consistently with how the Commission has
interpreted those IA Marketing Rule requirements. Thus, member firms should be able to
comply with these proposed requirements in a manner similar to how investment advisers
must comply with similar requirements applicable to the use of hypothetical performance
under the IA Marketing Rule.**

Contributions to Investor Protection

FINRA believes that approval of the proposed rule change would contribute to
investor protection by enabling Projection-Eligible Investors to access projections when
considering specific investments or strategies. For example, under the current rule,
Projection-Eligible Investors are not permitted to receive projections from broker-dealers,
despite the fact that such projections may assist them in evaluating potential securities
purchases or sales, choosing appropriate investment strategies, or creating strategic plans
for their business operations. Under the proposed rule change, Projection-Eligible
Investors would have access to projected performance or targeted returns that must
comply with Rule 2210’s existing prohibition of false or misleading statements or claims
and the proposed rule change’s disclosure requirements and prohibition on using back-

tested performance to create the projected performance or targeted return.*’

44 See IA Marketing Rule Release, supra note 40, 86 FR 13024, 13083-85.

4 See proposed Supplementary Material 2210.01(b).
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FINRA believes the proposed rule change would also contribute to investor
protection by encouraging issuers of publicly offered or privately placed securities to
select members that are subject to appropriate regulation and oversight for participation
in securities offerings. FINRA recognizes that Projection-Eligible Investors are already
able to receive projected or targeted returns in communications from parties other than
registered broker-dealers, such as unregistered intermediaries*® or the securities’ issuer. 4’

Accordingly, the current prohibition of registered broker-dealers including
projected performance or targeted returns in institutional communications or QP private
placement communications creates an incentive for issuers to avoid the registered broker-
dealer channel to offer securities and instead either use an unregistered firm, or market
securities directly to potential investors. The proposed rule change would allow members

to provide the same or similar information regarding projected performance or targeted

46 For example, Congress recently amended the Exchange Act to create a new

registration exemption for certain mergers and acquisition brokers (“M&A
Brokers”). M&A Brokers are not subject to any federal or self-regulatory
organization rules governing their communications (other than general anti-fraud
provisions), including any prohibitions on including projections or targeted
returns in their communications. See Consolidated Appropriations Act of 2023,
Pub. L. No. 117 — 328 (2022) (codified at 15 U.S.C. 780(b)(13)).

47 The majority of private offerings governed by Securities Act Regulation D (17

CFR 230.501 et seq.) are sold directly by issuers without any broker-dealer
involvement. Approximately 20 percent of Regulation D offerings involve
“intermediaries,” such as broker-dealers. See Capital Raising in the U.S.: An
Analysis of the Market for Unregistered Securities Offerings 2009-2017, SEC
Division of Economic and Risk Analysis (August 2018),
https://www.sec.gov/files/dera-white-paper regulation-d 082018.pdf. Thus, only
a small percentage of investors in private placements are afforded the protections
of FINRA rules and other relevant broker-dealer regulations that apply when a
Regulation D offering involves a FINRA member firm.
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returns that investors are receiving from issuers or other unregistered intermediaries, but
subject to substantial requirements that enhance investor protections.

The proposed rule change also would allow Projection-Eligible Investors to
receive and compare projections provided by members with projections from other
entities, with appropriate safeguards. For example, it is very common for issuers to offer
their securities directly to investors using performance projections in their marketing
communications or offering documents.*® Approval of the proposed rule change would
not level the regulatory playing field between members, unregistered firms, and issuers
with respect to projected performance, but it would allow members to present projections
and targeted returns to Projection-Eligible Investors subject to existing and proposed
investor protections.

If the Commission approves the proposed rule change, FINRA will announce the

implementation date of the rule change in a Regulatory Notice.

2. Statutory Basis
FINRA believes that the proposed rule change is consistent with the provisions of

Section 15A(b)(6) of the Act,* which requires, among other things, that FINRA rules be

48 Under FINRA rules, offering materials are considered communications with the

public for purposes of Rule 2210 if a member was involved in preparing the
materials. If a private placement memorandum (“PPM”) or other marketing
document presents information that is not fair and balanced or that is misleading,
then the member that assisted in its preparation may be found to have violated
Rule 2210. Moreover, sales literature concerning securities offerings that a
member distributes generally constitutes a communication by that member to the
public, regardless of whether the member assisted in its preparation. See
Regulatory Notice 23-08 (May 2023) at page 11; see also Regulatory Notice 10-
22 (April 2010) and Regulatory Notice 20-21 (July 2020).

49 15 U.S.C. 780-3(b)(6).
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designed to prevent fraudulent and manipulative acts and practices, to promote just and
equitable principles of trade, and, in general, to protect investors and the public interest.

FINRA believes that the proposed rule change strikes the right balance between
protecting investors and allowing more investment information to be communicated to an
appropriate audience. As discussed above, the proposed rule change would not expand
the very limited exceptions that allow specified types of projected performance or
targeted returns in communications to retail investors, such as price targets contained in
research reports or reports generated by interactive investment analysis tools, other than
QP private placement investors that meet the definition of “retail investor” under Rule
2210.%°

FINRA believes that the proposed rule change will provide additional sources of
information for Projection-Eligible Investors in their investment decision making. As
mentioned previously, Projection-Eligible Investors often develop their own opinions
regarding the future performance of an investment based on the multiple sources of
information at their disposal. They test these opinions against the views and data
provided by other sources, which often summarize their conclusions in terms of a
projection of performance of the investment. This is particularly true in the offering of
securities by issuers, including hedge funds and other investment vehicles. Rule
2210(d)(1)(F) currently does not permit members to share their views on projection-
related data with Projection-Eligible Investors in these situations due to its restrictions on

members’ communicating projected performance information.

30 See supra note 20.
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Even so, the proposed changes will provide safeguards for communications that
contain projections of performance or targeted returns. The proposed changes would
require members to adopt and implement policies and procedures reasonably designed to
ensure that the communication is relevant to the likely financial situation and investment
objectives of the Projection-Eligible Investor receiving the communication. They would
mandate that members have a reasonable basis for the criteria used and assumptions
made in calculating the projections of performance or targeted returns.

The proposed changes also would require a member to provide sufficient
information to enable the Projection-Eligible Investor to understand the criteria used and
assumptions made in calculating the projected performance or targeted return, and to
understand the risks and limitations of using projected performance or targeted returns in
making investment decisions.

As discussed above, the proposed changes recognize that Projection-Eligible
Investors are already able to receive projected performance or targeted returns in
communications from parties other than broker-dealers and more closely aligns the
ability of broker-dealers to offer projections to such investors with the abilities of issuers
and other non-member firms to offer projections. The proposed rule change also would
allow Projection-Eligible Investors to receive and compare projections provided by
members with projections from other entities, with appropriate safeguards designed to
protect investors.

FINRA believes that Projection-Eligible Investors would be better protected if
issuers instead offered their securities through broker-dealers, which are subject to a

much more rigorous set of rules governing communications than issuers, and that are
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subject to regulatory oversight from the Commission, FINRA and state securities
regulators. The proposed rule change may enable more issuers to use broker-dealers for
their securities offerings. In addition, Projections-Eligible Investors who are retail
customers under Reg BI will receive the additional protections of that rule.

B. Self-Regulatory Organization’s Statement on Burden on Competition

FINRA does not believe that the proposed rule change will result in any burden
on competition that is not necessary or appropriate in furtherance of the purposes of the
Act.

Economic Impact Assessment

FINRA has undertaken an economic impact assessment, as set forth below, to
analyze the regulatory need for the proposed rulemaking, its potential economic impacts,
including anticipated costs and benefits, and the alternatives FINRA considered in
assessing how to best meet its regulatory objectives.

1. Regulatory Need

Among other things, commenters during the retrospective review of rules
governing communications with the public expressed concerns that the current
prohibition on projections of performance imposes undue restrictions on broker-dealer
customers, and in particular institutional investors and QP private placement investors,

without providing them a concomitant benefit.’! The amendments in this proposed rule

31 See letters responding to Regulatory Notice 14-14 (April 2014) from the Financial

Services Roundtable (May 22, 2014) and the Securities Industry and Financial
Markets Association (May 23, 2104), both available at www.finra.org.
Additionally, commenters on Regulatory Notice 17-06 (February 2017) urged
FINRA to revise the proposal to permit projections of performance of single
securities in communications to QPs. See infra notes 65-71 and accompanying
text.
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change are intended to improve the flow of information by allowing members to
communicate to Projection-Eligible Investors, subject to conditions, information
regarding the projected performance of an individual security and similar
communications related to an asset allocation or other investment strategy.

2. Economic Baseline

The economic baseline used to evaluate the impact of the proposed amendments
is the current regulatory framework. This baseline serves as the primary point of
comparison for assessing economic impacts, including the incremental benefits and costs
of the proposed rule change.

FINRA believes that many members providing products and services to
Projection-Eligible Investors would likely choose to rely on the proposed exception for
projections. FINRA estimates that there are a significant number of such members.>?

Some of these members may have Projection-Eligible Investor customers that
already have access to or are receiving projections-related communications from a
member that is dually registered, a member’s advisory affiliate, or an investment adviser
owned by an associated person of the member, as part of the clients’ investment advisory

relationship. For example, some dually registered members and dually registered

52 Based on Consolidated Audit Trail (CAT) data for 2021, there were 1,169 firms
that conducted equity transactions for customers. Of those 1,169 firms, 859 firms
conducted equity transactions for institutional customers in 2021. It is not known
how many firms conducted equity transactions for QPs. Also, it is not known
how many firms conducted debt and OTC transactions for customers. However,
based on Rule 5122/5123 filings, it is known that about 360-380 firms were
involved in private placement offerings to accredited investors in any given year
between 2018 and 2021. While not all accredited investors are QPs, the
information from Rule 5122/5123 filings in 2018-2021 indicates how many firms
may have been in involved in private placement offerings to QP customers.
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representatives communicate information regarding projected performance to their
investment advisory clients already.>® Similarly, members that are not registered as
investment advisers may still have registered representatives that have customers with
access to investment advisory services.>* Members and their registered representatives
that are investment advisers that provide projections of performance of, among other
things, individual securities (such as investments in private funds managed by the
member of a related investment adviser) to their advisory clients may not be impacted by
the proposal, since they are already able to provide this information in some
circumstances when acting as an investment adviser.

FINRA also notes that Projection-Eligible Investors may be solicited to purchase

individual securities directly by an issuer without the involvement of a broker-dealer, and

53 FINRA estimates that, as of December 31, 2021, approximately 480 member

firms are dually registered as broker-dealers and investment advisers. FINRA
further estimates that these dually registered firms have approximately 421,000
registered representatives, and 241,000 (or about 57 percent) of these individuals
are dually registered as both investment adviser and broker-dealer representatives.
FINRA estimates that approximately 160-170 of the dually registered firms have
a total of 1,600-1,700 representatives that are solely registered as investment
adviser representatives. FINRA notes that in addition to the dually registered
representatives, these investment adviser representatives may also be
communicating projections-related communications to their investment advisory
clients.

>4 FINRA estimates that, as of December 31, 2021, approximately 2,900 member
firms are only registered as broker-dealers and these firms have approximately
267,000 registered representatives. FINRA further estimates that approximately
73,000 of these individuals are registered both as investment adviser and broker-
dealer representatives. These dually registered representatives may have
customers with access to projections-related communications through their
investment advisory relationships with other firms.
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that issuers often use performance projections and targeted returns in their
communications with Projection-Eligible Investors.>

3. Economic Impacts

FINRA anticipates that the proposed rule change will impact primarily Projection-
Eligible Investors and those broker-dealer firms that serve these customers. Retail
investors could be impacted if an institutional investor receives a projection for an
investment that the retail investor is also considering. In these situations, the retail
investor may receive relatively less information regarding performance projections or
targeted returns for the investment than their institutional counterparts. However, Reg BI
is designed to mitigate this potential harm by requiring a broker-dealer to act in a retail
customer’s best interest when recommending a securities transaction or investment
strategy involving securities.

Anticipated Benefits

The proposed rule change would allow members to communicate, for example,
information regarding the projected performance of an individual security to Projection-
Eligible Investors. Such communications have the potential to better inform Projection-
Eligible Investors about the individual security and the underlying assumptions upon
which the recommendations are based.’® FINRA anticipates that these benefits primarily
would accrue to customers that either do not make their own performance projections or

wish to compare their own projections against projections furnished by their broker-

33 See Exchange Act Rule 3a4-1, 17 CFR 240.3a4-1.

56 Similar benefits would apply to the proposed amendments that would allow

members to communicate information to institutional investors regarding the
projected performance of a particular asset allocation or other investment strategy.
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dealer, and do not have an investment advisory relationship with the member, and thus
are not already receiving communications related to anticipated returns. For these
benefits to accrue, the performance projections or targeted returns must be objectively
informative, and the magnitude of benefit depends on the extent to which customers
value these communications and find them informative. Additionally, the proposed rule
change would benefit dually registered firms by creating comparable investment adviser
and broker-dealer standards for communications that include performance projections
and targeted returns to customers who have both investment advisory and brokerage
accounts with such firms. This would eliminate confusion for customers that have both
types of accounts and reduce the effort needed for dually registered firms to comply with
two separate sets of requirements related to such communications. Finally, the proposed
rule change would contribute to investor protection by reducing the incentive for issuers
to use unregistered firms or to market securities directly to potential investors instead of
using registered broker-dealers.

Anticipated Costs

The proposed rule change would impose costs on members that choose to rely on
the exception and communicate performance projections or targeted returns for an
individual security or asset allocation or other investment strategy to Projection-Eligible
Investors. Hence, FINRA anticipates that only members expecting the benefits to exceed
the implementation costs would choose to incur these costs.

Members that would rely on the proposed exception to distribute communications
to Projection-Eligible Investors that contain performance projections or targeted returns

would incur costs associated with supervising these communications and complying with
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the proposed rule change’s conditions. However, the proposed rule change does not alter
the existing core supervision requirements for the review and supervision of institutional
communications and QP private placement communications, thereby allowing members
to adopt procedures that are appropriate to their business.

As discussed above, to the extent that performance projections are reliable and
informative, allowing members to provide projected performance or targeted returns for
an investment opportunity only to institutional investors may create an information
imbalance as compared to retail investors who are considering the same investment
opportunity. Because such retail investors will not be eligible to receive these
communications, they may be at an informational disadvantage when making investment
decisions. In developing the proposed changes, FINRA carefully considered the risks,
and associated costs, of presenting targeted returns or performance projections to retail
investors. FINRA believes that it is appropriate, through this proposed rule change, to
permit members to provide communications containing performance projections and
targeted returns to institutional investors and QP private placement investors.

Competitive Effects

Currently, members that are dually registered or that employ dually registered
persons may provide customers with performance projections in their other registered
capacity. Thus, the proposed rule change may improve the competitive position of
members that are not dually registered or that do not employ dually registered persons
since the amendments will allow them to provide a potentially valuable service to their

Projection-Eligible Investor customers.
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4. Alternatives Considered

In considering how to best meet its regulatory objectives, FINRA considered
alternatives to certain aspects of this proposed rule change.

In this regard, FINRA considered whether members should be permitted to
provide projections of performance or targeted returns in all retail communications,
including for asset allocation, other investment strategies or for single investment
products, such as mutual funds and ETFs. FINRA carefully weighed the potential benefit
of providing such a communication to persons other than Projection-Eligible Investors
against the potential harm. FINRA has chosen to focus this proposed rule change on
communications to Projection-Eligible Investors because they are more likely to have the
sophistication and resources to evaluate any performance projections or targeted returns
they receive in the context of other information they are evaluating when making an
investment decision.

FINRA also considered whether the proposed rule change should require
members to provide a range of targets or projections, rather than a single projection, for
investment planning illustrations. FINRA believes that, while a range of projections
would be useful in particular situations, it is not necessary in all situations and can be
confusing in certain situations. For these reasons, FINRA decided to give members the
flexibility to determine whether a range of projections would be useful.

C. Self-Regulatory Organization’s Statement on Comments on the Proposed
Rule Change Received from Members, Participants, or Others

Background

In February 2017, FINRA published Regulatory Notice 17-06 (the “Notice”),

requesting comment on proposed amendments that would have created an exception to
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the rule’s prohibition on projecting performance to permit members to distribute
customized hypothetical investment planning illustrations that include the projected
performance of an asset allocation or other investment strategy, but not an individual
security, subject to specified conditions (the “Notice proposal”). A copy of the Notice is
available on FINRA’s website at http://www.finra.org.

The comment period expired on March 27, 2017. FINRA received 23 comments
in response to the Notice. Twenty One commenters supported the proposal and two
commenters opposed the proposal. A list of the commenters in response to the Notice

and copies of the comment letters received in response to the Notice are available on

FINRA’s website.’” A summary of the comments and FINRA’s response is provided
below.

Comments on Proposal

Comparison to Investment Adviser Advertising Standards

Supporters noted that the rule change would lessen the regulatory inconsistencies
regarding the use of performance projections between broker-dealers and stand-alone
investment advisers and would eliminate the current opportunities for regulatory
arbitrage.’® Commenters also observed that allowing dually registered representatives to
use projections in investment planning illustrations with customers would remove the

current compliance difficulty with such situations. This difficulty arises particularly

37 See SR-FINRA-2023-016 (Form 19b-4, Exhibit 2b) for a list of abbreviations
assigned to commenters (available on FINRA’s website at http://www.finra.org).

8 See EDA, Fidelity, FSI, ICI, IRI, IPA, M Holdings, Wellington, Wells Fargo.
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when it is uncertain at the time of the illustration’s use whether the customer will open a
fee-based or commission-based account.>

However, some commenters contended that, even with this proposed changes, the
FINRA communications rules still would impose greater burdens on broker-dealers than
communications standards governing other financial intermediaries, such as SEC
guidance applicable to investment advisers or the CFTC rules governing commodity pool
operators.® WealthForge noted that FINRA’s prohibition on projections of performance
puts broker-dealers that are offering private funds under Securities Act Regulation D at a
disadvantage as compared to Regulation D offerings that are not made through a broker-
dealer, since no express restrictions on projections on performance apply to an issuer’s
communications.

As discussed above, subsequent to FINRA’s publication of the Notice proposal
for comment, the SEC adopted the IA Marketing Rule, which permits the presentation of
performance, including hypothetical targeted or projected performance returns, in
investment adviser advertisements, provided that the adviser meets specified conditions
and does not violate the IA Marketing Rule’s other requirements. !

The proposed rule text incorporates much of the rule text in the A Marketing
Rule’s provisions permitting the presentation of hypothetical performance. A key
difference is that the IA Marketing Rule does not expressly prohibit including

hypothetical performance in retail investment adviser advertisements; instead, these

> See FSI, IPA, M Holdings.
60 See MMI, SIFMA.

o1 See 17 CFR 275.206(4)-1(d); see also 17 CFR 275.206(4)-1(a).
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provisions impose conditions based on the “intended audience” of an investment adviser
advertisement. In this regard, the IA Marketing Rule Release states that “[w]e intend for
advertisements including hypothetical performance information to only be distributed to
investors who have access to resources to independently analyze this information and
who have the financial expertise to understand the risks and limitations of these types of
presentations.”® In contrast, the proposed rule change expressly would permit the
presentation of projected or targeted returns only in institutional communications and QP
private placement communications.

Despite these differences, however, in practice both rules are intended to limit the
use of projected or targeted returns to communications that are distributed to persons who
have the resources or financial expertise to understand the risks and limitations associated
with such performance. As noted above, the IA Marketing Rule is intended to ensure that
advertisements containing hypothetical performance only be distributed to persons
possessing the resources and expertise to understand such performance’s risks and
limitations.%

The proposed rule change also would require members to have a reasonable basis
for the criteria and assumptions used to calculate the projected or targeted returns, and the
Supplementary Material would list factors, among others, that a member should consider
in forming such a reasonable basis. While the IA Marketing Rule does not expressly
require targeted or projected performance returns to have a reasonable basis, it requires

performance presentations to be fair and balanced and not misleading, requires all

62 See IA Marketing Rule Release, supra note 40, 86 FR 13024, 13078.

63 See supra note 62, 86 FR 13024, 13083.
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investment adviser advertisement discussions of potential benefits to clients or investors
also to provide fair and balanced treatment of material risks and limitations associated
with the potential benefits, and requires that any material statement of fact have a
reasonable basis that the adviser can substantiate upon SEC demand.%

In addition, investment adviser communications that include targeted or projected
performance returns must provide sufficient information to enable the intended audience
to understand the risks and limitations of relying on targeted or projected performance
returns to make investment decisions, which likely would require similar disclosures
regarding the hypothetical nature of such performance. Accordingly, FINRA believes
that the proposed rule change generally would not impose substantially greater burdens
on broker-dealers that present projections of performance or targeted returns as compared
to investment advisers that present such performance.

Projections of Single Security Performance

The Notice proposal would have prohibited the projection of performance of a
single security regardless of whether an illustration is used with a retail investor or an
institutional investor. The Notice requested comment on whether the proposed rule
change should permit the use of performance projections for single investment products
that operate like an asset allocation or other investment strategy for which projections
might be appropriate. A number of commenters responded that the proposal should allow
projections for single investment products that operate similar to a diversified asset

allocation model (such as ETFs, diversified mutual funds, unit investment trusts, variable

64 17 CFR 275.206(4)-1(2)(2) and (4).
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annuities, and private equity and real estate funds).%

For the reasons discussed above, FINRA does not agree that the proposed rule
change should be revised to permit members to distribute communications to retail
investors that include performance projections for single securities whose returns depend
on the performance of an underlying investment portfolio, such as an ETF, mutual fund,
UIT, variable annuity, or private or real estate fund.

Many commenters stated that FINRA should either amend the proposal, or issue a
new proposal, to allow members to use performance projections in any type of
communication with institutional investors, including sales literature concerning single
securities.®® These commenters noted that a broker-dealer that is raising capital for a new
private equity fund may not include projected performance returns for existing
investments in the new fund’s pitch book and other marketing materials, due to FINRA
rules.®’” 3PM noted that this approach would be consistent with the differentiation of
institutional investors under FINRA’s suitability rule and FINRA’s interpretive letters

permitting the use of related performance in institutional communications.

65 See CAI EDA, IRI, Monument, NYSBA Committee, 3PM, WealthForge.
FINRA heard similar views from parties that commented on FINRA’s
retrospective review of the communications rules. See Regulatory Notice 14-14
(April 2014). The Financial Services Roundtable recommended that FINRA
permit projections of performance, since in its view projections play an important
role in educating investors and allowing them to compare products, and they
provide an important insight into what an investment manager seeks to achieve.
Similarly, the SIFMA observed that data about targeted returns are highly
material to potential investors.

66 See ACA, Credit Suisse, EDA, IPA, MMI, Monument, SIFMA, 3PM,
Wellington.

67 See ACA, Monument.
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Commenters stated that institutional investors often ask to see projected
performance, and that the risk of investor harm from such use is diminished, since
institutional investors either have investment sophistication or can hire someone who
does.® These commenters noted that PPMs often contain performance projections, so it

would make sense to allow these projections in sales material.®’

Multiple commenters
requested that FINRA permit the use of projected performance of a single security in
institutional communications since the rules governing capital acquisition brokers do not
prohibit the use of projections of performance in private placement marketing materials,
and the same justifications exist for permitting projections of performance in institutional
communications.’®

Several commenters further stated that FINRA should permit projections of
performance in communications distributed to QPs.”! These commenters noted that
capital acquisition brokers (“CABs”) already may distribute communications that include
projections of performance to QPs, as CAB Rule 016(i) defines “institutional investor” to
include qualified purchasers.”> NYSBA commented that “[rJegular FINRA members
should have the same freedom to provide projected performance information to Rule

016(1) institutional investors as CABs, not merely for reasons of competitive fairness and

equal treatment, but because the same fundamental principle applies: institutional

o8 See MMI, 3PM.

69 See ACA, Monument.

70 See IPA, Monument, NYSBA Committee.
& See IPA, Monument, NYSBA Committee.

72 See Capital Acquisition Broker Rule 016(1)(6).
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investors have sufficient sophistication to evaluate the projected performance and the
weight to be given to it in the overall investment decision.”

As discussed above, FINRA recognizes that projections of issuer performance or
targeted returns are more common in offering documents, such as PPMs, for unregistered
securities offerings. FINRA also believes that institutional investors, as defined in
FINRA Rule 2210(a)(4), and QP private placement investors often either have the
investment sophistication and experience, or are able to hire advisers with investment
acumen, necessary to avoid the potential harm that may occur when single security
performance projections or targeted returns are presented in retail communications.”
While FINRA does not necessarily agree that non-CAB members should have the same
rules governing their communications as CABs, in this circumstance FINRA believes that
there is no additional risk to investors for a non-CAB firm to distribute communications
with projections of performance or targeted returns to QP private placement investors
than for a CAB’s similar communication to QPs. In this regard, a CAB is already
permitted to include projections of performance in its communications to QPs to whom it

is seeking to sell newly issued unregistered securities.”*

73 As discussed above, in addition to the requirement that the recipient be either an

institutional investor or QP private placement investor, the proposed rule change
would require members to have written policies and procedures reasonably
designed to ensure that the communication containing the projection or targeted
return is relevant to the likely financial situation and investment objectives of the
investor receiving the communication.

74 Among other things, a CAB is permitted to act as a placement agent or finder on

behalf of an issuer in connection with the sale of newly issued, unregistered
securities to institutional investors. See CAB Rule 016(c)(1)(F)(i) (definition of
“Capital Acquisition Broker”). The term “institutional investor” includes persons
meeting the definition of “qualified purchaser” in section 2(a)(51) of the
Investment Company Act. See CAB Rule 016(i)(6). Because CAB Rule 221
(Communications with the Public) does not prohibit CABs from including
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For these reasons, FINRA has amended the Notice proposal to create a new
exception that permits institutional communications and QP private placement
communications to project the performance or provide a targeted return of a single
security,’> as well as the performance of an asset allocation or other investment strategy,
subject to specified conditions.

Requiring a Range of Outcomes

The Notice also asked whether the proposal should require members to provide a
range of projections in investment planning illustrations, rather than permitting a single
projection of performance. Industry commenters noted that, while members should be
allowed to provide a range of performance projections in illustrations rather than a single
performance figure, FINRA should not require a range. Instead, these commenters
recommended that FINRA allow members to have the flexibility to determine whether
providing a range of performance projections makes sense in particular situations.’®
Other commenters recommended that FINRA require projections to include a range of
outcomes, including outcomes that assume a declining market.”’

FINRA believes that it is not necessary to require in all cases that institutional

communications and QP private placement communications that include projections of

projections of performance in their communications with the public, QPs may
already receive projected performance from a CAB in connection with the offer or
sale of newly issued unregistered securities.

7 The proposed rule change would allow institutional communications to include

hypothetical projections of performance of any single security, including stocks as
well as registered investment companies.

76 See EDA, IRI, M Holdings.

77 See GSU, PIABA, 3PM.
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performance present a range of possible outcomes. FINRA believes that members should
have the flexibility to determine whether a range of outcomes would be useful in
particular situations.

Reasonable Basis Standard

M Holdings supported the reasonable basis standard because it provides members
with flexibility given that investment strategies have different features and costs.
However, many commenters requested that FINRA provide more clarity as to the
“reasonable basis” standard. In addition, commenters asked that FINRA allow a portfolio
manager’s previous performance record with particular investments to be one factor of a
reasonable basis for projecting future performance.”® Other commenters expressed
concern that the proposal would allow too much leeway as to what is considered a
reasonable basis, and that FINRA needs to provide specific guidance as to what would be
permissible.”

3PM noted that the use of specific and relevant market indices, peer group
comparisons, and other widely acceptable absolute and relative historical investment
performance of a specific investment strategy should be considered as factors supporting
a projection of performance. 3PM also noted that a fund manager may need to adjust its
projected performance if a fund grows to a point where the manager will no longer be
able to find enough appropriate investments that meet the fund’s investment criteria (i.e.,

the fund experiences “style drift”).

8 See MMI, SIFMA.

7 See NASAA, PIABA.
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GSU urged FINRA to require the communication to unambiguously and
specifically disclose all information used to generate the projection, including an
explanation of the reasonable basis behind the projection. CAl requested that FINRA
simply eliminate the requirement that projections have a reasonable basis on the ground
that it is too subjective, and that the proposal’s required disclosures are sufficient to
protect investors.

FINRA disagrees that the proposed rule should not require performance
projections to have a reasonable basis. As discussed above, both the SEC and FINRA
already apply a reasonable basis standard in other contexts involving forecasts and
projections. Additionally, FINRA would be concerned that, absent such a requirement,
members could include wildly optimistic projections in communications solely for the
purpose of promoting the sale of a security or an investment planning service, rather than
providing useful information to an investor.

As discussed above, FINRA agrees that many factors may provide a reasonable
basis for a performance projection, which will vary depending on the context. The
proposed rule change would include factors, among others, that a member should
consider in forming such a reasonable basis. In addition, a reasonable basis might be
established, for example, by reference to the historical performance and performance
volatility of asset classes, the duration of fixed income investments, the effects of
macroeconomic factors such as inflation and changes in currency valuation, the impact of
fees, costs and taxes, and expected contribution and withdrawal rates by the customer. A
more detailed discussion of the factors a member should use in forming a reasonable

basis can be found above in the Purpose section of this proposed rule change.
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Customized Illustrations

The Notice proposal would have permitted “a customized hypothetical investment
planning illustration that projects performance of an asset allocation or other investment
strategy and not an individual security,” subject to specified conditions. Multiple
commenters asked that the proposal be amended not to require that illustrations be
“customized,” or that FINRA provide more clarity as to what “customized” means.

These commenters stated that many investors may fit the same investment profile, and
thus arguably a member should be able to present these investors with the same
projections of performance.®® They also noted that performance projections for particular
asset classes are often based on generally accepted investment theory and are not
customized for individual accounts. Fidelity suggested using language from FINRA Rule
2211(b)(5)(B), which permits the use of a personalized hypothetical variable product
illustration “which reflects factors relating to an individual customer’s circumstances.”

Wells Fargo recommended that FINRA expand the rule to allow members to
provide customers with non-customized asset allocation projections based on “firm
capital market assumptions.” Wells Fargo stated that forward-looking illustrations of an
asset allocation strategy’s projected growth rate, volatility measures, yield and downside
risk would be vital information to help investors understand their portfolios.

As discussed above, FINRA has determined not to proceed with amendments that
would permit the use of “a customized hypothetical investment planning illustration”
with retail investors. Instead, FINRA has determined to amend the Notice proposal to

permit institutional communications and QP private placement communications to

80 See Fidelity, ICI, MMI.
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project performance or provide a targeted return, subject to specified conditions.
Accordingly, the comments on the meaning of “customized” in the proposed amendments
are now irrelevant to this proposed rule change.

Interplay with Other Projections Exceptions

Fidelity recommended that FINRA amend both FINRA Rule 2210(d)(1)(F)(1)
(permitting hypothetical illustrations of mathematical principles) and proposed Rule
2210(d)(1)(F)(iv) to refer to a “specific investment” rather than “investment” or “specific
security,” respectively, and to delete the reference to “investment strategy” in paragraph
(d)(1)(F)(1) so that there is no conflict with the language in proposed paragraph
(DDE)@).

Commenters also asked that FINRA clarify how this rule change would impact
communications that rely on other provisions that permit performance projections, such
as reports generated by investment analysis tools pursuant to FINRA Rule 2214, or
hypothetical illustrations of mathematical principles, or hypothetical illustrations
concerning variable insurance products.®! In particular, IRI requested clarification on
whether an investment analysis tool report generated pursuant to Rule 2214 may project
the performance of a single security, and whether projections of an asset allocation
strategy’s performance in a personalized illustration may also show the performance of
specific securities. The ICI requested clarification as to whether Rule 2214 would apply
to illustrations of different asset allocations and different withdrawal rates in retirement in

educational material.

81 See CAI ICI, IRL
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FINRA does not intend to modify the requirements of other exceptions to the
prohibition on projections contained in Rule 2210(d)(1)(F) as part of creating a new
exception for projected performance and targeted returns in institutional communications
and QP private placement communications. Accordingly, FINRA does not believe it is
necessary or appropriate to modify the current language contained in these exceptions. A
communication that qualifies under another exception to the prohibition on performance
projections would not need to be modified to meet the requirements for including
performance projections or targeted returns in institutional communications or QP private
placement communications pursuant to proposed Rule 2210(d)(1)(F)(iv). FINRA has
included in the Purpose section above a detailed discussion of the differences between the
proposal and Rule 2214.%? To the extent that members need further guidance regarding
Rule 2214, FINRA believes that such guidance should be provided separately from this
rule filing.

CAI inquired how the proposal would impact existing FINRA staff guidance on
communications with the public, such as a 1998 letter interpreting the application of
FINRA communications rules to communications of members that are dually registered
as broker-dealers and investment advisers, and guidance that permitted the use of blended

fund performance in specified asset allocation illustrations.®® CAI suggested that FINRA

82 See Comparison to Projections Permitted by FINRA Rule 2214, supra.

8 See Interpretive Letter to Dawn Bond, FSC Securities Corporation (July 30,

1998), https://www.finra.org/rules-guidance/guidance/interpretive-letters/dawn-
bond-fsc-securities-corporation and “Blended Fund Family Performance
Concerns NASD Regulation,” NASD Regulatory & Compliance Alert, Vol. 10,
No. 3 at p. 10 (November 1996),

https://www finra.org/sites/default/files/RCA/p524569.pdf.
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withdraw or modify the 1998 interpretive letter to clarify that member communications
promoting investment advisory services are not subject to FINRA’s communications
rules.

FINRA does not intend for the proposed rule change to impact prior guidance on
the application of Rule 2210 to communications made by dually registered members or
the use of blended performance. Accordingly, FINRA does not believe it is necessary to
withdraw the 1998 interpretive letter or provide additional guidance about the
presentation of blended performance.

Supervision of Communications with Projections

CAI opposed the proposed requirement that a registered principal either approve
each investment planning illustration that includes projected performance or a template
on which such projections are based. Instead, it suggested that members should be able
to supervise all illustrations, including those not based on a template, in the same manner
as correspondence. In contrast, 3PM recommended that FINRA require a registered
principal to approve any performance projections prior to use based on whether there is a
reasonable basis to rely on the methodology, assumptions and limitations provided with
the projected performance. Wells Fargo asked for clarification as to whether the
proposed rule change would alter how a member is required to supervise electronic
communications that include a performance projection under FINRA Rule 3110.

As discussed above, FINRA has determined not to proceed with a new exception
from the prohibitions on projecting performance in non-QP retail communications;
however, a QP private placement communication that includes a projection or targeted

return may fall within the definition of retail communication to the extent that it is
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distributed or made available to more than 25 QP private placement investors that are not
institutional investors under Rule 2210 within a 30-day period. Accordingly, to the
extent that a member distributes such a retail communication to QP private placement
investors, a registered principal will be required to review and approve the
communication prior to use. In addition, members must adopt written policies and
procedures reasonably designed to ensure compliance with all applicable requirements
and obligations, including the obligation for the member to have a reasonable basis for
the criteria used and assumptions made in calculating the projected performance or
targeted return.®*

The proposed rule change would not alter the standards for review of electronic
communications. Thus, the proposed rule change’s review standards would apply
equally to paper and electronic personalized illustrations that include performance
projections.

Required Disclosures

Two commenters stated that, if FINRA moves forward with the proposal, FINRA
should clarify with specificity the required disclosures that must be given to investors,
and provide guidance on how members may calculate and present projections.®*> For
example, NASAA noted that FINRA should state how members calculate fees, costs or
commissions in relation to hypothetical performance, how members must compose an
asset allocation or investment strategy, and how a projection would have a reasonable

basis where it was inconsistent with the historical performance of the asset allocation.

84 See proposed Rule 2210(d)(1)(F)(iv)b. and c.

85 See GSU, NASAA.
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NASAA also recommended that FINRA require disclosure of the underlying securities
that make up the customized hypothetical illustration, and if applicable, that the broker-
dealer’s past projections proved to be inaccurate.

PIABA expressed concern that retail investors will regard projections of
performance of asset classes as forecasts or predictions of how their investments will
perform going forward, and that boilerplate disclaimers are insufficient to avoid investor
confusion. 3PM recommended that FINRA require, in addition to the proposal’s
disclosure standards, a statement that the broker-dealer believes there is a reasonable
basis to believe the projected performance is representative of the security or fund it
represents, a description of the methodology used to develop the projected performance,
and an explanation as to why the methodology used is a good predictor of the projected
performance.

As discussed above, FINRA no longer proposes to permit projections of
performance of an asset allocation or other investment strategy in non-QP retail
communications beyond what is currently permitted under Rule 2210(d)(1)(F).
Nevertheless, FINRA has modified the disclosure requirements in the proposed rule with
respect to institutional communications and QP private placement communications. In
this regard, institutional communications and QP private placement communications that
include projections of performance or targeted returns would have to prominently
disclose that the projected performance or targeted return is hypothetical in nature and
that there is no guarantee that the projected or targeted performance will be achieved.
Members also would have to provide sufficient information to enable the Projection-

Eligible Investor to understand the criteria used and assumptions made in calculating the
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projected performance or targeted return, and to understand the risks and limitations in
using projected performance or targeted returns in making investment decisions. FINRA
believes that these required disclosures strike an appropriate balance of alerting
Projection-Eligible Investors to the hypothetical nature and uncertainty of such a
projection without providing so much disclosure that its effectiveness is diminished.

FINRA does not believe it is either appropriate or feasible to create more detailed
requirements on how members should calculate performance projections or targeted
returns. Because these projections or targeted returns may occur in a variety of contexts,
FINRA believes it is better to allow members to create their own standards provided that
they have a reasonable basis. As discussed above, members still would be required to
make all presentations consistent with Rule 2210’s fair and balanced standard,®® and
FINRA believes that it is better to consider these communications on a case-by-case
basis.

Other Comments

Several commenters contended that an investment adviser’s fiduciary duty under
the Advisers Act provides greater investor protections than the suitability standard
applicable to broker-dealers under FINRA rules, and that this higher standard mitigates
the potential risks of advisers using projections.®” NASAA stated that past SEC no-action

letters to investment advisers, such as Clover Capital,® provide more “regulatory rigor”

86 See FINRA Rule 2210(d)(1)(A).
87 See GSU, NASAA.

88 See Clover Capital Management, Inc., 1986 SEC No-Act. LEXIS 2883 (October
28, 1986).
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than the FINRA rule proposal with regard to hypothetical performance. NASAA also
stated that, despite FINRA’s statement that back-tested performance typically is not a
reasonable basis for a projection, it is “virtually inevitable” that back-testing would be
used. Several commenters recommended that FINRA keep its current prohibitions on
projections to avoid potential manipulations or bias by brokers, at least until broker-
dealers are subject to a fiduciary duty.’

While FINRA disagrees that the Notice proposal lacked regulatory rigor as
compared to standards under the Advisers Act, as discussed above, the revised proposal
incorporates many of the same requirements for the presentation of targeted or projected
performance returns that are contained in the IA Marketing Rule, which has supplanted
past SEC no-action letters concerning the presentation of performance in investment
adviser advertisements. In addition, the proposed rule change includes specific
disclosure and reasonableness requirements that members must meet to use this exception
to the prohibition on performance projections. As discussed above, FINRA does not
propose to allow members to use back-tested performance as one of the bases for creating
a performance projection.

GSU recommended that all projections-related communications, and the means by
which they are generated, must be subject to stringent document retention guidelines, and
that these communications be presumptively discoverable in case of a dispute and
explicitly included in FINRA’s Discovery List 1. IPA urged FINRA to adopt the

proposal because it appeared that the Department of Labor’s (“DOL”) Fiduciary Rule

89 See GSU, NASAA, PIABA.
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proposal will require members to include projections of performance in retirement plan
statements.

Members that distribute institutional communications and QP private placement
communications that include projections of performance or targeted returns will be
required to retain records related to their activities in this area as required by Exchange
Act Rules 17a-3 and 17a-4. FINRA does not believe that the proposed rule change
should address discovery rules used in arbitration, as they are beyond its scope.

FINRA notes that, subsequent to the publication of the Notice, Congress passed

the Setting Every Community Up for Retirement Enhancement Act of 2019 (“SECURE
Act”).”® Among other things, the SECURE Act amended the Employee Retirement
Income Security Act (“ERISA”) to require an annual lifetime income disclosure in
statements sent to participants in benefit plans governed by ERISA. Pursuant to the
SECURE Act, the DOL adopted an interim final rule that specifies the requirements for
such lifetime income stream disclosures.”! The proposed amendments to Rule 2210
would not impact members that are required to provide such disclosures in plan benefit
statements. In this regard, FINRA historically has interpreted Rule 2210’s filing and
content standards as not applying to communications that are required by other regulatory

agencies, including communications required by DOL rules.”?

90 The SECURE Act was enacted as Division O of the Further Consolidated
Appropriations Act, 2020, Public Law 116-94 (2019).

ol See Department of Labor, “Pension Benefit Statements — Lifetime Income
[Mlustrations,” 85 FR 59132 (September 18, 2020).

92 See, e.g., Regulatory Notice 12-02 (January 2012).
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Credit Suisse requested a number of new rules and guidance addressing the use of
performance information in communications, including: (1) allowing institutional
communications to show both actual and related performance on a gross basis; (2)
clarifying that targeted returns contained in fund promotional material are not projections
of performance, or permit the use of targeted returns in institutional communications; (3)
confirming that estimated returns about underlying fund investments are not subject to
the prohibitions on projections of performance; and (4) clarifying that model returns and
back-tested performance can provide a reasonable basis for projected performance and
targeted returns in institutional communications. Fidelity urged FINRA to focus on
harmonizing its rules governing related performance with SEC staff interpretations under
the Advisers Act, and to focus on principles-based disclosure solutions across all forms of
communications, including social media and mobile devices.

While FINRA appreciates these suggestions, it believes that some of these
recommendations (such as those concerning related or back-tested performance) extend
beyond the scope of the proposal’s intent, and thus are not germane to this proposed rule
filing. FINRA believes that it has addressed the other comments, such as those
concerning targeted returns.

I1L Date of Effectiveness of the Proposed Rule Change and Timing for Commission
Action

Within 45 days of the date of publication of this notice in the Federal Register or

within such longer period (i) as the Commission may designate up to 90 days of such date
if it finds such longer period to be appropriate and publishes its reasons for so finding or
(i1) as to which the self-regulatory organization consents, the Commission will:

(A) by order approve or disapprove such proposed rule change, or
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(B) institute proceedings to determine whether the proposed rule change should
be disapproved.

IV. Solicitation of Comments

Interested persons are invited to submit written data, views and arguments
concerning the foregoing, including whether the proposed rule change is consistent with
the Act. Comments may be submitted by any of the following methods:

Electronic Comments:

° Use the Commission’s Internet comment form

(http://www.sec.gov/rules/sro.shtml); or

° Send an e-mail to rule-comments@sec.gov. Please include File Number

SR-FINRA-2023-016 on the subject line.

Paper Comments:

o Send paper comments in triplicate to Secretary, Securities and Exchange
Commission, 100 F Street, NE, Washington, DC 20549-1090.
All submissions should refer to File Number SR-FINRA-2023-016. This file number
should be included on the subject line if e-mail is used. To help the Commission process
and review your comments more efficiently, please use only one method. The
Commission will post all comments on the Commission’s Internet website

(http://www.sec.gov/rules/sro.shtml). Copies of the submission, all subsequent

amendments, all written statements with respect to the proposed rule change that are filed
with the Commission, and all written communications relating to the proposed rule
change between the Commission and any person, other than those that may be withheld

from the public in accordance with the provisions of 5 U.S.C. 552, will be available for
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website viewing and printing in the Commission’s Public Reference Room, 100 F Street,
NE, Washington, DC 20549, on official business days between the hours of 10 a.m. and 3
p.m. Copies of such filing also will be available for inspection and copying at the
principal office of FINRA. Do not include personal identifiable information in
submissions; you should submit only information that you wish to make available
publicly. We may redact in part or withhold entirely from publication submitted material
that is obscene or subject to copyright protection. All submissions should refer to File
Number SR-FINRA-2023-016 and should be submitted on or before [insert date 21 days

from publication in the Federal Register].

For the Commission, by the Division of Trading and Markets, pursuant to

delegated authority.”?

Jill M. Peterson
Assistant Secretary

% 17 CFR 200.30-3(a)(12).
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EXHIBIT 2a

Regulatory Notice

Communications with
the Public

FINRA Requests Comment on Proposed Amendments
to Rules Governing Communications with the Public

Comment Period Expires: March 27,2017

Executive Summary

As part of FINRA’s retrospective review of its rules governing communications
with the public, FINRA is soliciting comment on proposed amendments

to FINRA Rule 2210 (Communications with the Public). The proposed
amendments would create an exception to the rule’s prohibition on
projecting performance to permit a firm to distribute a customized
hypothetical investment planning illustration that includes the projected
performance of an asset allocation or other investment strategy, but not an
individual security, subject to specified conditions.

The proposed rule text is attached as Attachment A.
Questions concerning this Notice should be directed to:

> Joseph E. Price, Senior Vice President, Corporate Financing/Advertising
Regulation, at (240) 386-4623 or by email at joseph.price@finra.org;

» Thomas A. Pappas, Vice President, Advertising Regulation,
at (240) 386-4553 or by email at tom.pappas@finra.org; or

» Joseph P.Savage, Vice President and Counsel, Regulatory Policy,
at (240) 386-4534 or by email at joe.savage @finra.org.

Financial Industry Regulatory Authority

February 2017

Notice Type
» Request for Comment

Suggested Routing

> Advertising

» Compliance

> Legal

» Operations

> Registered Representatives
» Senior Management

Key Topics
» Communications with the Public
» Supervision

Referenced Rules & Notices
» FINRA Rule 2210
> FINRA Rule 2241
> FINRA Rule 3110
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Action Requested

FINRA encourages all interested parties to comment on the proposal. Comments must be
received by March 27, 2017.

Comments must be submitted through one of the following methods:

» Emailing comments to pubcom@finra.org; or

» Mailing comments in hard copy to:

Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, NW

Washington, DC 20006-1506

To help FINRA process comments more efficiently, persons should use only one method
to comment on the proposal.

Important Notes: All comments received in response to this Notice will be made available to
the public on the FINRA website. In general, FINRA will post comments as they are received.!

Before becoming effective, a proposed rule change must be authorized for filing with the
Securities and Exchange Commission (SEC) by the FINRA Board of Governors, and then
must be filed with the SEC pursuant to Section 19(b) of the Securities Exchange Act of
1934 (SEA).2

Background and Discussion
Rule 2210

Rule 2210 provides that communications may not predict or project performance, imply
that past performance will recur or make any exaggerated or unwarranted claim, opinion
or forecast.? The general prohibition against performance projections is largely intended
to protect retail investors from performance projections of individual investments, which
often prove to be spurious, inaccurate or otherwise misleading.

On the other hand, information regarding the expected performance of an asset allocation
or other investment strategy that does not project the performance of individual securities
could better inform an investor about assumptions upon which the recommendation

to pursue such a strategy is based. Commenters to FINRA’s retrospective review of the
communications rules suggested that investors would benefit from projections in that
more limited context and noted that investment advisers often present performance

2 Regulatory Notice
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projections in their communications with their clients, particularly in communications
concerning financial planning or asset allocation. The Investment Advisers Act does
not prohibit the presentation of projections that comply with the antifraud provisions
of the Act.

Proposed Amendments

The proposal would provide an exception to the prohibition of projections for a customized
hypothetical investment planning illustration.* The exception would be available for all
firms, including firms that operate only an online platform, and could be used with both
current and prospective customers. The illustration may project an asset allocation or
other investment strategy, but not the performance of an individual security.> The proposal
would require that there be a reasonable basis for all assumptions, conclusions and
recommendations, and that the illustration clearly and prominently disclose the fact that
the illustration is hypothetical and there is no assurance that any described investment
performance or event will occur. All material assumptions and limitations applicable to the
illustration would have to be disclosed.

The “reasonable basis” requirement follows well-established precedents. FINRA Rules
2210 and 2241 (Research Analysts and Research Reports) require a price target in a
research report to have a reasonable basis.® SEC rules also require performance projections
contained in offering documents or prospectuses to be based on good faith and have a
reasonable basis.’

A “reasonable basis” might be established, for example, by reference to the historical
performance and performance volatility of asset classes, the duration of fixed income
investments, the effects of macroeconomic factors such as inflation and changes in
currency valuation, the impact of fees, costs and taxes, and expected contribution and
withdrawal rates by the customer. An unreasonable emphasis on any one of these factors
might cause the projection to be noncompliant. Moreover, basing a projection upon
hypothetical back-tested performance (which FINRA has interpreted the communications
rules to prohibit in retail communications) or the past performance of particular
investments by an asset manager would not be reasonable.®

The proposal also would establish specific supervisory requirements for the permitted
illustrations. A firm could use a template, such as one provided by a reliable off-the shelf
software package, to generate the permitted illustration. In that case a registered principal
would be required to approve the template before use or distribution, and the illustrations
would have to be reviewed in a manner similar to correspondence under FINRA Rule

3110 (Supervision). A firm that does not employ a template would be required to have a
registered principal review and approve each illustration before use or distribution.

Regulatory Notice 3
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Economic Impact Assessment

The amendments in this rule proposal are intended to better harmonize regulatory
standards and allow firms to communicate, subject to limitations, information regarding
the expected performance of an asset allocation or other investment strategy.

FINRA anticipates that most firms that currently file communications associated with
investment analysis tools would communicate projections for a customized hypothetical
investment planning illustration that are consistent with the proposed amendments.
FINRA estimates that there were 20 such firms in 2016. In addition to these firms, the staff
believes that many firms providing products and services to retail investors would likely
also choose to rely on the proposed exception for projections. FINRA estimates that there
are approximately 1,900 such firms that are retail-oriented.?

FINRA notes that some of the retail-oriented firms may have clients that are already
receiving projections-related communications as part of their investment advisory client
accounts. For example, some of the retail-oriented firms are dually-registered and have
dually-registered representatives that may be already communicating information
regarding expected performance or projections to their investment advisory clients.*
Similarly, firms that are not dually registered may still have registered representatives
that are dually registered and provide clients investment advisory services that may
include performance projections. These dually-registered firms or representatives may
choose to align the way they provide projections in their investment advisory business to
the proposed amendments, thereby simplifying compliance and minimizing the costs of
regulatory oversight.

Anticipated Benefits

The proposed amendments would allow firms to communicate information as described
above regarding the expected performance of an asset allocation or other investment
strategy. Such communication could better inform investors about the recommended
investment strategies, including the underlying assumptions upon which the
recommendations are based. FINRA anticipates that these benefits would largely accrue
to clients that do not have investment advisory accounts, and as a result, are not already
receiving projections-related communications. Firms that are not dually registered or that
do not employ dually-registered persons may be able to compete more effectively, as they
now can provide a potentially valuable service to their clients.

Anticipated Costs

Firms that would rely on the exception in the proposal to communicate permitted
illustrations would be required to follow supervisory requirements, including review and
approval from a registered principal. As a result, these firms would incur costs associated
with principal review, including the staff and technology resources needed to conduct the
required reviews.

4 Regulatory Notice
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The proposed amendments would allow firms to use a template to generate the permitted
illustrations, in which case the registered principal would be required to approve the
template. Alternatively, a firm may choose not to use a template, in which case the
principal would be required to review each illustration before use or distribution. Firms
would have flexibility in determining whether or not to use a template, which is intended
to allow firms to choose the most cost effective option based on their business. Moreover,
firms would not be required to file these communications with FINRA for review, and as a
result, would not incur any costs associated with filing, such as filing fees.

Firms likely also would incur costs associated with updating their policies and procedures.
These costs would include training their registered representatives that use projections
with customers and advertising review staff.

The proposal permits firms to communicate projections under the described conditions,
but does not require them to do so. As such, firms may choose not to incur the costs
associated with the proposal.

Request for Comment

FINRA requests comment on all aspects of the proposed amendment, including the
appropriate scope of these amendments and potential impacts on firms, associated
persons and the public. FINRA requests that commenters provide empirical data or
other factual support for their comments whenever possible. FINRA specifically request
comments concerning the following issues:

1. Inaddition to the economic impacts identified in this proposal, are there other
significant sources of impacts, including direct or indirect costs and benefits, of the
proposed amendments to the firms and investors? What are these economic impacts
and what factors contribute to them? What would be the magnitude of these costs and
benefits? Please provide data or other supporting evidence.

2. Towhat extent do dually-registered firms have customers that do not have investment
advisory accounts and as a result are not able to receive projections- related
communications consistent with the Advisers Act? To what extent do these firms
anticipate using the proposed exception in this proposal for these customers, or other
customers? What would be the primary sources of benefits and costs for these firms
and their customers?

3. Towhat extent will dually-registered firms or representatives align the performance
projections in their investment advisory services to the proposed amendments? What
aspects of those projections, if any, would not be aligned?

4. Arethere other alternative approaches FINRA should consider to accomplish the goals
described in this proposal? If so, what are those alternatives and why are they better
suited?

Regulatory Notice 5
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5. This Regulatory Notice includes examples of factors that would and would not provide
a “reasonable basis” for performance projections under the proposal. Are the historical
performance and performance volatility of asset classes appropriate factors that would
provide a reasonable basis for performance projections? Are there other examples that
FINRA should provide that would further clarify what would constitute a “reasonable”
basis for a performance projection?

6. The proposal would not permit performance projections for a single security. Securities
Act Rule 156, which governs investment company sales literature, provides in part that
a statement could be misleading because it includes representations about future
investment performance.’! Are there single investment products that operate like an
asset allocation or other investment strategy for which performance projections might
be appropriate?

7. The proposal would permit a single projection in a customized hypothetical investment
planning illustration. Requiring a range for projections, however, could make the
hypothetical nature of a performance projection more apparent. Should the proposal

require a range of projections?

Endnotes

1. FINRA will not edit personal identifying
information, such as names or email addresses,
from submissions. Person should submit only
information that they wish to make publicly
available. See Notice to Members 03-73
(November 2003) (Online Availability
of Comments) for more information.

2. See SEA Section 19 and rules thereunder. After a
proposed rule change is filed with the SEC, the
proposed rule change generally is published for
public comment in the Federal Register. Certain
limited types of proposed rule changes take
effect upon filing with the SEC. See SEA Section
19(b)(3) and SEA Rule 19b-4.

There are four exceptions from the prohibition
on projections: hypothetical illustrations of
mathematical principles, investment analysis
tools, price targets in research reports, and
certain projections concerning security futures
and options.

A “customized” investment planning illustration
is one designed for a particular client or multiple
clients who share an account.

The proposal would not limit a firm’s ability

to provide estimated annual income and
estimated yield in customer account statements
for individual securities that produce income
consistent with the guidance in Regulatory
Notice 08-77.

©2017. FINRA. All rights reserved. Regulatory Notices attempt to present information to readers in a format that is

easily understandable. However, please be aware that, in case of any misunderstanding, the rule language prevails.
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See FINRA Rule 2210(d)(1)(F)(iii) and FINRA Rule
2241(c)(1)(B).

See Securities Act Regulation S-K, 17 CFR §
229.10(b).

Hypothetical back-tested performance attempts
to show how a portfolio or index constructed
with the benefit of hindsight would have
performed during a certain period in the past

if the product or index had been in existence
during such time. Back-tested performance
differs from historical performance in that
historical performance measures how a portfolio
or index actually performs after the investment
allocation decisions have been made, without
the benefit of hindsight.

FINRA’s estimate is based on member responses
to the 2016 Risk Control Assessment (RCA)
survey. The RCA survey includes a question on
the types of customers that the responding
member firm serves. Approximately 2,250
members responded to the RCA survey in 2016.
FINRA believes that the responding firms are
representative of the overall membership. Based
on the RCA responses, FINRA estimates that
approximately 48 percent of all members (about
1,900 members) have retail clients, including
high net-worth clients.

Regulatory Notice
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FINRA estimates that approximately 620

of the firms (or 16 percent of the overall
membership) are dually registered as both
broker-dealers and investment advisers. FINRA
further estimates that these dually-registered
firms have approximately 408,100 registered
representatives, accounting for 63 percent

of total registered representatives. These
representatives may be registered solely as
broker-dealer representatives or dually registered
as both investment adviser and broker-dealer
representatives. FINRA notes that some of the
dually-registered firms may also have other
representatives that are solely registered as
investment adviser representatives.

See 17 CFR § 230.156(b)(2).
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Attachment A

Proposed Changes to Rule 2210 to Allow Projections in Investment Planning Presentations
(New text is underlined)

2210. Communications with the Public
(a) Definitions
No change.
(b) Approval, Review and Recordkeeping
(1)-(3)
No change.

(4) Customized Hypothetical Investment Planning lllustrations

A member shall supervise illustrations permitted under paragraph (d)(1)(F)(iv)
(“investment planning illustrations”) by requiring a registered principal either to:

(A) review and approve each investment planning illustration before use or
distribution; or

(B) review and approve each template for investment planning illustrations
before use or distribution, and supervise and review the investment planning
illustrations in the same manner as required for supervising and reviewing
correspondence under Rule 3110.

[(4)] (5) Recordkeeping

(A) Members must maintain all retail communications and institutional
communications for the retention period required by SEA Rule 17a-4(b) and in a
format and media that comply with SEA Rule 17a-4. The records must include:

(i) a copy of the communication and the dates of first and (if applicable)
last use of such communication;

(ii) the name of any registered principal who approved the communication
and the date that approval was given;

(iii) in the case of a retail communication or an institutional
communication that is not approved prior to first use by a registered principal,
the name of the person who prepared or distributed the communication;

8 Regulatory Notice
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(iv) information concerning the source of any statistical table, chart,
graph or other illustration used in the communication; and

(v) for any retail communication for which principal approval is not
required pursuant to paragraph (b)(1)(C), the name of the member that
filed the retail communication with the Department, and a copy of the
corresponding review letter from the Department.

(B) Members must maintain all correspondence in accordance with the
record-keeping requirements of Rules 3110.09 and 4511.

(c) Filing Requirements and Review Procedures
No change.
(d) Content Standards
(1) General Standards
(A)—(E)
No change.

(F) Communications may not predict or project performance, imply that past
performance will recur or make any exaggerated or unwarranted claim, opinion
or forecast; provided, however, that this paragraph (d)(1)(F) does not prohibit:

(i) A hypothetical illustration of mathematical principles, provided that it
does not predict or project the performance of an investment or investment
strategy;

(ii) An investment analysis tool, or a written report produced by an
investment analysis tool, that meets the requirements of Rule 2214; [and]

(iii) A price target contained in a research report on debt or equity
securities, provided that the price target has a reasonable basis, the report
discloses the valuation methods used to determine the price target, and the
price target is accompanied by disclosure concerning the risks that may impede
achievement of the price target; and

(iv) A customized hypothetical investment planning illustration that

projects performance of an asset allocation or other investment strategy
and not an individual security, provided that:

Regulatory Notice 9
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a. thereis areasonable basis for all assumptions, conclusions and
recommendations; and

b. theillustration clearly and prominently discloses:

(1 that the illustration is hypothetical;

(11 that there is no assurance that any described investment
performance or event will occur; and

(1 all material assumptions and limitations applicable to the
illustration.
(2)-(8)
No change.
(e)-(g)
No change.

10 Regulatory Notice



Page 127 of 230

EXHIBIT 2b
Alphabetical List of Written Comments
Regulatory Notice 17-06

1. David T. Bellaire, Financial Services Institute (“FSI”’) (March 27, 2017)

2. Jason Berkowitz, Insured Retirement Institute (“IRI”’) (March 27, 2017)

3. Anthony Chereso, Investment Program Association (“IPA”’) (March 27,
2017)

4. Molly Diggins, Monument Group Inc. (“Monument”) (May 17, 2017)

5. Donna DiMaria, Third-Party Marketer’s Association (“3PM”) (March 27,
2017)

6. Dorothy Donohue, Investment Company Institute (“ICI”’) (March 27,
2017)

7. Alexander C. Gavis, Fidelity Investments (“Fidelity”) (March 27, 2017)

8. Christopher A. Tacovella, Equity Dealers of America (“EDA”) (March 7,
2017)

0. Nicole Iannarone & Majda Muhic, Georgia State University College of
Law Investor Advocacy Clinic (“GSU”) (March 27, 2017)

10. Clifford Kirsch & Susan Krawczyk, Eversheds Sutherland (US) LLP for
Committee of Annuity Insurers (“CAI”’) (March 27, 2017)

11. Marnie C. Lambert, Public Investors Arbitration Bar Association
(“PIABA”) (March 27, 2017)

12.  Peter W. LaVigne, Securities Regulation Committee of the Business Law,
New York State Bar Association (“NYBAR Committee”) (March 30,
2017)

13. Roger Machlis, Credit Suisse Securities (USA) LLC (“Credit Suisse”)
(March 27, 2017)

14.  Robert J. McCarthy, Wells Fargo Advisors (“Wells Fargo”) (March 27,
2017)

15. Neal E. Nakagiri, NPB Financial Group, LLC (“NPB”) (March 9, 2017)
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17.
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19.

20.

21.

22.

23.
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Craig D. Pfeiffer, Money Management Institute (“MMI”’) (March 27, 2017)

Mike Rothman, North American Securities Administrators Association,
Inc. (“NASAA”) (March 24, 2017)

Molly Shannon, Wellington Management Advisers, Inc. (“Wellington”) (March
27,2017)

Kenneth D. Stephen, M. Holdings Securities, Inc. (“M Holdings™) (March
23,2017)

Robert L. Stype, ACA Compliance Group (“ACA”) (March 27, 2017)

Christopher Tolla, Odeon Capital Group LLC (“Odeon”), (April 26, 2017)

WealthForge Securities, LLC (“WealthForge”) (March 27, 2017)

Kevin A. Zambrowicz , Securities Industry and Financial Markets
Association (“SIFMA”) (March 27, 2017)
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VIA ELECTRONIC MAIL
March 27, 2017

Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, NW

Washington, DC 20006

Re: Regulatory Notice 17-06; Proposed Amendments to Rules Governing Communications with
the Public

Dear Ms. Asquith:

On February 6 2017, the Financial Industry Regulatory Authority (FINRA) published its
request for public comment on proposed amendments to FINRA rules governing Communications
with the Public (Proposed Amendments).! The Proposed Amendments would create an exception
to the current prohibition on communications projecting performance, allowing firms to distribute
a customized hypothetical investment planning illustration if it does not project the performance
of individual securities.

The Financial Services Institute? (FSI) appreciates the opportunity to comment on this
important proposal. FSI and its member firms strongly support regulatory harmonization among
the financial regulators and support FINRA's efforts to establish uniform regulatory requirements
for broker-dealers and investment advisers in their communications with the public. The Proposed
Amendments resulted from FINRA’s retrospective review of existing rules, which FSI believes is
essential to efficient regulation. We provide specific supportive comments below.

Background on FSI Members

The independent financial services community has been an important and active part of
the lives of American investors for more than 40 years. In the US, there are approximately
167,000 independent financial advisors, which account for approximately 64.5% percent of all
producing registered representatives.3 These financial advisors are self-employed independent
contractors, rather than employees of the Independent Broker-Dealers (IBD).

! Financial Industry Regulatory Authority, Inc. (FINRA), Regulatory Notice 17-06, Communications with the Public
(February 2017), available at: http://www.finra.org/industry /notices /17-06.

2 The Financial Services Institute (FSI) is an advocacy association comprised of members from the independent
financial services industry, and is the only organization advocating solely on behalf of independent financial advisors
and independent financial services firms. Since 2004, through advocacy, education and public awareness, FSI has
been working to create a healthier regulatory environment for these members so they can provide affordable,
objective financial advice to hard-working Main Street Americans.

3 The use of the term “financial advisor” or “advisor” in this letter is a reference to an individual who is a registered
representative of a broker-dealer, an investment adviser representative of a registered investment adviser firm, or a

888 373-1840 | 607 14" Street NW | Suite 750 | Washington, D.C. 20005 | financialservices.org
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FSI’s IBD member firms provide business support to independent financial advisors in
addition to supervising their business practices and arranging for the execution and clearing of
customer transactions. Independent financial advisors are small-business owners with strong ties to
their communities and know their clients personally. These financial advisors provide
comprehensive and affordable financial services that help millions of individuals, families, small
businesses, associations, organizations, and retirement plans. Their services include financial
education, planning, implementation, and investment monitoring. Due to their unique business
model, FSI member firms and their affiliated financial advisors are especially well positioned to
provide Main Street Americans with the financial advice, products, and services necessary to
achieve their investment goals.

FSI members make substantial contributions to our nation’s economy. According to Oxford
Economics, FSI members nationwide generate $48.3 billion of economic activity. This activity, in
turn, supports 482,100 jobs including direct employees, those employed in the FSI supply chain,
and those supported in the broader economy. In addition, FSI members contribute nearly $6.8
billion annually to federal, state, and local government taxes. FSI members account for
approximately 8.4% of the total financial services industry contribution to U.S. economic activity.4

Discussion

FSI appreciates the opportunity to comment on the Proposed Amendments. FSI supports
consistency across the financial regulators and commends FINRA's efforts to establish uniform
regulatory requirements for communications with the public among investment advisers and
broker-dealers.

A. Inconsistency Between FINRA and SEC Rules Favors One Business Model Over
Another

Current FINRA rules prohibit broker-dealers and their registered representatives from
predicting or projecting performance of an investment strategy. This prohibition is in place to
protect investors from spurious, inaccurate, or misleading performance projections of individual
investments. However, investment advisers are not subject to such a prohibition under the ‘40 Act®
and in fact often provide performance projections to clients as a part of their financial planning
or asset allocation process. The resulting inconsistency between regulatory standards may result in
competitive imbalances and create opportunities for regulatory arbitrage. Harmonizing the rules
for investment advisers and broker-dealers will eliminate confusion for firms and investors.

B. Impact on Dually Registered Reps
This inconsistency between regulatory regimes also creates a lack of clarity over which

communications rules apply to financial advisors who act in both the broker-dealer capacity or as
a Registered Investment Advisor under the ‘40 Act depending on which services they are

dual registrant. The use of the term “investment adviser” or “adviser” in this letter is a reference to a firm or
individual registered with the SEC or state securities division as an investment adviser.

4 Oxford Economics for the Financial Services Institute, The Economic Impact of FSI's Members (2016).

5 The Investment Advisers Act of 1940, 15 U.S.C. §80b-1et seq. (amended January 3, 2012) available at
https: //www.sec.gov/about/laws/iaa40.pdf
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providing to their clients. Firms that are dually-registered or representatives who are dually-
registered, may already be providing information regarding projected performance to their
investment advisory clients. Allowing dually-registered firms or representatives to align the way
they provide projections would simplify compliance and minimize the cost of regulatory oversight.

Given the current lack of regulatory consistency and the confusion that having two standards
creates for FSI's dually registered members, FSI supports the Proposed Amendments. The
Proposed Amendments allow broker-dealers to utilize asset allocation illustrations and models in
the same way that investment advisers do, provided they do not make specific projections about
individual investments. Investors benefit from a better understanding of the assumptions on which
an advisor’s recommendation to pursue a particular investment strategy is based. Allowing
advisors to provide projections in this limited context and with sufficient disclosures is beneficial to
investors while making it clear that the performance of an individual security is not guaranteed.
We further believe the Proposed Amendments include sufficient supervisory requirements for such
illustrations: either they can be generated using a template that has been approved by a
Registered Principal before its use or distribution, or each illustration can be approved
individually prior to its use or distribution in a similar manner to FINRA Rule 3001 (Supervision),
providing firms with key flexibility in their use of asset allocation models and illustrations. FSI
believes these specific supervisory requirements will help educate investors on options available
to them while still protecting them from misleading performance projections.

C. Retrospective Rule Review

The Proposed Amendments have resulted from FINRA’s retrospective review of its rules
governing Communications with the Public. Retrospective review of existing rules is essential to
smart, efficient regulation. The review is intended to assess whether the rules are meeting their
intended objectives and to take steps to maintain or improve their effectiveness while minimizing
negative economic impacts. The multi-step process sought comment from the industry, subject
matter experts, and outside counsel; and included a cross section of firm sizes and business
models. The Proposed Amendments came out of a thoughtful process of examining the
Communications with the Public Rules and the process included gathering input from the industry,
including FSI, and other stakeholders. FSI and its members applaud FINRA’s efforts to reexamine
rules, like the Communications with the Public Rules, that they know to be historically frustrating or
confusing to their members.
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Conclusion

We are committed to constructive engagement in the regulatory process and welcome the
opportunity to work with FINRA on this and other important regulatory efforts.

Thank you for considering FSI's comments. Should you have any questions, please contact
me at (202) 803-6061.

Respectfully submitted,

David T. Bellaire, Esq.
Executive Vice President & General Counsel
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1100 Vermont Avenue, NW | 10th Floor
Washington, DC 20005

202.469.3000
202.469.3030
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Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, NW

Washington, DC 20006-1506

Via email: pubcom@finra.org

Re: Regulatory Notice 17-06 — Communications with the Public
Dear Ms. Asquith:

The Insured Retirement Institute (“IRI”), on behalf of its members, appreciates the opportunity to
comment on the Financial Industry Regulatory Authority (“FINRA”) proposal to amend FINRA Rule 2210
(Communications with the Public), as described in Regulatory Notice 17-06 (the “Regulatory Notice”).
For the reasons outlined below, IRl supports the proposed amendment.

The proposed amendment allows consumers to obtain a customized hypothetical investment planning
illustration, subject to all existing FINRA restrictions. As noted by the Regulatory Notice, the proposal
would be valuable for consumers because it allows certain types of consumers to obtain more
information prior to committing to investment strategies. This proposed amendment would benefit
consumers seeking brokerage accounts because it would allow them to obtain projection information
that previously was only available to investment advisory consumers. By providing both brokerage and
advisory consumers with reasonably likely outcomes of investment strategies, the proposed
amendment grants more flexibility to the industry, though again, subject to existing FINRA restrictions.

LRl is the only national trade association that represents the entire supply chain of the retirement income
industry. IRl has more than 500 member companies, including major life insurance companies, broker-dealers,
banks, and asset management companies. IRl member companies account for more than 95 percent of annuity
assets in the United States, include the top 10 distributors of annuities ranked by assets under management, and
are represented by more than 150,000 financial professionals serving over 22.5 million households in communities
across the country.
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The proposed amendment will be mutually beneficial to the industry and consumers. Because it is
consistent with the Investment Advisers Act, it would allow dually registered firms to use the same
internal compliance mechanisms for brokerage and advisory clients. This proposed amendment appears
uncontroversial for all parties involved, especially considering the benefits generated for clients, who
would be empowered to better identify investment outcomes.

IRl and its members agree with several points made in the Regulatory Notice. First, the Regulatory
Notice identified “historical performance” as a reasonable basis for performance projections. We agree
that this would constitute an appropriate factor. Additionally, our members have indicated that, while
there are costs associated with the proposed amendment, by way of registered principal “review and
approval,” no other substantial identifiable costs exist related to the amendment’s adoption. Finally, we
cannot identify any alternative approaches to this amendment that are as well suited to achieving
similar goals.

IRl supports the proposed amendment, but respectfully requests that FINRA clarify a possible
inconsistency between the proposed amendment and FINRA Rule 2214 (Investment Analysis Tool). The
proposed amendment’s complete prohibition on projections of individual securities may not be entirely
consistent with the practical applications of FINRA Rule 2214. In practice, the Investment Analysis Tool
from Rule 2214 allows FINRA members to show likely outcomes for certain investments, including
individual securities, when displayed as part of an asset allocation strategy. However, the proposed
amendment would disallow any projections of individual securities and purports to prohibit existing
asset allocation projection practices.

Put differently, FINRA Rule 2214 allows FINRA members to produce simulations of investment outcomes
“if certain investments are made or certain investment strategies or styles are undertaken”, which helps
consumers evaluate risk. The implication from this language is that a FINRA member can demonstrate
the likelihood of outcomes for certain investments. However, the proposed amendment states that a
FINRA member may show consumers the “projected performance of an asset allocation or other
investment strategy, but not an individual security.” FINRA should provide more clarity on whether
specific securities included in an asset allocation can be shown to consumers, so firms can properly
comply.

IRI also believes FINRA should consider expanding the proposed amendment to permit firms to provide
their clients with non-customized asset allocation projections based on firm capital market assumptions.
Such information, when accompanied by appropriate disclosures, will help investors gauge current and
potential future risk, and better understand potential risks associated with their portfolio and their
investment strategy.

The Regulatory Notice poses several questions and we would like to briefly respond to two of the
guestions that we have not yet addressed.

1. The Regulatory Notice asks about the existence of any “single investment products that operate
like an asset allocation or other investment strategy for which performance projection might be
appropriate.” Our members have suggested that target date funds operate like an asset
allocation and may be appropriate for a performance projection.
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2. The Regulatory Notice also asks whether “requiring a range of projections...could make the
hypothetical nature of a performance projection more apparent.” We do not recommend a
requirement that consumers be provided a range of projections in a customized hypothetical
investment planning illustration. Consumers will likely have the ability to identify suitable
investment strategies using a single projection. Because the purpose is to provide consumers
with projections of the most reasonably likely outcome, we believe that providing multiple
projections would be confusing to consumers.

We appreciate the opportunity to present our members’ views on the proposed amendment to FINRA
Rule 2210, and we hope you will consider the issues we have raised in this letter. Please feel free to
contact me if IRl can provide additional information or to further discuss these issues.

Sincerely,

Vice President’& Counsel, Regulatory Affairs

Insured Retirement Institute
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Investment Program Association

March 27, 2017

Marcia E. Asquith

Office of the Corporate Secretary
FINRA 1735 K Street, NW
Washington, DC 20006-1506

Re: FINRA’s Regulatory Notice 17-06 (“RN 17-06”") request for comments regarding
proposed amendments to FINRA Rule 2210 (Communications with the Public)

Dear Ms. Marcia Asquith:

The Investment Program Association (“IPA”) respectfully submits this letter in response to the
request for comments by the Financial Industry Regulatory Authority (“FINRA”) on RN 17-06
(regarding proposed rule amendments to FINRA Rule 2210 (Communications with the Public).
Our intent is to provide comments we believe will improve the information provided to investors
to assist them with decision making in regards to asset classes and investment strategy.

FINRA’s PROPOSAL:

FINRA is seeking information on allowing financial professionals affiliated with FINRA the
ability to distribute a customized hypothetical illustration that may include the projections
regarding asset allocations or other investment strategies, but not an individual security.

IPA’s POSITION:

The IPA appreciates FINRA’s proactive consideration of the proposed amendments to Rule
2210. We would like to address the current proposal and also suggest a second modification that
aligns with the progressive nature of these amendments.

First, we strongly advocate for the approval of the proposed rule amendments for these reasons:

* Providing investors additional information about asset classes under various hypothetical
scenarios can assist an investor in making an informed decision.

* If the Department of Labor Fiduciary Duty Rule is enacted as written, it appears that
projections will need to be provided with the retirement plan statements.

* Inits current form, FINRA 2210 creates inequality among investors and the professionals
who serve their needs.

0 FINRA 2210 creates an information disadvantage to certain investors with
accounts serviced at broker-dealers.

0 The rule creates a competitive disadvantage to financial professionals affiliated
with FINRA by disallowing the use of projections. Conversely, the SEC’s

www.ipa.com
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Investment Advisers Act does allow investment advisers to use projections, so
long as there is a reasonable basis and the valuation methods are clearly disclosed.

0 With the industry trending towards financial professionals who are dual
registrants, and which operate as both an investment adviser representative and a
registered representative, it is appropriate for FINRA’s proposed rule amendments
on projections to be aligned with the SEC rules in order to provide equal benefits
to all investors, regardless of their financial professional’s registration or
affiliation.

Secondly, we would suggest further harmonization of Rule 2210 by exempting communications
made by broker-dealers strictly to “institutional investors” from the Rule’s prohibition of
projections.

* FINRA’s new broker-dealer status for Capital Acquisition Brokers (“CAB”), which
are firms that market debt or equity private placements to institutional investors,
relieves CAB firms of several regulatory requirements. However, CAB status is not
available to firms that offer retail products. As such, firms that distribute both private
placements with institutions and offer retail products cannot take advantage of the
CAB status benefits.

* One of the benefits of CAB status is to offer an exemption from Rule 2210
prohibitions on the use of projected returns in the marketing of private placements to
institutional investors. This would put firms that do not elect CAB status at a
competitive disadvantage in the marketing of their offerings. The FINRA proposals
outlined in RN 17-06 do not specifically offer such exemption. If FINRA allows this
exemption, it appears no investor protection is foregone by providing projections to
“institutional investors” when the fund’s targeted returns are typically presented in
the offering memorandum.

The IPA believes that retail investors would benefit from transparent performance
information regarding asset allocations or other investment strategies, and strongly
supports the proposed amendments to FINRA Rule 2210.

Sincerely,

Anthony Chereso
President & CEO, Investment Program Association

www.ipa.com
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Monument Group’s principal business is to act as placement agent in primary
offerings and secondary sales of interests in private funds such as private equity,
venture capital, real estate and energy funds. We raise capital solely from
institutional investors and provide placement agency services only for issuers of
private funds - i.e., for funds that are exempt from registration under 3(c)(7) of the
Investment Company Act of 1940 (the “Company Act”). Because we act as
placement agents for only 3(c)(7) funds, all institutional investors we approach
must be both “accredited investors” and “qualified purchasers” for purpose of the
Company Act exemptions.

Monument Group acts solely as an intermediary with respect to the
placement of fund interests. We do not open or maintain customer accounts; rather,
we introduce institutional investors and other qualified purchasers to the fund
managers, who are our clients. We provide private placement memoranda,
subscriptions documents and other sales material to prospective investors. When a
prospective investor purchases, the investor sends a completed subscription
agreement and wires funds directly to the fund manager, who approves the
investor, accepts the funds and reflects the investment in its records. Monument
Group holds no advisory relationship with investors.

SUMMARY

Forecasts and projections (“projections”) have a place in securities offerings
and securities advice. As the Regulatory Notice (the “Notice”) points out, “the
Investment Advisers Act does not prohibit the presentation of projections that
comply with the antifraud provisions of the Act.”

Projections that have a reasonable basis are useful informational tools, when
used with other types of information. Private fund managers often use projections
in their offering material and, for some types of investments, such as real estate
funds, institutional investors and other sophisticated investors expect to receive
projected performance information. We believe that, as a general matter, member
firms should not be prohibited from using projections that have a reasonable basis.
We support the proposal to permit the projected performance of an asset allocation
or other investment strategy in a customized hypothetical investment planning
illustration, but urge FINRA to permit members to treat the investment objectives of
a private fund as an investment strategy designed for multiple clients who share an
account. We also urge FINRA to consider, as part of any potential change to its rule
prohibiting projections, the unnecessary burdens placed by the current projection
prohibition on placement agents to private funds. Finally, we encourage FINRA to
permit all member firms to use projected performance with institutional investors
and qualified purchasers, as capital acquisition brokers (“CABs”) will be permitted
to do when the CAB rules go into effect in April. We discuss these three points in
further detail below.

ACTIVE/Q0043383.2
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DISCUSSION

1. Private Funds as Asset Allocation or Investment Strategies for Multiple
Clients Who Share an Account

FINRA’s Notice requests comments in seven specific areas. In the sixth
request, FINRA asks whether there are “single investment products that operate like
an asset allocation or other investment strategy for which performance projections
might be appropriate.” The Notice states that “the proposal would provide an
exception to the prohibition of projections for a customized hypothetical investment
planning illustration,” with footnote 4 to that sentence clarifying that “a ‘customized’
investment planning illustration is one designed for a particular client or multiple
clients who share an account.” (Emphasis supplied.) We believe that the
investment objectives of a private fund are the asset allocation or investment
strategy for the fund and thus, in effect, a customized investment planning
illustration for an account shared by multiple clients - i.e., the set of limited partners
invested in the private fund.

We recognize that the use of projections will not be equally suitable for all
private funds. The performance of a fund that invests in only corporate bonds or
office buildings in a specified geographic area can be more reliably projected than
that of a fund in which the adviser has greater discretion to determine the mix and
types of assets. For this reason, the “reasonable basis” determination with regard to
the projected performance of the fund should include not only how assets will
perform but how accurately the mix of assets acquired can be predicted.

Most private fund managers, however, limit performance projections to
those of prior funds, where the portfolio investments have been completed, but exits
from such investments have not. A performance projection of that prior fund,
accordingly, is self-limiting and can focus only on the projected performance of
those specific assets (or of a limited number of other similar, intended investments),
for which the fund manager has ample performance information and, certainly, a
“reasonable basis” upon which to project the fund’s ultimate performance based on
those investments. Institutional investors considering investment in the manager’s
subsequent fund - one with the same or substantially similar investment strategy -
would certainly find those projections at least as helpful as the hypothetical
illustration of the performance of an asset allocation or investment strategy to a
single client would be. We urge FINRA to permit reasonable-basis projections to be
used in both cases.

ACTIVE/90043383.2
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2. Current FINRA Rules Prohibiting Projections Place Unnecessary Burdens
on Placement Agents for Private Funds.

It should be noted that the majority of Monument Group’s clients are
registered under the Advisers Act - or otherwise comply with most Advisers Act
rules and with the SEC anti-fraud rules and regulations - which likewise require a
reasonable basis for projection information and, consistent with the guidance in the
Notice, would also require that marketing materials “clearly and prominently
disclose the fact that the illustration is hypothetical,” that there is “no assurance that
any described investment performance or event will occur,” and that “all material
assumptions and limitations”! are disclosed.

Monument Group works closely with its clients - i.e,, private fund managers -
to develop marketing strategies and documentation that describe a fund manager’s
principals, their experience and, quite often, the performance of the manager’s prior
private equity funds. Due to the longer investment terms for private equity funds,
the current fund’s marketing materials may include some projections of the
performance of portfolio investments made by the manager’s prior funds. Our
clients consider these materials crucial to marketing their abilities and expect
Monument Group to employ them as part of our marketing strategy on their behalf.
Indeed, institutional investors often consider strong prior fund performance to be a
sine qua non for any serious consideration of a possible investment with a particular
private equity manager.

In these circumstances, Monument Group often finds itself unable to convey
in its own marketing materials what its clients can convey in their own. Yet, the
client documents provided by placement agents to investors on their clients’ behalf
- e.g., a private placement memorandum or a fund “teaser” - often contain the
“prohibited” projection information. Placement agents find themselves having to
explain to their clients their inability to use certain important information in their
own marketing materials. The FINRA projection prohibitions can accordingly have
an awkward and potentially negative impact on a placement agent’s relationship
with its clients and can unnecessarily hinder the quality of a placement agent'’s
services to its clients.2 We urge FINRA to take these unnecessary burdens on

1 Notice, p. 3.

Notably, the Notice appears to condene the use of projections-related communications by
dually registered representatives with their retail clients. The notice states that these
dually registered representatives may “choose to align the way they provide projections in
their investment advisory business to the proposed amendments, thereby simplitying
compliance and minimizing the costs of regulatory oversight” Certainly the same policy
considerations - Le., simplification of compliance requirements and minimization of
unnecessary compliance costs and burdens - should be an equally compelling consideration
for FINRA in its assessment of a potential change to the prohibition on use of projections by
placement agents to private funds vis-a-vis institutional investors.

ACTIVE/S0043383.2
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private fund placement agents into account when considering the scope of any
changes to the Communications Rule.

3. Use of Predicted Performance with Institutional Investors and Qualified
Purchasers

The Notice states that “the general prohibition against performance
projections is largely intended to protect retail investors from performance
projections of individual investments, which often prove to be spurious, inaccurate
or otherwise misleading.” (Emphasis added.) FINRA has recognized in a number of
contexts, such as the Suitability Rule, the filing and supervision provisions of the
Communications Rule and, most recently, in the CAB rules, that institutional
customers do not require the same protections as retail customers.

CAB Rule 221, governing communications with the public, does not prohibit
a CAB from using forecasts or projections. One justification for this difference
between the CAB rules and the rules applicable to other FINRA members is that a
CAB may sell securities in private placements only to institutional investors as
defined in Rule 016(i). That definition includes familiar categories of institutional
investors, like banks, insurance companies, investment companies and employee
benefit plans. It also includes any person (individual or entity) that has total assets
of at least $50 million and any “qualified purchaser” as defined in Section 2(a)(51)
of the Investment Company Act of 1940.

Some FINRA members, like Monument Group, would be able to qualify as a
CAB except for technical conditions, like the prohibition on secondary sales. Non-
CAB FINRA members should have the same freedom to provide projected
performance information to Rule 016(i) institutional investors as CABs, not merely
for reasons of competitive fairness and equal treatment, but because the same
fundamental principle applies: institutional investors have sufficient sophistication
to evaluate the projected performance and the weight to be given to it in the overall
investment decision. We urge FINRA to, at a minimum, permit the use of reasonable-
basis projected performance in broker material distributed in securities offerings
made exclusively to Rule 016(i) institutional investors. This would include all
offerings of private funds exempt under Section 3(c)(7) of the Investment Company
Act.
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CONCLUSION

We urge FINRA: (1) to permit brokers to make reasonable-basis projections
about the investment objectives of a private fund as a form of hypothetical
illustration for multiple clients sharing an account, (2) to consider, as part of its
rule-making with respect to its members’ use of projections, the unnecessary
burdens imposed on placement agents to private funds by existing prohibitions, and
(3) to allow brokers to provide reasonable-basis projections to Rule 0161(i)
institutional investors in offerings exclusively to those investors and consistent with
other rules applicable to brokers in the context of capital raising for institutional
investors. We believe that amending the content standards of Rule 2210 in that way
will enable brokers to provide higher quality information to investors in a way that
is consistent with the principles of investor protection.

We would be happy to discuss these comments with you or the use of
projected performance generally, at your request.

Very truly yours,

Molly Digga’}lé
General Counsel
Monument Group, Inc.
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March 27, 2017

FINRA

Marcia E. Asquith

Office of the Corporate Secretary FINRA
1735 K Street, NW

Washington, DC 20006-1506

Re: Regulatory Notice 17-06: Communications with the Public

Dear Ms. Asquith,

| am writing to you today on behalf of the Third-Party Marketer’s Association (“3PM”) to express the
thoughts and concerns of our association regarding the draft provisions proposed in FINRA Regulatory
Notice 17-06. While it is our goal to respond to requests for comments in a manner beneficial to the
majority of 3PM’s members, it should be noted that the views of the commenters involved in preparing
this response may not be representative of the views of the entirety of the 3PM membership or our
industry group in general.

3PM believes that the initiation of a retrospective rule review is a prudent step to ensure that
regulations remain relevant in a changing environment. In this regard, we applaud the steps FINRA is
taking in this regard. We do also believe, however, that with respect to RN 17-06 and the amendments
contemplated under this notice, that FINRA has not fully and appropriately updated the
Communications with the Public standards to properly reflect the realities occurring in the marketplace.

While 3PM’s members operate under a varied set of business models, approximately 2/3s of the
Association’s 3PM members engage in the business of offering of private funds to institutional investors.
It is for this subset of our membership for which we will be commenting to this Regulatory Notice.

Rule 2210

FINRA Rule 2210 provides that communications may not predict or project performance, imply that past
performance will recur or make any exaggerated or unwarranted claim, opinion or forecast. Regulatory
Notice 17-06 goes on to state that “The general prohibition against performance projections is largely
intended to protect retail investors from performance projections of individual investments, which
often prove to be spurious, inaccurate or otherwise misleading”.
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RN 17-06 is proposing to provide an exception to this prohibition of projections for a hypothetical
investment planning illustration. 3PM believes that the exception proposed by RN 17-06 is warranted,
but requests further analysis to consider an exception to the prohibition of projections when offering
private securities to institutional investors. 3PM believes that an exception of this nature is consistent
with the spirit of the proposed amendment as well as with prevailing guidance as detailed below.

Precedent to Support our Thesis

In general, FINRA Rule 2210 correctly acknowledges the reality that business conducted with
institutional investors is different than business conducted with retail investors. Under this rule, the
differences inherent in these two investor groups are addressed; communications with retail investors
require more stringent supervision and often pre-approval while institutional communications do not.
While we believe that FINRA’s decision to segregate this rule into components that provide adequate
protection to each type of investor based on their experience and knowledge of investments is
appropriate, we question why this standard was not applied to the rule in its entirety.

Furthermore, the suitability rule, FINRA Rule 2111, another sales practice rule, also differentiates the
suitability process by retail investors and institutional investors. While documentation and suitability
assessments for retail investors is very detailed, the approach for institutional investors is more
streamlined and straightforward. This again reinforces the belief that retail investors require far more
protection than institutional investors who are better able to assess an investment than their less
experienced counterparts.

Additionally, FINRA has issued several interpretative letters that support this assertion. One example of
this is evident in the letter issued to Mr. Budge Collins of Collins/Bay Island Securities (9/14/2004)
regarding the “Use of related performance information in communications with the Public for Private
Funds”. The response to Mr. Collins, in-part, states “NASD staff believes that the presentation of related
performance information to potential investors in 3(c)(7) funds, who are ‘qualified purchasers’, does not
present the same investor protection concerns as the presentation of related performance information
in other contexts.”

Given the precedent that exists, we believe that FINRA should expand this approach, which is already

applied in the same rule, to the prohibition of ‘projected performance’ discussed in this regulatory
notice.

Retail vs. Institutional Investors

It is important to note that in the institutional arena there are a variety of inputs that investor use to
determine whether an investment should be considered and ultimately whether an investment should
be made. Projected performance is just one part of the equation.
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When looking for an investment, investors, specifically institutional investors, want to be able to tell
immediately if an investment warrants a further look. Today, when investors are inundated with
product, they need a mechanism by which they can shrink down the enormous universe of investments
into a small sub-set of strategies at which they can look at more closely. Projected performance is one
of the ways they do this.

Once an institutional investor decides to look further at a security, a formal review begins. The due
diligence process used by institutional investors is quite exhaustive. While it may differ somewhat by
investment product, there are, however, four underlying areas of focus that all institutional investors
review before making a judgement on the attractiveness of any investment product.

e  First, it starts with an examination of the PEOPLE at the investment manager responsible for the
product. Do they have adequate investment knowledge and familiarity with the offered
product? How long has the team been working together and do they have any conflicts of
interest with investors?

e Second, the institutional investor examines the PHILOSOPHY underlying the investment. Is it a
well-articulated investment strategy? Can it be documented; does it make sense? Is there a
consistent adherence to the strategy?

e Third, is an evaluation of the PROCESS or investment decision making. Who makes investment
decisions? How are they generated, researched, pursued and screened? What are the lines of
authority, responsibility and accountability?

e Fourth, is a full evaluation of PERFORMANCE, not just the projected performance. Were the
results produced by current people utilizing current process? Was there a review an analysis of
funds and benchmark with similar objectives and characteristics?

Institutional Investors realize that market conditions change and that past performance is not that
reliable when trying to determine future expected returns. However, past performance may be helpful
to complement or strengthen the institution’s favorable evaluation of an investment manager’s product.

Fund Projections

To understand why we think performance projections should be permitted, it is important to
understand how investment managers offering private securities develop performance projections for
their funds. Projected performance is not an arbitrary number that is pulled out of thin air, but rather a
systematic derivation of several factors that combined result in that projection. It is the rate of return
that the investment manager believes is achievable in light of their strategy, current market conditions
and its deal flow.
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To calculate performance of a Fund of alternative investments, the manager will calculate the Internal
Rate of Return (IRR) for each investment in the fund. IRR is defined as the discount rate at which the
net present value of a set of cash flows equals zero, where the initial investment is expressed negatively
and the returns from real estate investments are expressed positively. In more simple terms, it is the
rate at which an investment grows. In this sense, you can think of it as a time sensitive compounded
annual rate of return.

For example, please consider an investment manager who is raising capital for a single investment, say
an apartment complex. To calculate projected performance, the investment manager will calculate the
IRR on the project given the costs of the project relative to the projected revenue it will receive from
each investment. The inputs to the process are based on current and historical facts and figures,
assumptions that could impact either the cost or revenue of the project as well as the managers
experience in the industry. Generally, a formal model that outlines the inputs and assumptions is
developed and provided to potential investors who are contemplating an investment. Forecasting
returns in this manner is an important component of the investment decision-making process.

As with all investments, the projected performance is not a guarantee that the investment will return a
certain percentage, but rather it is an estimate of the return that can be expected. Private Placement
Memorandums (PPMs) inherent to the offering of any private security contain disclosures, often with
emphasis, stating that there is no guarantee the investment will earn a certain return or that past
performance is indicative of future returns. These projected returns are alternatively meant to help the
investor determine whether the risks of the investment are justified by the potential rate of return and
to compare other potential investments the investor is considering.

When looking at a Fund investment the process is similar although a bit more complex considering the
Fund will invest in multiple projects, properties, companies or investments at the same time.

To determining the projected return of the Fund, an investment manager will often start with actual
fund performance of its predecessor fund. The manager will then consider other inputs such as the size
of the fund, terms of the current fund compared to past funds, current market conditions affecting the
strategy, competition as well as any other factors that could impact the projected return.

When management of the Fund begins, the investment manager will model each investment and
calculate the IRR to determine the attractiveness of the investment. If the IRR of a new investment
exceeds a company’s projected performance, then the investment is desirable. If IRR is below the
required rate of return, the investment should be rejected.

Projected performance, is not arbitrary. It is based on hard facts. Furthermore, while most of the inputs
that go into calculating the IRR are objective, an investment manager has the ability to adjust its model
to account for facts that may not be evident based on historical performance.

In the Private Equity market, it is common for managers to come to market several times with funds
utilizing the same investment approach. In most cases, the fund size grows each time a new fund is
launched. At some point capital commitments, will grow to a point where the manager will no longer be
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able to find enough suitable investments that meet its previous targeted return. In such instances, the
manager must often look at other investments that are either outside his preferred criteria or that
return less than his targeted return. This is often referred to as style drift.

To account for this phenomenon, a manager could adjust its projected performance to reflect this
occurrence, signaling investors that something in the Fund approach has changed. Alternatively, if an
investor does not have projected performance they will be forced to rely on past performance
information which in this case would be misleading at best.

Use of Projected Performance

Investment managers who seek capital for their investment opportunities must be able to clearly and
concisely convey their investment thesis and strategy and describe how that process has generated its
historical track record. Projected performance is the way investment managers encapsulate all of these
factors into a number that accurately and concisely represents their product. This is just one reason
that projected performance has become a vital component of modern day investment analysis. Given
the importance of this projected performance, calculations of such must be based on a sound and
reasonable methodology. This explains why investment managers are constantly developing and
refining these figures for accuracy through comprehensive scenario analysis.

Alternatively, institutional investors require projected performance form any of the multitude of
investment opportunities available to them. Finite resources such as time and capital dictate that
institutional investors employ effective filtering tools to distill large numbers of prospective investment
opportunities to a manageable target universe that may ultimately lead to an allocation or two. One of
the most common filters used by institutional investors is the data point of projected performance.

Institutional investors that utilize projected performance also pay close attention to the pro forma
analysis which generally accompanies closed-end structured investment vehicles or securities such
private equity and real estate. These forward-looking performance projections as well as the underlying
methodology used to calculate the performance allow institutional investors to gauge a fund’s
approach. Simply put, institutional investors use performance projections to weigh the risk/reward
attributes of a strategy and assist in understanding a variety of hypothetical illustrations used in the
scenario analysis. This information enables the institutional investor to analyze, compare and determine
their focus on each investment opportunity accordingly. Comparative analysis is commonly used by
institutional investors and projected performance of various investments is what they are comparing.

Given the realities of the market, we believe that a general prohibition on the use of projected
performance is unnecessarily restrictive.
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Reasonable Basis

When discussing the proposed amendments, Regulatory Notice 17-06 states that “The proposal would
require that there be a reasonable basis for all assumptions, conclusions and recommendations, and
that the illustration clearly and prominently disclose the fact that the illustration is hypothetical and
there is no assurance that any described investment performance or event will occur. All material
assumptions and limitations applicable to the illustration would have to be disclosed.”

We believe that this same approach could be applied to third party marketers or placement agents
soliciting investments from institutional investors when using projected performance for a fund or
security they are offering. In such a case, we believe any use of projected performance should be
accompanied by a clear and prominent disclosure written by the distributing broker dealer which
contains the following information:

e Statement that the broker dealer believes there is a reasonable basis to believe the projected
performance is representative of the security or fund it represents

e Statement that the projected performance is hypothetical and there is no assurance that any
described investment performance or event will occur.

e Description of the methodology used to develop the projected performance

e Explanation as to why the methodology used is a good predictor of the projected performance
of the security or fund

e All material assumptions and limitations applicable to the calculation of the projected
performance

Furthermore, we believe that several of the well-established precedents cited by FINRA, in its own rules
and those of the SEC, are also applicable to 3PM'’s case.

To protect the institutional investors we work with, 3PM would also recommend that any projected
performance along with the required disclosure, as outlined above, should also receive pre-approval,
before use, by a registered principal of the broker dealer who plans to utilize this information. Given
that the projected performance is likely to come from the Fund sponsor, the broker dealer’s registered
principal should be tasked with determining whether there is a reasonable basis to rely on the projected
performance based on the methodology, assumptions and limitations provided with the projected
performance. This approach would provide an independent assessment and help mitigate the conflict
of interest inherent in the fact that the Fund Sponsor is not only projecting performance but is also
determining the case for why its use is “reasonable”.
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Economic Impact Assessment

At the core of our assessment of economic impact is the question of common sense and fairness for the
industry. Given this, we suggest a few baseline considerations in this regard:

1. In the case where 100% of the market is held to the same standard, while the economic assessment
may still prove problematic, it is at least evenly applied.

2. Similarly, where rule sets are consistent across regulatory agencies in relation to the same business
practice, with most firms being required to be regulated by more than one agency, economic impact
is consistent.

3. |If the rules provided create inconsistency among constituents and/or by regulatory body, this places
a greater burden on some firms over others, which creates economic impact that is negative for
many market constituents.

3PMs exist, in part, to help level the playing field — ie to assist investment managers without internal
sales and marketing resources to be able to compete with those that do, obtain access to capital and to
provide small managers and/or strategies newer to the market with access to a broader investor base.
Our issue however, is that we ourselves are subject to an uneven playing field.

Regulation that creates inconsistency, or provides one group with an ‘advantage’ over another is
harmful to 3PMs. It is also harmful to our investment manager clients, institutional investors and their
constituents which include: pensioners, grant recipients, universities, charitable organizations, etc.

Should the unlevel playing field persist, 3PMs eventually will be forced to choose between exiting
businesses that require more resources for a substantially lower probability of earning revenues or
putting up with the disadvantages created by the regulation that is supposed to promote a fair market
place for all. If investment managers who relied on 3PMs were to lose access to our services, taking
many small and mid-sized managers out of consideration by institutions, the largest and most well-
funded investment management firms who can ‘afford’ in house resources and sizeable infrastructures
would hold a monopoly on asset gathering.

To an extent this is already the case, with larger investment managers holding a disproportionate share
of institutional assets.

The unlevel playing field also hurts:

e Third party marketers who can no longer make a living due to the rising cost of regulation and
the detrimental impact of Rules that prevent third party marketers from fairly competing with
internal sales professionals

e investment managers who have no way to access institutional capital, will be forced to raise
retail assets which is also not easy without a staff to do so
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e the investment manager’s staff who are out of work when the manager goes out of business
because it can’t raise assets and earn fees

e institutional investors who will no longer be able to access the strategies of investment
managers with no internal sales support

e With no access to smaller managers, investors would be forced to invest with the largest
investment managers, many of who do not offer the most competitive performance given their
size

e Investments with the largest firms could impact performance causing the investor to
underperform their targets

e Missing targets directly impacts the constituents of the institutional investor such as
pensioners, grant recipients, universities, charitable organizations, all of whom rely on the
institution for funding

It is our hope that regulators like FINRA, the MSRB and SEC will see how small businesses in the financial
industry are suffering the consequences of over-regulation which leads to this uneven playing field.
While regulatory support might not be the only solution, it would at least help by eliminating
unreasonable restrictions on firms working with institutional investors.

Below are some examples and their related considerations:

e  While we agree that past performance may not recur and thus understand the potential risk of a
‘projection’, we believe that this rule is actually forcing investors to rely on past performance if
they do not have target returns to evaluate. In addition, the lack of a projected performance
gives investors no frame of reference for performance. In some cases, it is more meaningful to
provide a data based projected return which may in fact be lower than the past performance
and should be in many cases.

For example, a first-time real estate Fund performed exceptionally well, generating performance
around 20%. The investment manager launches a second fund using the same strategy while
the market conditions have changed and have lowered the projected performance of the fund.
In such a scenario, we believe that a registered representative should be permitted to provide
information to a prospective investor with a more realistic projected performance range rather
than let the investor believe that the higher performance earned in the first fund will persist and
be generated by the second fund.

In the Private Equity market, it is common for managers to come to market several times with
funds utilizing the same investment approach. In most cases, the fund size grows each time a
new fund is launched. At some point capital commitments, will grow to a point where the
manager will no longer be able to find enough suitable investments that meet its previous
targeted return. In such instances, the manager must often look at other investments that are
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either outside his preferred criteria or that return less than his targeted return. This is often
referred to as style drift.

To account for this phenomenon, a manager could adjust its projected performance to reflect
this occurrence, signaling investors that something in the Fund approach has changed.
Alternatively, if an investor does not have projected performance they will be forced to rely on
past performance information which in this case would be misleading at best.

Being allowed to discuss the targeted return for investment products and services should be
permitted to at least some investors, namely institutional investors.

e Since the majority of investment managers third party marketers work with are registered with
the SEC, Rules like 2210 which prohibit the use of projected performance do not apply to
internal sales and marketing professionals. We believe that this creates an unfair playing field
and is detrimental to the goal of fair and open markets.

Third party marketers are put at a disadvantage when offering product to investors. Fund
managers and their internal employees will always discuss the targeted return of an investment.
This leads to an uneven playing field in a very competitive market place where many investors
will immediately pass on a product that does not show a targeted return. It may even result in
the investment manager electing not to hire a Solicitor as they may view, and correctly so, the
marketing effort at a disadvantage.

e Should third party marketers choose to exit this business, investment managers will need to find
other avenues to offer their services to institutional investors. If this were to occur, institutional
investors would have less access to the products that third-party marketers represent and the
investment arena would be further monopolized by the largest firms who can afford an internal
team infrastructure.

To minimize economic impact of this and subsequent regulation, 3PM suggests a review of the
consistency of rules across regulatory bodies in relation to these business practices and regardless of
whether the delivery of information is from an internal employee or a third-party marketer.
Similarly, 3PM suggests a clear delineation between institutional and retail audiences and standards.

FINRA specifically request comments concerning the following issues:

1. In addition to the economic impacts identified in this proposal, are there other significant sources
of impacts, including direct or indirect costs and benefits, of the proposed amendments to the firms
and investors? What are these economic impacts and what factors contribute to them? What would
be the magnitude of these costs and benefits? Please provide data or other supporting evidence.
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Please see the section above entitled Economic Impact Assessment.

4. Are there other alternative approaches FINRA should consider to accomplish the goals described in
this proposal? If so, what are those alternatives and why are they better suited?

In RN 17-06, FINRA states that “the general prohibition against performance projections is largely
intended to protect retail investors from performance projections of individual investments, which often
prove to be spurious, inaccurate or otherwise misleading”. We agree with this assessment and as such
3PM would like to see this portion of the advertising rule approached in the same manner as the rest of
the Rule; namely by the same segmentation between retail and institutional investors.

Furthermore, we believe that allowing the use of projected performance when marketing securities to
institutional investors would be more beneficial to investors rather than detrimental

For example, in the Private Equity market, it is common for managers to come to market several times
with funds utilizing the same investment approach. In most cases, the fund size grows each time a new
fund is launched. At some point capital commitments, will grow to a point where the manager will no
longer be able to find enough suitable investments that meet its previous targeted return. In such
instances, the manager must often look at other investments that are either outside his preferred
criteria or that return less than his targeted return. This is often referred to as style drift.

To account for this phenomenon, a manager could adjust its projected performance to reflect this
occurrence, signaling investors that something in the Fund approach has changed. Alternatively, if an
investor does not have projected performance they will be forced to rely on past performance
information which in this case would be misleading at best.

5. This Regulatory Notice includes examples of factors that would and would not provide a
“reasonable basis” for performance projections under the proposal. Are the historical performance
and performance volatility of asset classes appropriate factors that would provide a reasonable basis
for performance projections? Are there other examples that FINRA should provide that would further
clarify what would constitute a “reasonable” basis for a performance projection?

In addition to the information provided, we believe that the use of specific and relevant market indices,
peer group comparisons, and other widely acceptable absolute and relative historical investment
performance of a specific investment strategy should also be considered. For example, in the private
equity market, it is very common to review performance on a vintage year basis. While in most cases,
past performance in and of itself is not a guarantee of future performance, it is however used as a basis
to compare other years of performance and to establish a base-line of performance for PE
investments. Even the traditional public equity markets utilize past data to estimate the overall return
on the stock market and we believe that same should hold for alternative asset classes.
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6. The proposal would not permit performance projections for a single security. Securities Act Rule
156, which governs investment company sales literature, provides in part that a statement could be
misleading because it includes representations about future investment performance. Are there single
investment products that operate like an asset allocation or other investment strategy for which
performance projections might be appropriate?

The current marketplace includes many investment products that operate and perform like an asset
allocation. Nearly every type of alternative investment category has such a product. A few of the many
examples that exist include the following:

e Hedge Funds: Multi-strategy Funds. Covers a variety of sub-strategies in the Hedge Fund
universe. Can be used by investors to obtain broad hedge fund exposure without investing
capital with managers focused in a specific sub-strategy like long/shore, market-neutral,
arbitrage, Emerging Markets, Event Driven, Corporate Governance, etc.

e Real Estate: Core Real Estate Products - Covers a variety of sub-strategies in the Real Estate
universe. Can be used by investors to obtain broad real estate exposure without investing
capital with managers focused in a specific residential, commercial, luxury, raw land or can be
used to mimic overall exposure to a sub-category like residential — which might include single
family and multifamily properties.

e Private Equity — Core Private Equity Funds - Cover a variety of sub-strategies in the Private
Equity universe. Can be used by investors to obtain broad exposure without investing capital
with managers focused in a specific sub-strategy like venture capital, buyouts, secondaries or
co-investments. Like Real Estate these funds are also further segmented and may include the
various stages of a venture capital deal from early to late stage, or differentiate investments by
geography, whether it be in the US, or outside the US in developed or emerging markets.

e Infrastructure Funds. Infrastructure Funds roll-up a variety of different strategies including
Renewable Energy, Non-Renewable Energy, Utilities and Pipelines, Power Generation &
Transmission, Transportation. These funds also invest in raw land, parking structures, and
hospitals. Not only has infrastructure morphed into its own investment category, but some of
its investments also overlap with other sector strategies such as energy. Global Funds will also
differentiate investments by geography, and will include allocations to the various sectors in the
US and outside the US in both developed or emerging markets.

These single investment products were all designed to provide investors with broad exposure and as
such operate like an asset allocation. Given this, there is no reason to differentiate these securities from
the rules that govern the performance of an asset allocation or investment strategy.
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Furthermore, if these securities, given their similarities to an asset allocation of investment strategy
were to be permitted to use projected performance, it would be logical to also allow other securities to
use projected performance.

As discussed throughout this comment letter, we believe that performance projections should be
permitted when discussing the securities offered by a private fund. We however, do not believe that
these projections should be permitted across the board but rather only when the recipient of these
projections is an institutional investor.

While we understand that not all institutional investors are the same and that not all are sophisticated
enough to determine the appropriateness of an investment, we do believe that most either employ
internal staffs that have sufficient experience to make these determinations or utilize the services of an
investment consultant who help the investor select the appropriate investments.

This leaves a small group of institutional investors that might not be capable to discern the relevance or
reasonableness of projected performance. These investors would, however, not be without protection.
In such instances, other FINRA rules would come into play and serve to protect these investors. Some
examples of these include FINRA Rule 2090 (Know Your Customer), 2111 Suitability, 2310 (Direct
Participation Programs), 5123 (Private Placements of Securities) as well as the guidance provided to
members in notices such as NTM 03-71 (Obligations when selling Non-Conventional Investments) and
NTM 03-07 (Members Obligations when Selling Hedge Funds).

Given the above we believe that there is a rationale case to permit the use of performance projections
when offering securities offered by private funds to institutional investors.

7. The proposal would permit a single projection in a customized hypothetical investment planning
illustration. Requiring a range for projections, however, could make the hypothetical nature of a
performance projection more apparent. Should the proposal require a range of projections?

While most private Fund Sponsors generally determine a single projection for performance, we would
not be averse to insisting that the Fund Sponsors we work with provide a range of projections for
performance if FINRA were to consider allowing member firms working with institutional investors as
third party solicitors to utilize performance projections.

In addition, we feel that the use of performance projections should be accompanied by a clear and clear
and prominent disclosure written by the distributing broker dealer. This coupled with the requirement
that performance projections be pre-approved, prior to use, by a registered principal of the broker
dealer who plans to utilize this information, would serve to protect institutional investors.
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Please see the section above titled “Reasonable Basis” for a further discussion on 3PM’s thoughts on
disclosure requirements and Principal approval of projected performance.

Thank you for the opportunity to share our thoughts with you regarding this proposal. Please feel free
to reach out to me at (585) 364-3065 or by email at donna.dimaria@tesseracapital.com should you have

any questions or require additional information pertaining to the proposed amendments to the
Communication with the Public rule.

Regards,

<<Donna DiMaria>>

Donna DiMaria

Third Party Marketers Association

Chairman of the Board of Directors and
Chair of the 3PM Regulatory Committee
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About the Third-Party Marketer’s Association (3PM)

3PM is an association of independent, global outsourced sales and marketing firms that support the
alternative and traditional investment management industry worldwide.

3PM Members are properly registered and licensed organizations consisting of experienced sales and
marketing professionals who come together to establish and encourage best practices, share knowledge
and resources, enhance professional standards, build industry awareness and generally support the
growth and development of professional outsourced investment management marketing.

Members of 3PM benefit from:

e Regulatory Advocacy

e Best Practices and Compliance

e Industry Recognition and Awareness
e Manager Introductions

e Educational Programs

e Online Presence

e Conferences and Networking

e Service Provider Discounts

3PM began in 1998 with seven member-firms. Today, the Association has more than 35 member
organizations, as well as significant number of prominent firms that support 3PMs and participate in the
Association as 3PPs, Industry Associates, Member Benefit Providers, Media Partners and Association
Partners.

A typical 3PM member-firm consists of two to five highly experienced investment management
marketing executives with, on-average, more than 10 years’ experience selling financial products in the
institutional and/or retail distribution channels. The Association’s members run the gamut in products
they represent. Members work with traditional separate account managers covering strategies such as
domestic and international equity, as well as fixed income. In the alternative arena, members represent
fund products such as mutual funds, hedge funds, private equity, fund of funds and real estate. Some
firms’ business is comprised of both types of product offerings. Most 3PM’s members are currently
registered with FINRA or affiliated with a broker-dealer that is a member of FINRA.

For more information on 3PM or its members, please visit www.3pm.org.

Page 14 I
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Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW
Washington, D.C. 20006-1506
Re: Communications with the Public,
FINRA Regulatory Notice 17-06 (February
2017)

Dear Ms. Asquith:

The Investment Company Institute' appreciates the opportunity to comment on FINRA’s
proposed amendments to FINRA Rule 2210 (Communications with the Public) (the “rule”).?
FINRA’s proposal follows from its 2014 retrospective review of the rule and other communications
with the public rules, which was intended to assess their effectiveness and efficiency.?

! The Investment Company Institute (ICI) is a leading global association of regulated funds, including mutual funds,
exchange-traded funds (ETFs), closed-end funds, and unit investment trusts (UITs) in the United States, and similar funds
offered to investors in jurisdictions worldwide. ICI seeks to encourage adherence to high ethical standards, promote public
understanding, and otherwise advance the interests of funds, their shareholders, directors, and advisers. ICI's members
manage total assets of US$18.9 trillion in the United States, serving more than 95 million US shareholders, and US$1.6
trillion in assets in other jurisdictions. ICI carries out its international work through ICI Global, with offices in London,
Hong Kong, and Washington, DC.

2 FINRA Requests Comment on Proposed Amendments to Rules Governing Communications With the Public, FINRA
Regulatory Notice 17-06 (February 2017) (the “proposal”), available at

www.finra.org/sites/default/files/notice_doc_file_ref/Regulatory-Notice-17-06.pdf.

3 FINRA Requests Comment on the Effectiveness and Efficiency of its Communications with the Public Rules, FINRA
Regulatory Notice 14-14 (April 2014), available at

www.finra.org/web/groups/industry/ @ip/@reg/@notice/documents/notices/p479810.pdf.
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We support FINRA’s proposal. If adopted, it would permit FINRA member firms to provide
their customers with investment planning illustrations, which could help inform customers’ investment
decision-making. In addition, we recommend that FINRA enhance the proposal further by: (i)
removing the “customization” requirement; and (ii) providing guidance regarding the precise scope of
the proposed and existing exceptions to the rule’s general prohibition on projections.

L. Description of the Proposal

The rule generally prohibits communications that predict or project performance, subject to
certain exceptions.* The proposed amendments would create a new exception to this general
prohibition: one for a “customized hypothetical investment planning illustration that projects
performance of an asset allocation or other investment strategy and not an individual security.” Use of
this exception would be conditioned upon (i) there being a “reasonable basis for all assumptions,
conclusions and recommendations;” and (ii) providing clear and prominent disclosure that the
illustration is hypothetical; that there is no assurance that the performance or event will occur; and that
includes all material assumptions and limitations. The proposed amendments also would include
related supervisory requirements.

IL. ICT’s Comments on the Proposal

We support FINRA’s proposal. In crafting it, FINRA recognized both the rule’s investor
protection aims and the informational benefits that illustrations may provide to investors. Illustrations
can be very useful to investors who are secking to achieve future financial objectives (e.g., financing

retirement or college education) and need assistance in determining how to do so.

FINRA could improve the proposal in two ways, however. First, the proposal would permit
only a “customized” illustration, which FINRA describes as “one designed for a particular client or
multiple clients who share an account.” This would limit unduly the efficacy of this exception. We see
no policy reason for requiring customization, particularly given the disclosures that would accompany
the illustrations and the supervisory review requirements. (Indeed, supervisory review becomes easier
when illustrations are more general and broadly disseminated.) While having the ability to customize
illustrations is no doubt beneficial (e.g., the illustrations could show customer-specific investment sums,
goals, and time horizons), more general illustrations also may be useful to investors. For instance,
general illustrations provided to multiple investors can highlight important investment concepts such
as variability of investment returns, differences in rates of return among asset classes, ways in which
asset classes with different performance correlations might be combined to reduce overall portfolio

* Specifically, the rule permits hypothetical illustrations of mathematical principles, investment analysis tools (or the written
reports they produce), and price targets in research reports.
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volatility, and the benefits of compound returns over long time horizons.> The rule should permit these
types of general illustrations to the same extent that it permits customized illustrations, with each
subject to the same safeguards.

Second, FINRA should clarify the scope of the new—and existing—exceptions. Given the
ambiguity of their scope, the existing exceptions (particularly the hypothetical illustrations of
mathematical principles and investment analysis tools exceptions) have in practice proved to be
somewhat limited in the relief that they provide. For instance, in our comment letter on FINRA’s
retrospective rule review® we recommended that FINRA provide additional clarity with respect to the
use of output from investment analysis tools within educational materials. We pointed out that a
member may use the output from an investment analysis tool (e.g., illustrations of the interplay between
different asset allocations and different asset withdrawal rates in retirement, and their expected results)
in educational materials, and a question existed as to whether the investment analysis tool exception
would apply to those materials.”

This is just one example of challenges members have faced in interpreting and using the current
exceptions in ways that benefit investors. It is possible that the types of general illustrations described
above (which could be included in educational materials or otherwise) could fit within one of these
existing exceptions. But this is not entirely clear, and members may be reticent to create and use
materials of a type that FINRA has not broadly and publicly identified as permissible. FINRA should
confirm that these types of practices—designed to educate investors about key investment principles—
are consistent with the rule. Both investors and FINRA members would benefit from this additional
clarity, which presumably would lead to increased use of tools, illustrations, and materials that improve
investor education and comprehension.

FINRA appears to be motivated, at least in part, by the recognition that that the SEC regulates
presentation of projections differently under the Investment Advisers Act of 1940 than FINRA does
under the rule. We believe there is more work to do in harmonizing these sometimes-inconsistent

5 Cf. Acting SEC Chairman Michael S. Piwowar, Remarks at the “SEC Speaks” Conference 2017: Remembering the Forgotten

Investor (Feb. 24, 2017)(explaining the importance to investors of concepts such as risk-return tradeoffs and modern

portfolio theory), available at www.sec.gov/news/speech/piwowar-remembering-the-forgotten-investor.html.

¢ Letter from Dorothy Donohue, Acting General Counsel, ICI, to Marcia Asquith, Office of the Corporate Secretary,

FINRA, dated May 23, 2014, available at www.finra.org/sites/default/files/NoticeComment/p519148.pdf.

7We understood that FINRA appeared to permit this practice, however, provided that: (i) no investment products are
mentioned (whether generically or specifically); (ii) the recipients of the material have access to one of the member’s online
investment analysis tools; (iii) the material “advertises” the proprietary investment analysis tools that are available on the
member’s web site; and (iv) the material shows multiple outcomes and allows the investor to “interact” with the printed
charts (e.g., the investor may select their own withdrawal rate, asset allocation, and number of years in retirement and find
the resulting probability of success). We encouraged FINRA to formalize this position in the rules.
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standards. Still, adoption of the proposed amendments—particularly if FINRA enhances the proposal
as outlined above—would be a welcome first step.

We appreciate having the opportunity to comment on the proposal, and we stand ready to
assist FINRA in any way that we can. If you have any questions, please contact me at (202) 218-3563
or Matthew Thornton at (202) 371-5406.

Sincerely,

/s/ Dorothy Donohue
Deputy General Counsel
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Alexander C. Gavis Fidelity Investments
Senior Vice President & FMR LLC Legal Department
Deputy General Counsel 200 Seaport Blvd., V7A, Boston, MA 02110

March 27, 2017

By Electronic Mail (pubcom@finra.org)

Ms. Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, NW

Washington, DC 20006-1506

RE: Proposal to Amend Communications with the Public Rule to Permit the Distribution of
Customized Hypothetical Investment Planning Illustrations that Include the Projected
Performance of an Asset Allocation or Other Investment Strategy (Regulatory Notice
17-06)

Dear Ms. Asquith:

Fidelity Investments' appreciates the opportunity to comment on the proposed amendments
to the Financial Industry Regulatory Authority’s (“FINRA”) rules governing communications
with the public.* The proposed amendments are another step by FINRA in implementing the
recommendations of its Retrospective Rule Review Report, published in December 2014.

Fidelity supported FINRA’s retrospective review of the communications rules and provided
extensive comments regarding how certain aspects of the rules (which were first enacted in 1980)
could be updated to address current communications preferences of investors.” With these
proposed amendments, FINRA is attempting to harmonize its rules regarding the use of
projections in broker-dealer communications materials with regulations pertaining to registered

! Fidelity is one of the world’s largest providers of financial services. The firm is a leading provider of
investment management, retirement planning, portfolio guidance, brokerage, benefits outsourcing and many
other financial products and services to more than 20 million individuals and institutions, as well as through
5,000 financial intermediary firms.

2 FINRA Regulatory Notice 17-06 (Feb. 2017), at www.finra.org/sites/default/files/notice_doc file ref/Regulatory-
Notice-17-06.pdf.

3 FINRA Communications with the Public, Retrospective Rule Review Report (Dec. 2014), at
https://www.finra.org/sites/default/files/p602011.pdf.

* See, e.g., Letter from Alexander C. Gavis, Senior Vice President & Deputy General Counsel, Fidelity Investments, to
Ms. Marcia E. Asquith, Office of the Corporate Secretary, FINRA, dated May 23, 2014; Letter from Alexander C.
Gavis, Fidelity Investments, to Ms. Marcia E. Asquith, Office of the Corporate Secretary, FINRA, dated July 2,
2015.
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investment advisors under rules of the Securities and Exchange Commission. Fidelity suggested
such a harmonization in its comments to FINRA’s retrospective review of communications along
with other commenters. For many years, FINRA has prohibited the use of projections by broker-
dealers in communications materials, with only a few limited exceptions, and this has served to
limit broker-dealers’ flexibility in providing useful analyses to their clients and customers.

FINRA Rule 2210(d)(1)(F) currently states that communications may not (1) predict or
project performance, (2) imply that past performance will recur, or (3) make any exaggerated or
unwarranted claim, opinion or forecast. The current rule does not prohibit the use of (1)
hypothetical illustrations of mathematical principles, (2) specific types of investment analysis
tools, and (3) price targets contained in research reports. FINRA’s proposed rule change
provides a further exception to the prohibition on use of projections by allowing for “a
customized hypothetical investment planning illustration that projects performance of an asset
allocation or other investment strategy and not an individual security.” >

In support of the proposed amendments, FINRA states that “information regarding the
expected performance of an asset allocation or other investment strategy that does not project the
performance of individual securities could better inform an investor about assumptions upon
which the recommendation to pursue such a strategy is based,” and it further notes that
“investment advisers often present performance projections in communications with their clients,
particularly in communications concerning financial planning or asset allocation.”® We agree and
believe that the proposed amendments will greatly inform and benefit investors and further
permit FINRA staff to focus its limited resources on categories of communications that may
involve greater risks.

Fidelity strongly supports FINRA’s efforts in modernizing this rule. While the proposed
amendments are a very good step forward, we recommend below several changes to the proposal
that will provide additional flexibility in the use of projections by member firms with clients and
customers and will clarify ambiguous language.’

First, Fidelity recommends that FINRA use a word other than “customized” in the
proposed amendments. FINRA indicates that a customized illustration is “one designed for a
particular client or multiple clients who share an account.”® An assumption is that FINRAs
proposed use of “customized” was intended to prohibit practices that could include the wide-
spread dissemination of hypothetical illustrations of performance for marketing purposes. While

> Regulatory Notice 17-06, at pp. 9-10.
% Regulatory Notice 17-06, at pp. 2-3.

7 Fidelity also supports the comments submitted to FINRA by the Investment Company Institute and the Securities
Industry and Financial Markets Association, on March 27, 2017.

¥ Regulatory Notice 17-06, at Endnote 4.
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Fidelity agrees that these communications should not be widely disseminated solely for
promotional purposes, we feel strongly that there are uses for these communications beyond one-
to-one customized interactions that could provide valuable, educational content to existing and
potential clients without an increased risk that the projection will be used inappropriately.

The word “customized” connotes a bespoke quality, meaning each projection is specifically
crafted or designed for use with a particular individual. We believe that there are substantial
public benefits in allowing firms to disseminate more broadly to investors communications that
contain hypothetical illustrations of potential performance that are personalized and
standardized. For example, customers who are considering retirement will benefit from
receiving a personalized communication with an analysis that provides a projection of their
retirement assets at retirement and whether there may be a gap in what they anticipate and what
is illustrated based upon reasonable modeling. This type of personalized communication
provides a very useful catalyst for investors in saving further or in discussing their financial
situation with a financial representative.

To address this concern, Fidelity recommends that FINRA instead use already adopted
language in Rule 2211(b)(5)(B) that addresses the use of projections with annuity products.’
That rule allows for hypothetical illustrations “which reflect factors relating to the individual
customer’s circumstances.” Further it states that “[i]n retail communications and correspondence
which include hypothetical illustrations, member firms may provide a personalized illustration
which reflects factors relating to the individual customer's circumstances.” This change would
clarify the customer specific element of the communication with terms member firms are already
familiar with, instead of creating a new standard for customization and potentially driving
FINRA to provide further interpretative guidance and supplementary materials on what
customization means.

Second, Fidelity recommends that FINRA change the language -- “a specific security” (in
the proposed Rule 2210(d)(1)(F)(iv)) and “an investment” (in the language of the existing Rule
2210(d)(1)(F)(1)) to “a specific investment” in both. This change would better align and
harmonize the language between the proposed and existing rule, without losing the intended
purpose of the prohibition on projections of performance of a specific investment.

FINRA should also delete the reference to “investment strategy” in the existing Rule 2210
(d)(1)(F)(1), so there is no conflict or confusion with this language and the permissive language
regarding projections of performance in Proposed Rule 2210 (d)(1)(F)(iv), which provides for
the use of such projections in hypothetical planning illustrations based on an asset allocation or
other investment strategy.

? Rule 2211(a)(5)(B) state: “In retail communications and correspondence which include hypothetical illustrations,
member firms may provide a personalized illustration which reflects factors relating to the individual customer's
circumstances. A personalized illustration may not contain a rate of return greater than 12% and must follow all of the
standards set forth in subparagraph (A), above.”
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We provide a redlined version of these recommended changes below.

Rule 2210(d)(1) (red text indicates the proposed rule):

(F) Communications may not predict or project performance, imply that past performance
will recur or make any exaggerated or unwarranted claim, opinion or forecast; provided,
however, that this paragraph (d)(1)(F) does not prohibit:

(1)

(ii)

(iii)

(iv)

b.

A hypothetical illustration of mathematical principles provided that it does not
predict or project the performance of a specific investment erinvestmentstrategy;

An investment analysis tool, or a written report produced by an investment
analysis tool, that meets the requirements of Rule 2214; and

A price target contained in a research report on debt or equity securities, provided
that the price target has a reasonable basis, the report discloses the valuation
methods used to determine the price target, and the price target is accompanied by
disclosure concerning the risks that may impede achievement of the price target;
and

A eustemized-hypothetical investment planning illustration that reflect factors
relating to an individual customer’s circumstances and projects performance of an

asset allocation or other investment strategy and not an-indtvidual-seeurity a
specific investment, provided that:

a. there is a reasonable basis for all assumptions, conclusions and
recommendations; and

the illustration clearly and prominently discloses:

(I)  that the illustration is hypothetical;

(IT)  that there is no assurance that any described investment
performance or event will occur; and

(IIT)  all material assumptions and limitations applicable to the illustration.
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The proposed amendments address longstanding discrepancies between FINRA
communications rules and SEC rules regarding investment advisors. While not completely
parallel to advisor regulations, the proposed rule changes will provide flexibility to broker-dealers
in assisting clients and customers in understanding how their investment strategies may perform
in the future, and thus greatly helping with current planning decisions.

Fidelity recommends that FINRA next focus on harmonizing its rules and interpretations
regarding the use of related performance in broker-dealer retail communications with SEC
interpretations under the Investment Advisers Act of 1940. We also recommend that FINRA
address additional communications regulations that have an impact on the delivery of clear and
compelling communications to investors. In our previous comment letters, we recommended that
FINRA focus on principle based disclosure solutions across all forms of communications
including those through social media and mobile and wearable devices, as well as addressing
regulations and policies that have affected the amount of disclosure in print advertising.

Fidelity appreciates the opportunity to comment on FINRA’s proposed rule amendments.

Sincerely yours,

Ny (7
o C/%J////(%’/ / i&/{’/’ﬁ)

Alexander C. Gavis
Senior Vice President & Deputy General Counsel

Copies to:
Mr. Robert Cook, CEO and Chairman

Mr. Robert Colby, Chief Legal Officer

Mr. Thomas Selman, Executive Vice President
Mr. Joseph Price, Senior Vice President

Mr. Thomas Pappas, Vice President and Director
Mr. Joseph Savage, Vice President and Counsel
Ms. Amy Sochard, Senior Director

Financial Industry Regulatory Authority
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Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, NW

Washington, DC 20006-1506

RE: Regulatory Notice 17-06 Communications with the Public

Dear Ms. Asquith,

The Equity Dealers of America (EDA) is pleased to file this comment letter on behalf of its
membership in support of the proposed amendment to FINRA Rule 2210.

The EDA is a Washington D.C. based trade association that exclusively represents the interests
of middle market financial services firms who provide “Main Street” businesses with access to
capital and advise hardworking Americans how to create and preserve wealth. The EDA has a
geographically diverse membership base, which includes BB&T Securities (NC), D.A. Davidson
& Co. (MT), Hilliard Lyons (KY), Hilltop Securities (TX), Janney Montgomery Scott (PA), JMP
Group (CA), KeyBanc Capital Markets (OH), Piper Jaffray (MN), Raymond James Financial
(FL), Robert W. Baird & Co. (WI), Stephens Inc. (AR), Stifel Nicolaus & Company (MO),
William Blair & Company (IL), and Wunderlich Securities (TN).

The proposal to amend Rule 2210 would provide EDA members with the ability to utilize a
customized hypothetical investment planning illustration (the “Illustration”) in communications
with their clients. Providing registered representatives (“RR”) of EDA members with the
flexibility to use the Illustration with their clients when discussing asset allocation and
investment strategies as set forth in the Regulatory Notice 17-06, even if we ultimately decide
not to use it, would place our members on a level playing field with stand-alone investment
advisor’s that are not subject to the existing FINRA prohibition. As the notice indicates, stand-
alone investment advisors can use the Illustration with their clients because they not prohibited
from doing so under the U.S. Securities Exchange Commission rules currently applicable to
them. We believe that the proposed amendment is a common-sense way to make certain that
FINRA regulations do not inadvertently create an incentive for clients to choose one business
model over another.
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We also agree with FINRA that permitting RRs to use the Illustration and discuss the underlying
assumptions upon which the recommendations are based will serve to better inform investors
about the recommended investment strategies.

We do not believe that FINRA needs to require a RR to provide a range of projections associated
with the Illustration. We believe that decision should be left up to the RR and his/her client.

We strongly believe that RRs should be able to present an Illustration for certain single
investment products that operate similar to a diversified asset allocation model (i.e. ETFs) or
other broad investment strategies (i.e. balanced funds, target retirement funds, etc.). The very
nature of these types of financial products demand that they be included in what an RR can
present to investors.

Thank you for the opportunity to comment on FINRA Regulatory Notice 17-06, and please feel
free to contact me if you have any further questions regarding this submission.

Sincerely,

Christopher A. lacovella
Chief Executive Officer
Equity Dealers of America
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Center for Clinical Programs

Mailing Address:

PO BOX 4037

Atlanta, GA 30302-4037 COLLEGE
Phone: (404) 413-9270 OF LAW

Fax : (404) 413-9145
Investor Advocacy Clinic
In Person:
85 Park Place
Atlanta, GA 30303

March 27, 2017

VIA EMAIL TO pubcom@finra.org

Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, NW

Washington, DC 20006-1506

Re:  Proposed Amendments to FINRA Regulatory Notice 17-06, Proposed
Changes to Rule 2210 Governing Communications with the Public

Dear Ms. Asquith,

Thank you for the opportunity to comment on FINRA’s proposal to amend its Rule 2210,
allowing brokers to communicate hypothetical performance projections of investment strategies
to individual investors. The Georgia State University College of Law Investor Advocacy Clinic
represents individual investors who have suffered losses resulting from broker misconduct but
are unable to obtain a lawyer due to the relatively modest sizes of their claims. While most of our
clients excel at their jobs, their expertise rarely extends to investing; in fact, most of them have
very limited investment experience. As a result, our clients tend to place great trust in their
brokers and rely significantly on their representations when making investment decisions. This
reliance makes our clients particularly susceptible to misleading communications by their
brokers. An investment professional’s lack of communication or failure to disclose critical
information, often benefitting the broker at the investor’s expense, stands at the center of many
of our clients’ claims. It is critical that any attempt to change the current rules governing
communications with the public take this reality into account.

Brokers should not be allowed to communicate hypothetical performance projections to their
clients without owing to them the duties of a fiduciary. If FINRA chooses to allow this
amendment without holding brokers to the fiduciary standard, several changes to the proposed
rule are required to protect individual investors. First, broader disclosures are necessary to
ensure that investors understand precisely the nature of the communications with which they are
presented. Second, all projection-related communications and the means used to generate them
must be subject to strict document retention guidelines and automatically discoverable in any

subsequent dispute.
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1. Brokers and Investment Advisers Must First be Placed on Equal Fiduciary Footing.

An expansion of a broker’s fiduciary responsibilities to match those of investment advisers must
accompany any proposed expansion of their ability to present projection-based communications.
The current duality of treatment of projections-related communications between investment
advisers and brokers reflects the difference in fiduciary standards that apply to each.
Oversimplified projections-related communications presented by brokers to their clients present

a high risk of misleading small investors who place great trust in their brokers’ representations. If
brokers are to have the same ability as investment advisers to present hypothetical performance
projections to their clients, they must also be subject to the same fiduciary duties and
responsibilities.

2. Broader Disclosures, Including a Range of Projections, are Necessary to Prevent
Individual Investors from Being Misled.

Because projections-related communications present a high risk of misleading small investors,
the illustration disclosures must be not only clear and prominent but also both comprehensive
and specific. While we fully endorse FINRA’s underlying goal to “better inform investors about
recommended investment strategies, including the underlying assumptions upon which the
recommendations are based,”' our concern is that the proposed presentation of a “customized
hypothetical investment planning illustration that projects performance”? may mislead small
investors instead. A mere statement that the illustration is hypothetical and that no assurance can
be made that a particular projection will occur® does little to actually prevent misleading the
individual investor. Including a broad range of projections, both positive and negative, can help
mediate any oversimplification and present a more realistic picture to the individual investor by
communicating variation and uncertainty. Presenting a range rather than a single figure visually
emphasizes the hypothetical nature of the projections.

Furthermore, in order for the hypothetical illustration to actually “disclose[] . . . all material
assumptions and limitations applicable,” it is imperative that the illustration unambiguously and
specifically disclose all information used to generate it. This includes both the method used to
generate the illustration and the specific factors used to arrive at the projection, in particular the
factors that render the particular illustration “custom.” For this purpose, it is also important that
the disclosures include an explanation of the “reasonable basis”® behind the projections. In order
to protect the investors and prevent unnecessary litigation, this reasonableness standard must be
stringent and its boundaries clearly delineated. Moreover, all disclosures should be written in an

! See FINRA Regulatory Notice 17-06 at 4, available at
(February 10 2017).
2 See FINRA Regulatory Notice 17-06 Attachment A at 8.
3 See FINRA Regulatory Notice 17-06 at 3.
4 See FINRA Regulatory Notice 17-06 Attachment A at 10.
5 See FINRA Regulatory Notice 17-06 at 6 n.4 (“A ‘customized’ investment planning illustration is one designed for
a particular client or multiple clients who share an account.”)
& See FINRA Regulatory Notice 17-06 Attachment A at 10.
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investor-friendly fashion to ensure they are well understood by the target, lay audience.

3. All Projections-Related Communications and Means by Which These are Generated
Must be Subject to Stringent Retention Guidelines and Automatically Discoverable.

Projections-related communications, it and the means by which they are generated, including any
documents regarding their reasonableness, must be subject to stringent document retention
guidelines. Similarly, as such documents directly reflect the suitability analysis conducted by the
broker and communicated to the individual investor, it is equally important that any projections-
related communications be presumptively discoverable in case of a dispute and explicitly
included in FINRA’s Discovery List 1. This automatic discoverability should extend to the
methods used to generate the illustrations and any factors considered as well as any related

supervisory activity.

In conclusion, we do not believe that brokers should be allowed to communicate hypothetical
performance projections to their clients without owing to them the duties of a fiduciary. The
carrot of communicating projections must come with the stick of a fiduciary relationship and its
attendant responsibilities. In case FINRA does choose to implement this rule, more
comprehensive and specific disclosures are necessary to prevent misleading investors, and
automatic discoverability of all projections-related communications must be required to protect
investors in case of a dispute.

Thank you for the opportunity to comment, and we welcome any questions FINRA may have
regarding this letter.

Best regards,

{ajda Muhic Nicole lannar:
Student Intern Assistant Clinical Professor
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described invEstment performance or event will occur; and (3) all material assumptions and
limitations applicable to the illustration. The proposal would also prescribe supervisory
requirements for the illustrations.

COMMITTEE COMMENTS

The Committee appreciates the opportunity to submit comments in response to the
Notice. The Committee is generally supportive of the Proposed Amendments and more broadly
of FINRA's efforts to create an exception to the prohibition on projections that would allow
members to better inform investors about recommended investment strategies. To that end,
the Committee offers the following comments on the Proposed Amendments.

Interplay with Rules Governing Variable Product Illustrations. The Notice does
not explicitly mention hypothetical illustrations for variable products or refer to FINRA Rule 2211,
which applies to communications with the public about variable life insurance and variable
annuities (together, “variable products”). The Committee notes that FINRA Rule 2211 currently
permits the use of various types of hypothetical and personalized illustrations for variable
products. FINRA staff guidance under this rule has permitted various types of hypothetical
illustrations for variable products including “random rate” illustrations. It does not appear that
the Proposed Amendments would affect FINRA Rule 2211 or the ability of member firms to
continue to provide hypothetical illustrations for variable products in reliance on FINRA Rule
2211 and staff guidance. Nonetheless, the Committee requests that FINRA confirm the
Committee’s understanding that the Proposed Amendments would not adversely impact FINRA
Rule 2211 or directly or indirectly impose any additional requirements on variable product
hypothetical illustrations used by member firms in reliance on FINRA Rule 2211.

Use of Projections in Connection with a Single Security. The Proposed
Amendments would not permit the use of performance projections for a single security. The
Notice requests comment on several questions, the sixth of which asks whether there are “single
investment products that operate like an asset allocation or other investment strategy for which
performance projections might be appropriate?” The Committee submits that a variable annuity,
which permits the contract owner to allocate contract value in accordance with an asset
allocation strategy, may be an example of a “single security” for which the hypothetical
illustrations contemplated by the Proposed Amendments would be appropriate. Accordingly, the
Committee suggests that FINRA consider modifying the Proposed Amendments to permit
hypothetical investment planning illustrations for a single security, such as a variable annuity
product.

Relatedly, the Committee would like to remind FINRA that in 2009 FINRA proposed
amendments to NASD IM-2210-2, the predecessor rule for FINRA Rule 2212, that would have
permitted, among other things, hypothetical illustrations of variable products utilizing historical
index performance history.> The Committee was strongly supportive of the proposed
amendments to FINRA Rule 2212, including the amendments to permit illustrations utilizing
historical index performance history. While for various reasons FINRA ultimately withdrew the
proposed amendments to FINRA Rule 2212, the Committee continues to be supportive of
initiatives to permit the use of historical index performance in variable annuity illustrations.

Reasonable Basis Requirement. As a condition for the use of a customized
hypothetical investment planning illustration, the Proposed Amendments would require that
members be able to demonstrate that “there is a reasonable basis for all assumptions,
conclusions and recommendations.”* The Notice provides examples of factors relevant to a
“reasonable basis” determination, and requests comment on appropriate factors. In the Notice’s
list of requests for comment, the fifth request asks for comment on the “reasonable basis”
requirement. The Committee believes that the Proposed Amendments should not require a

3 See SEC Release No. 34-61108, 74 Fed. Reg. 65180 (Dec. 9, 2009), File No. SR-FINRA-2009-070.
* See proposed Section (d){(iv)(a) of Rule 2210 in Attachment A to Regulatory Notice 17-06.
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member to demonstrate a “reasonable basis” for all assumptions, conclusions and
recommendations underlying a hypothetical illustration. This standard could be understood to
require that a member predict the likely outcome for all assumptions, conclusions and
recommendations underlying a hypothetical illustration. Under the Proposed Amendments,
members would already be required to provide customers with adequate disclosures as to the
underlying assumptions and limitations applicable to the illustration. However, the addition of a
“reasonable basis” requirement for assumptions, conclusions or recommendations creates the
risk of subjectivity. Whether a combination of factors is sufficient, or whether a member places
an unreasonable emphasis on any one factor, may lead to uncertainty as to whether there is a
“reasonable basis” for an assumption, conclusion or recommendation. Moreover, there may be
some assumptions for which it may not be practicable to form a “reasonable basis,” such as a
customer’s likely life span. The Committee believes that requiring members to clearly and
prominently disclose: (1) that the illustration is hypothetical; (2) that there is no assurance that
any described investment performance or event will occur; and (3) all material assumptions and
limitations applicable to the illustration, should be considered an adequate safeguard for the
protection of investors. Accordingly, the Committee recommends that the “reasonable basis”
requirement be removed from the Proposed Amendments.

Review and Approval Requirements. The Proposed Amendments would require a
registered principal to review and approve each investment planning illustration before use or
distribution, but allows alternative review and supervision requirements in the case of
illustrations based on templates. In the case of illustrations based on templates, the Proposed
Amendments would require that a registered principal review and approve each template, and
supervise and review the illustrations in the same manner as required for supervising and
reviewing correspondence under FINRA Rule 3110. The Committee is supportive of a
supervisory approach that treats illustrations as “correspondence” under FINRA rules. However,
the Proposed Amendments requirement of prior approval of every non-template illustration
appears to suggest that any hypothetical illustration not based on a template is necessarily a
Retail Communication. Understandably, if an illustration is not based on a template, then it
would be unique to the customer for whom the illustration is prepared and would therefore meet
the definition of “correspondence” in FINRA Rule 2210. Requiring prior review and approval for
each non-template illustration would be inconsistent with the supervisory approach that FINRA
adopted for correspondence and would create a heightened supervisory requirement for
investment planning illustrations as compared to other correspondence. The Committee
recommends that FINRA continue to impose a uniform supervisory framework for
correspondence under FINRA Rule 3110, and treat illustrations permitted under the Proposed
Amendments, whether or not based on templates, as correspondence within such framework.

Impact on Existing Interpretive Guidance. The Committee notes that the Proposed
Amendments may impact existing interpretive guidance, and suggests that FINRA consider
clarifying the continued applicability of this guidance in connection with moving forward with the
Proposed Amendments. For example, FINRA's General Counsel office issued an interpretive
letter in 1998 indicating that NASD Rule 2210, the predecessor to FINRA Rule 2210, prohibits
the use of performance projections by persons dually-registered with a member firm and an
investment adviser.® This letter, which appears to apply the FINRA communication rules to
materials relating to investment advisory services, has presented obstacles and challenges for
member firms that are dual registrants or affiliated with an investment adviser. The Committee
recommends that FINRA withdraw or modify the interpretive letter to clarify that material used
by member firms and/or their registered persons intended primarily to promote investment
advisory services conducted under the auspices of a registered investment adviser should not be
viewed as subject to FINRA’s communication rules.

Also, the Committee notes that member firms have relied on longstanding guidance
permitting the use of blended fund family performance in certain asset allocation illustrations.

5 See FSC Sec. Corp., FINRA Interpretive Letter, http://www.finra.org/industry/interpretive-letters/july-30-
1998-1200am (July 30, 1998).



Page 175 of 230



EVERSHEDS

SUTHERLAND

Page 176 of 230

Appendix A

THE COMMITTEE OF ANNUITY INSURERS

AIG
Allianz Life
Allstate Financial
Ameriprise Financial
Athene USA
AXA Equitable Life Insurance Company
Fidelity Investments Life Insurance Company
Genworth Financial
Global Atlantic Life and Annuity Companies
Great American Life Insurance Co.
Guardian Insurance & Annuity Co., Inc.
Jackson National Life Insurance Company
John Hancock Life Insurance Company
Life Insurance Company of the Southwest
Lincoln Financial Group
MassMutual Financial Group
Metropolitan Life Insurance Company
Nationwide Life Insurance Companies
New York Life Insurance Company
Northwestern Mutual Life Insurance Company
Ohio National Financial Services
Pacific Life Insurance Company
Protective Life Insurance Company
Prudential Insurance Company of America
Symetra Financial Corporation
The Transamerica companies
TIAA
USAA Life Insurance Company
Voya Financial, Inc.

March 27, 2017
Page 5
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PUBLIC INVESTORS ARBITRATION BAR ASSOCIATION
2415 A Wilcox Drive | Norman, OK 73069
Toll Free (888) 621-7484 | Fax (405) 360-2063
www.piaba.org

by email to pubcom@finra.org

March 27, 2017

Ms. Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, N.W.

Washington, DC 20006-1506

Re: FINRA Regulatory Notice 17-06 — Proposed Amendments to Rules Governing
Communications with the Public

Dear Ms. Asquith:

| write on behalf of the Public Investors Arbitration Bar Association (“PIABA”), an international bar association
comprised of attorneys who represent investors in securities arbitration proceedings. Since its formation in 1990,
PIABA has promoted the interests of the public investor in all securities and commodities arbitration forums, while
also advocating for public education regarding investment fraud and industry misconduct. Our members and their
clients have a strong interest in rules promulgated by the Financial Industry Regulatory Authority (hereinafter
“FINRA”) related to investor protection.

FINRA Regulatory Notice 17-06 seeks comments on proposed amendments to FINRA Rule 2210, which currently
prohibits, inter alia, communications with the public that predict or project performance, or imply that past
performance will recur. The proposed amendments would provide a limited exception to this prohibition,
permitting customized hypothetical investment planning illustrations that may project returns for a given “asset
allocation or other investment strategy”, but not the performance of an individual security. Under the proposed
amendments, the exception would be applicable to all firms (including those with only an online platform) and
may be used to provide specific current (and prospective) customers with such illustrations.

There would of course be requirements that must be met before a firm could use a customized hypothetical
illustration pursuant to the exception. First, there must be a “reasonable basis for all assumptions, conclusions,
and recommendations” contained in the illustration (emphasis added). Second, the illustration must “clearly and
prominently disclose the fact that [it] is hypothetical and that there is no assurance that any described investment
performance or event will occur.” Third, a registered principal must pre-approve the template to be used (such as
one provided by a reliable off-the-shelf software package) to generate the illustration to be provided to the
customer(s) or, if not using a template, must pre-approve each illustration before it is used or distributed.

Officers and Directors

President: Hugh D. Berkson, OH Robert S. Banks, Jr., OR Christine Lazaro, NY David Neuman, WA
EVP/President-Elect: Marnie C. Lambert, OH Michael Edmiston, CA Mark E. Maddox, IN Joseph C. Peiffer, LA
Secretary: Andrew Stoltmann, IL Christopher J. Gray, NY Angela H. Magary, MA  Jeffrey R. Sonn, FL

Treasurer: Samuel B. Edwards, TX Scott C. Ilgenfritz, FL Peter J. Mougey, FL Robin S. Ringo, Executive Director
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PIABA generally supports changes to the communications rule that enhance investor education and inform
customers of the need for (and potential results of) proper asset allocation, sector concentration, diversification,
and other investment strategies. But PIABA is concerned with some key aspects of the proposed amendments for
reasons set forth below:

First, FINRA’s stated rationale that permitting registered representatives who are not dually-registered to use the
same kind of illustrations investment advisers have been using with advisory clients will “better harmonize
regulatory standards” just is not true. The fact remains that until FINRA, the Securities and Exchange Commission,
Congress, the President or the Department of Labor establishes a uniform fiduciary standard to govern both
broker-dealers and registered investment advisers, the “regulatory standards” cannot be harmonized. Only a
uniform fiduciary standard can ensure that register2d representatives act in investors’ best interests and alleviate
the confusion and financial harm caused by the current regulatory environment. Simply changing one rule, of
many, to allow a broker-dealer/registered representative to provide a customer with a hypothetical illustration
that a dually-registered firm/broker can already provide does not “even the playing field” for registered
representatives (or make things less complicated for investors!). There remains a patch work of statutory and
common law across the country under which some brokers are held to fiduciary standard and others are not.
Indeed, if anything, the proposed amendments will only further confuse customers as to what duty of care the
person handing them the illustration projecting the performance of their investment strategy owes them. If itis
an illustration for a discretionary investment advisory account, the advisor will be held to a fiduciary standard,
whereas if the illustration is in a traditional brokerage account, the broker may only be held to a suitability
standard (or whatever standard is applied in that particular jurisdiction). Will the “reasonable basis” factors be
applied differently (using the lower suitability standard) for the registered representative’s illustration than for an
investment advisor’s illustration? If so, a customer with more than one type of account and/or financial
representative/firm will probably not know on which illustration(s) to rely in making investment decisions. PIABA
believes investor confusion should be minimized rather than made worse, which is what it seems likely the
proposed amendments will do.

Second, PIABA is concerned that illustrations projecting hypothetical returns for future time periods may confuse
unsophisticated retail investors by creating the impression that the projected returns are more certain than they
actually are. The experience of PIABA members is that a projection of future performance based on, for example,
historic returns of 8-9% for a given asset allocation or other investment strategy, is too often viewed by the
average investor as a forecast or prediction of how their investments will perform going forward (regardless of the
disclaimers and limitations that may be clearly stated on the illustration). It is PIABA members’ experience that
boilerplate statements that the illustrations are hypothetical or that “past performance is not indicative of future
results,” as contemplated by the proposed amendments are not enough. Unfortunately, financial professionals

1 Under the current regulatory structure, investors can be faced with varying standards covering the same financial advisor
depending on “which hat” a dually-registered advisor may be wearing at any given point in time. Three out of four investors
don’t understand that the current laws and rules impose different duties on brokers and investment advisers according to a
2010 survey conducted for the Consumer Federation of America (CFA), AARP, and the North American Securities
Administrators Association (NASAA), among others. See http://bit.ly/1Npodra (last accessed March 26, 2017). A 2015 study
also confirmed that most retail investors think their financial advisor — regardless of which type of advisor he or she is —is a
fiduciary. Further, according to a February, 2015 report by the Council of Economic Advisers, investors suffer $17 billion in
losses annually due to conflicted advice they receive from financial advisors under the existing regulatory system. See
“Fiduciary — Do Investors Know What It Means” accessible at http://349ab54c3b58919c6638-
ff70f51d4942f2bbd11ba0ed41cfec577.r51.cf2.rackcdn.com/Fiduciary%20Whitepaper.pdf (last accessed March 26, 2017).
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too often convince customers to ignore the written warnings as “just something the company has to say” and tell
them that the principal in their investment account, insurance policy or annuity will grow at the reflected historical
rate for the foreseeable future. We have seen many instances of people making life-altering decisions, like taking
early retirement or taking large systematic withdrawals, based on someone they trust telling them that their
principal will grow at a certain rate and they can “afford” to do so. Given that some financial professionals
advising customers on how to manage and grow their savings sometimes paint too rosy of a picture for customers,
PIABA strongly prefers not creating a new opportunity for brokers to tell investors whatever it takes to get the
assets under management or invested in a particular manner.

Third, as noted in FINRA Regulatory Notice (Request for Comment issue no. 5), PIABA is concerned about the lack
of more specific guidance as to how the firm/broker should determine what assumptions or factors are
appropriate to for any given illustration (beyond that a “reasonable basis” might be established by using certain
factors, as long “unreasonable emphasis” is not put on any one of the factors). FINRA Regulatory Notice 17-06
provides examples of what might establish “reasonable basis” such as:

... [R]eference to the historical performance and performance volatility of asset classes,
the duration of fixed income investments, the effects of macroeconomic factors such as
inflation and changes in currency valuation, the impact of fees, costs and taxes, and
expected contribution and withdrawal rates by the customer.

It appears that the firm/broker would have a lot of latitude in deciding what factors are considered for any given
illustration. PIABA is alarmed by that prospect because an illustration is only as good as the assumptions on which
it is based. For example, if the historical performance of a given investment strategy is not taken back far enough,
the resulting illustration may not include certain adverse market conditions in the past. The result is that an
investor receiving such an illustration may be unprepared for volatility in returns. Thus, that investor may end up
making investment decisions, like concentrating in equities for maximum growth, without regard for the potential
of a significant correction in the stock market. There would simply be no realistic acknowledgement of the
potential risks of such a strategy.

Fourth, as noted in FINRA’s Regulatory Notice (Request for Comment issue no. 7), PIABA strongly believes FINRA
must add specific language that identifies certain uniform factors that must be considered for certain types of
illustrations, if the proposed amendments are going to be implemented. Moreover, FINRA needs to specify that
more than one projection may be reasonable under certain circumstances. PIABA is not suggesting that
customers be handed a dozen projections that only serve to confuse them, but there could be circumstances in
which it may be appropriate to use more than one illustration to paint the most complete (and accurate) picture
for an investor. At a minimum, the firm/broker should be required to provide a specified range of market
conditions to demonstrate possible widely varying performance results. FINRA may also want to consider
including language such as that used in FINRA Rule 2211(b)(5) (Hypothetical illustrations of rates of return in
variable life insurance retail communications and correspondence) which, for example, allows combinations of
assumed investment returns with some limitations, including requiring that one of the returns is a 0% gross rate.
Rule 2211(b)(5) explains the purpose of this “is to demonstrate how a lack of growth in the underlying investment
accounts may affect policy values and to reinforce the hypothetical nature of the illustration.”

kkk
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In summary, PIABA supports the proposed amendments to FINRA Rule 2210 set forth in Regulatory Notice 17-06
as they may benefit the investing public, but urges FINRA to consider refining the proposed language and issuing
guidance to minimize investor confusion. PIABA thanks you for the opportunity to comment on this important

topic.

Very truly yours,

Marnie C. Lambert
PIABA President
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New York State Bar Association

One Elk Street, Albany, New York 12207 * 518/463-3200 « http://www.nysba.org

Comments on FINRA’s Proposed Amendments to Rules
Governing Communications with the Public

BUSINESS LAW SECTION
SECURITIES REGULATION COMMITTEE

BLS #2 March 30, 2017

Ms. Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, NW

Washington DC 20006-1506

Re: Regulatory Notice 17-06 — Request for Comments on Proposed
Amendments to Rules Governing Communications with the Public

The Securities Regulation Committee of the Business Law Section of the New York State
Bar Association appreciates the invitation from FINRA in Regulatory Notice 17-06 to comment
on FINRA’s proposal to amend the Communications Rules.

The Committee is composed of members of the New York State Bar Association, a
principal part of whose practice is in securities regulation. The Committee includes lawyers in
private practice and corporation law departments. A draft of this letter was reviewed by certain
members of the Committee. The views expressed in this letter are generally consistent with those
of the majority of members who reviewed and commented on the letter in draft form. The views
set forth in this letter, however, do not necessarily reflect the views of the organizations with
which its members are associated, the New York State Bar Association or its Business Law
Section.

INTRODUCTION

Forecasts and projections (in this letter, “projected performance” or “projections”) have a
place in securities offerings and securities advice. As the Regulatory Notice points out, “the
Investment Advisers Act does not prohibit the presentation of projections that comply with the
antifraud provisions of the Act.”

Section 27A of the Securities Act of 1933 (“Securities Act”) and Section 21E of the Securities
Exchange Act of 1934 each provide a safe harbor for forward-looking statements that meet the
requirements of those sections, specifically to encourage issuers to make forward-looking
financial information available to the public. Certain private fund managers use projections in
their offering materials and, for some types of investments, such as real estate funds, institutional
investors and other sophisticated investors expect to receive projected performance information.'

See Mark Klock, Two Possible Answers to the Enron Experience: Will It Be Regulation of Fortune

Opinions expressed are those of the Section/Committee preparing this memorandum and do not
represent those of the New York State Bar Association unless and until they have been adopted by its
House of Delegates or Executive Committee.
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Projections that have a reasonable basis are useful informational tools, when used with other
types of information. We believe that, as a general matter, member firms should not be prohibited
from using projections that have a reasonable basis. However, we support the proposal to permit
the projected performance of an asset allocation or other investment strategy in a customized
hypothetical investment planning illustration, and urge FINRA to specifically permit a member to
recommend a security, such as an exchange-traded fund (“ETF”), that tracks or represents an
asset allocation or investment strategy. We also urge FINRA to permit all FINRA member firms
to use projected performance with institutional investors and qualified purchasers, as capital
acquisition brokers (“CABs”) will be permitted to do when the CAB rules go into effect in April.
We discuss these two points below.

DISCUSSION
Public and Private Funds as Asset Allocation or Investment Strategies

At the end of the Regulatory Notice, FINRA requests comments in seven specific areas. In the
sixth request, FINRA asks whether there are “single investment products that operate like an asset
allocation or other investment strategy for which performance projections might be appropriate.”
The answer is yes. All public and private funds embody an asset allocation or investment
strategy; the relevant question is whether the asset allocation or investment strategy is sufficiently
transparent and predictable’ to provide a reasonable basis for projected performance.

Registered investment companies, whether ETFs or open-end funds, that track stock indexes
provide a high degree of transparency and predictability about how the assets of the fund will be
invested. Sector funds, which invest in specific business sectors, can also have a great degree of
transparency and predictability about how their assets will be invested. If a broker can provide
projected performance with a reasonable basis about an index or business sector, and there is a
fund that closely tracks the index or sector, the broker should be able to recommend the purchase
of securities in the fund as a way to replicate the performance of the index or sector.

Unit investment trusts (“UITs”) are investment companies that operate as closed-end funds: they
disclose the portfolio of securities or assets they intend to buy, close the offering when the
disclosed offering amount has been raised, and purchase the assets. UITs do not generally make
additional investments after they begin operation, and management is generally limited to making

Tellers or Rebirth of Secondary Liability?, 28 J. CORP. L. 69, 98-99 (2002) (noting that investors
seek forward-looking information because “the whole point of investing is to move current wealth
forward through time”); Homer Kripke, The SEC, The Accountants, Some Myths and Some
Realities, 45 N.Y.U. L. REV. 1151, 1197 (1970) (observing that “members of the financial
community determine the value of a security by the capitalization of projected future income™);
Susanna Kim Ripken, Predictions, Projections, and Precautions: Conveying Cautionary
Warnings in Corporate Forward-Looking Statements, 2005 U. ILL. L. REV. 929, 931 (2005) (“The
investing public craves the release of forward-looking information from corporations because it
provides investors with guidance in formulating investment decisions based on the future
expectations of companies.”). See also, Lanny Schwartz and Hilary Seo, Targeted Returns under
FINRA’s Communications Rules, N.Y.L.J. (Mar. 24, 2014) (investors naturally expect to see
targeted returns as part of their evaluation of fund investments).

The term “predictable,” as used here with respect to an asset allocation or investment strategy,
refers to how the strategy will be applied in the future, not the predictability of performance of the
strategy. For example, an investment strategy that will track the Dow Jones Average, rebalancing
periodically as required, is highly predictable with respect to implementation of the strategy.
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decisions about when to sell assets. The asset allocation in a UIT is transparent and predictable. In
this case as well, if a broker is able to provide reasonable-basis projected performance for the
assets to be purchased by the UIT, the broker should be able to recommend the UIT shares as a
way to achieve the performance of the assets.

There are private funds that provide similar transparency and predictability about their asset
allocation and investment strategy. This is true of private real estate funds that disclose the real
estate properties to be purchased, and real estate funds that operate in a specific sector, such as
triple net leased office buildings or storage facilities in a particular geographic area. Similarly,
private equity funds that target companies with a specified maturity in specific businesses, such
as health clubs, locksmiths or florists, and in specific geographic areas, can also offer
transparency and predictability about their asset allocations. Here again, if a broker can provide a
reasonable-basis predicted performance with respect to the assets or sector in which the fund will
invest, the broker should be able to provide projected performance information about the fund.

In each of the situations described, the key tests should be whether the asset allocation or
investment strategy of the fund is transparent and predictable, and whether there is a reasonable
basis for projecting the performance of the asset allocation or investment strategy.

Use of Predicted Performance with Institutional Investors and Qualified Purchasers

The Notice states that “the general prohibition against performance projections is largely intended
to protect retail investors from performance projections of individual investments, which often
prove to be spurious, inaccurate or otherwise misleading.” (Emphasis added.) FINRA has
recognized in a number of contexts, such as the Suitability Rule, the filing and supervision
provisions of the Communications Rule and, most recently, in the CAB rules, that institutional
customers do not require the same protections as retail customers.

CAB Rule 221, governing communications with the public, does not prohibit a CAB from using
forecasts or projections. One justification for this difference between the CAB rules and the rules
applicable to other FINRA members is that a CAB may sell securities in private placements only
to institutional investors as defined in Rule 016(i). That definition includes familiar categories of
institutional investors, like banks, insurance companies, investment companies and employee
benefit plans. It also includes any person (individual or entity) that has total assets of at least $50
million and any “qualified purchaser” as defined in Section 2(a)(51) of the Investment Company
Act of 1940.

Regular FINRA members should have the same freedom to provide projected performance
information to Rule 016(i) institutional investors as CABs, not merely for reasons of competitive
fairness and equal treatment, but because the same fundamental principle applies: institutional
investors have sufficient sophistication to evaluate the projected performance and the weight to
be given to it in the overall investment decision.

In the Notice, FINRA addressed the anticipated benefits of the proposed amendment which
include, inter alia, that such projections “could better inform investors about the recommended
investment strategies, including the underlying assumptions upon which the recommendations are
based.” FINRA further noted that it “anticipates that these benefits would largely accrue to clients
that do not have investment advisory accounts and, as a result, are not already receiving
projections-related communications.” We would add that a principal objective of the securities
laws, and the Securities Act in particular, is to ensure that investors have adequate information to
enable them to evaluate prospective investments.
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We are aware that, while FINRA permits the use of some related performance information in
offerings to institutional customers only, FINRA has not permitted information prohibited for use
with retail customers to be provided to institutional customers in offerings to both institutional
and retail customers.” As previously noted, we believe that reasonable-basis projected
performance should be permitted for use with retail as well as institutional customers, as part of a
complete mix of relevant and material information thereby aligning with the basic objectives of
the Securities Act and satisfying the additional benefits proposed by FINRA. However, if FINRA
continues to be concerned about the use of projected performance in sales material prepared by
brokers (as distinguished from material prepared by issuers) FINRA should, at a minimum,
permit the use of reasonable-basis projected performance in broker material distributed in
securities offerings made exclusively to Rule 016(i) institutional investors. This would include all
offerings of private funds exempt under Section 3(c)(7) of the Investment Company Act. It would
also include offerings of investment company and REIT shares, as well as other securities, that,
pursuant to the offering terms, are available for purchase exclusively by Rule 016(i) institutional
investors. Finally, wholesale brokers who deal exclusively with institutional intermediaries such
as other brokers and investment advisers should be permitted to provide projected performance
information to those intermediaries, even in offerings in which retail investors may participate, in
a manner consistent with the interpretive letter on related performance information provided to
Hartford Funds Distributors, LLC (May 12, 2015).

CONCLUSION

We propose permitting brokers to (1) make reasonable—basis projections about an asset allocation
or investment strategy and then to recommend securities that implement that strategy in a
transparent and predictable manner and (2) provide reasonable-basis projections to Rule 0161(i)
institutional investors in offerings exclusively to those investors. We believe that amending the
content standards of Rule 2210 in that way will enable brokers to provide higher quality
information to investors in a way that is consistent with the principles of investor protection.

We would be happy to discuss these comments with you or the use of projected performance
generally, at your request.

Chair of the Committee : Anastasia Rockas, Esq.

Drafting Committee:

Peter W. LaVigne, Chair
Salim Katach

Kristine Koren

Marcia B. Moulon-Atherley
Morris Simkin

’ Letter to Collins/Bay Island Securities (Sept. 14, 2004).
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CREDIT S UISS E“\ CREDIT SUISSE ASSET MANAGEMENT, LLC

One Madison Avenue 212 325 2000
New York, NY 10010

March 27, 2017

VIA ELECTRONIC MAIL

Marcia E. Asquith

Senior Vice President and Corporate Secretary
Office of the Corporate Secretary

FINRA

1735 K Street, NW

Washington, DC 20006-1500

Re: FINRA Regulatory Notice 17-06, Communications with the Public

Dear Ms. Asquith:

Credit Suisse Securities (USA) LLC (“Credit Suisse™) appreciates the opportunity to comment
on FINRA Rule 2210 and its application generally, as discussed in Regulatory Notice 17-06 (“Notice
17-06”). Notice 17-06 follows a retrospective review that FINRA conducted regarding its rules
governing communications with the public. In the Notice, FINRA proposes to allow greater flexibility
to broker-dealers to use hypothetical performance, subject to a number of safeguards, in order to
“better inform investors about the recommended investment strategies, including the underlying
assumptions upon which the recommendations are based” and to allow clients to receive the same
types of projections-related communications from broker-dealers as they do from investment advisory
firms. Although the proposal described in Notice 17-06 focuses exclusively on provision of projected
performance to retail investors, we believe that the themes addressed in the letter are even more
relevant and important in the institutional context. We therefore urge FINRA to couple the changes
FINRA proposes to make to Rule 2210 regarding retail communications with appropriate changes to
Rule 2210 for institutional communications. In particular, we urge FINRA to: (A) exempt institutional
communications from the provisions of Rule 2210(d)(1)(F) to permit the use of hypothetical'
performance in institutional communications; (B) allow institutional communications to show both
hypothetical and historical performance gross of fees provided that the communication prominently

! We use the terms “hypothetical performance” and “projected performance” interchangeably to mean all types of estimated
information referenced in FINRA Rule 2210(d)(1)(F), including projections, back-tested performance, simulations,
hypotheticals and related performance.
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discloses fund fees and expenses; (C) clarify that target performance provided in institutional
communications would not be projected performance and may be included in such communications so
long as there is a reasonable basis for the target return and the communication explains the
circumstances under which the target would not be achieved; (D) in connection with institutional
communications and subject to appropriate disclosure regarding the basis for such information,
exclude from the definition of projected performance, information regarding specific investments made
or to be made by a private fund or a related fund; and (E) clarify that model-based projections and
back-tested performance may provide a reasonable basis for projected performance and target returns
in institutional communications.

We believe that these changes would benefit investors by allowing funds to provide prospective
investors with the information that these investors uniformly request and need in order to evaluate
private fund investments — both at inception and throughout the life of the fund. Moreover, by
allowing broker-dealers to provide a more expansive set of information to investors about a fund’s
strategy (consistent with what may be provided by investment advisers), FINRA would help to
eliminate confusion currently caused by the use of different types of offering materials by investment
advisers and broker-dealers due to the different regulatory standards provided by the Securities and
Exchange Commission (the “SEC”) and FINRA. We also believe that disclosure standards should not
disadvantage funds that use registered broker-dealers to assist in marketing their products or disincent
funds from using registered broker-dealers. Finally, we believe that the changes we describe are
necessary to strengthen and expand our U.S. capital markets by expanding the information available to
institutional accounts and encouraging issuers to participate in the U.S. market. As the SEC has
acknowledged in other contexts, the securities markets benefit from provision of more information to
investors” and projections and forward-looking information provide investors with an important means
of evaluating investments.” Current FINRA guidance does not allow for use of projections by broker-
dealers unless expressly requested by an investor and then, only in connection with a one-on-one
meeting with a particular investor representative. This approach results in an unlevel playing field in
which some investors receive more information than others. In addition, providing simulations and
projection tools to investors to allow them to evaluate and “test” the thesis underlying an investment
strategy 1s consistent with regulatory efforts to make disclosure more relevant and user-friendly to
investors.* In our experience, institutional investors want to carry out a rigorous simulation of fund

2 See, e. g., Securities Offering Reform Release No. 33-8591 (July 19, 2005), 70 FR 44722 at 44725 (Aug. 3, 2005)(stating,
in respect to free writing prospectuses “consistent with our belief that investors and the securities markets will benefit from
greater permissible communications by issuers while retaining appropriate liability for these communications, we have
sought to address the need for timeliness of information for investors by building on existing statutory provisions and
processes without mandating delays in the offering process that we believe would be inconsistent with the needs of issuers
for timely access to the securities markets and capital.”)

3 Safe Harbor Rule for Projections, Rel. No. 33-6084, 44 Fed. Reg. 38,810 (June 25, 1979)(Noting that the SEC adopted the
rule expressly to encourage the disclosure of projections and forward-looking information by issuers, as recommended by
the Sommer Report).

* See Concept Release on Business and Financial Disclosure Required by Regulation S-K; 17 CFR Parts 210, 230, 232,
239, 240 and 249; Release Nos. 33-10064, 34-77599; File No.57-06-16; RIN 3235-AL78, 81 Fed. Reg. 23,916 (Apr. 22,
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performance prior to investing and look to funds and broker-dealer placement agents to provide them
with the information necessary to “kick the tires”.

We do not believe that maintaining a broad prohibition on the use of projected performance is
necessary. Actions against persons who offer securities based on misleading disclosure should and can
be brought under the anti-fraud provisions of the federal and state securities laws. A separate
prohibition by FINRA is not necessary to protect the markets. All broker-dealer communications must
be fair and balanced and comply with federal and state anti-fraud provisions.

FINRA has recognized that many institutional accounts are sufficiently sophisticated and able
independently to evaluate recommendations and investments so that they do not require the protections
of FINRA rules, such as those of the customer-specific suitability standard under Rule 2111. We ask
FINRA to acknowledge that broker-dealers may provide to these same sophisticated investors the
target return, related performance, performance simulations, hypothetical performance, back-tested
returns and projection information these investors routinely seek as part of their due diligence process.

A. Exempt Institutional Communications from Rule 2210(d)(1)(F)

In connection with the proposed exemption from the projected performance prohibition
discussed in Notice 17-06, FINRA made an important observation about the policy objective
underlying the prohibition. Notice 17-06 states that the prohibition was designed primarily to protect
“retail” investors.” The clear implication of the language is that the standard was not intended to focus
on “institutional” investors. This distinction is consistent with the exemption for institutional
communications from the filing requirements in Rule 2210 and the more permissive approval
requirements for institutional communications provided by Rule 2210 for institutional
communications. Those exemptions recognize that a mandated review process is not necessary for
marketing materials given the greater sophistication of institutional investors.

Similarly, the suitability standard under FINRA Rule 2111 distinguishes between retail
investors and institutional investors.® Although Rule 2111 provides an exemption only if, among other
requirements, a broker-dealer makes a determination that an institutional investor is able to evaluate
the risks underlying the particular investment, the Rule does not provide a parallel exemption with
respect to retail investors — even if the broker-dealer were to determine that the retail investor was able

2016)(describing the initiative by the Division of Corporation Finance to consider ways to improve disclosure to benefit
investors); Fast Act Disclosure Modernization and Simplification, Pub. L. No. 114-94, 129 Stat. 1312 (2015)(Requiring a
study of Regulation S-K to “evaluate methods of information delivery and presentation” and “maintaining the
informativeness of disclosure™).

3 See Notice 17-06, p. 2 “The general prohibition against performance projections is largely intended to protect retail
investors from performance projections of individual investments, which often prove to be spurious, inaccurate or

otherwise misleading.”

¢ The exemption in Rule 2111(b) applies to “institutional accounts” as defined in FINRA Rule 4512(c).
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to evaluate the risks.” As a result, the suitability standard, which arguably is the central requirement
for broker-dealer conduct, is a recognition that it is reasonable not to prescribe specific conduct
requirements for broker-dealers when dealing with sophisticated institutional investors but, instead, to
rely exclusively on general anti-fraud principles, such as those inherent in Rule 1210 (Standards of
Commercial Honor and Principles of Trade), to deter bad conduct.

Consistent with FINRA’s general recognition that institutional investors do not need the same
specific protections as retail investors with respect to broker-dealer communications, we respectfully
request that FINRA take this opportunity to exempt institutional communications altogether from the
projected performance prohibitions of Rule 2210(d)(1)(F). In our view, providing such an exemption
would benefit both investors and our U.S. capital markets generally by allowing funds to be marketed
with more complete information thereby allowing investors to make a better informed investment
decision. In order to ensure that the recipients of the communications are the sophisticated users to
whom the communications are addressed, funds could be required to include prominent disclosures
and “health warnings” on the materials advising that they are intended exclusively for sophisticated
and experienced institutional accounts, such as registered investment advisers.

B. Allow Institutional Communications to Show Performance on a Gross Basis

As a policy matter, FINRA has required performance information to be shown net of fees.?
This position follows the position taken by the SEC staff in a no action letter requiring performance
figures to reflect fees.” We understand that this type of presentation may be appropriate for retail
investors. However, in our experience it is not appropriate for institutional investors. Prospective
investors in private equity, real estate and credit funds generally ask to see financial returns and
estimated returns regarding portfolio company investments in the form provided by the portfolio
company. Portfolio company reporting is done on a gross basis rather than on a net basis. Use of net
information instead of the gross financial information provided by the portfolio companies results in
investor confusion because the financial information provided by the fund differs from that provided
by the portfolio company. We respectfully request that FINRA allow marketing materials for funds
marketed through broker-dealers to provide performance information to institutional accounts,

"Rule 2111(b) provides: “A member or associated person fulfills the customer-specific suitability obligation for an institutional
account, as defined in Rule 4512(c), if (1) the member or associated person has a reasonable basis to believe that the institutional
customer is capable of evaluating investment risks independently, both in general and with regard to particular transactions and
investment strategies involving a security or securities and (2) the institutional customer affirmatively indicates that it is exercising
independent judgment in evaluating the member's or associated person's recommendations. Where an institutional customer has delegated
decisionmaking authority to an agent, such as an investment adviser or a bank trust department, these factors shall be applied to the
agent.”

8 See, e.g., FINRA Letter to Edward P. Macdonald, Hartford Funds Distributors, LLC (May 12, 2015)(the “FINRA
Hartford Letter”)(conditioning provision of related performance information to institutional accounts on such performance
being “net of fees and expenses of Related Accounts, or net of a model fee that is the highest fee charged to any account
managed in the strategy.”)

? Clover Capital Management, Inc., SEC No-Action Letter, 86-87 CCH Dec., Fed. Sec. L. Rep (CCH) {78,378 (Oct. 28,
1986).
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including, without limitation, related performance (which FINRA has authorized broker-dealers to
include in marketing materials provided to investors that are qualified purchasers — which is a lower
standard than institutional accounts)'® on a gross basis provided that the fees and expenses charged by
the fund are also clearly and prominently disclosed in the same materials. This is consistent with the
specific requests for presentations that we receive from investors. In addition, preparation of pro
forma return information for specific underlying investments, which is particularly important to
institutional investors when evaluating whether to invest in a private equity, real estate or credit fund,
is extremely difficult to do on an investment by investment basis and may not be accurate because
management fees are applied on a fund level.

C. Clarify either that Target Returns are not Projected Performance or that they May be
Included in Institutional Communications

Target returns are provided to prospective investors for the purpose of describing the intended
risk profile of a fund or investment. Unlike a projection, a target return does not purport to be an
estimate of future returns. Instead, a target return is designed to help prospective investors evaluate
how the risk profile of a fund will fit into the investor’s portfolio and investment objectives.
Prospective investors in private funds and, in particular, private equity, real estate and credit funds,
require target return information about the fund itself and its underlying investments before they can
begin to evaluate a fund. For certain institutional investors, the level of the target returns reflected in
the marketing materials is critical in selecting which internal portfolio manager should be selected to
evaluate the proposed investment since prospective investments are often ranked by risk/return profile.

FINRA has suggested in enforcement actions that target returns may constitute “projected
performance” of the type prohibited by Rule 2210(d)(1)(F). We do not agree that target returns are
projections. As discussed in Notice 17-06, we believe that target returns are more akin to a price target
used in research reports and should be allowed in both institutional and retail communications so long
as the returns are premised on reasonable basis assumptions and include a full and fair description of
the investment’s risk profile.

To the extent that FINRA believes that target return information is inherently subject to
misunderstanding by unsophisticated investors, we ask that FINRA distinguish between retail and
institutional investors and exempt the use of target returns in institutional communications.
Institutional investors employ sophisticated diligence teams to review prospective investments and

' FINRA Letter to Yukako Kawata, Esq., Davis Polk & Wardwell (Dec. 30, 2003), at

http://www. finra.org/industry/interpretive-letters/december-30-2003- 1 200am (finding that prior FINRA guidance that
prohibited members from presenting related performance information in sales material for private equity funds did not
apply to presentation of related performance information to prospective investors in funds exempt from registration under
the Investment Company Act of 1940 by virtue of Section 3(c)}(7)); see also FINRA Letter to Bradley J. Swenson, ALPS
Distributors, Inc. (Apr. 22, 2013), at http://www.finra.org/industry/interpretive-letters/april-22-2013-1200am (authorizing
the use of pre-inception index performance in communications regarding certain exchange traded products distributed
solely to “institutional investors” as defined in FINRA Rule 2210(a)(4)) and FINRA Hartford Letter (authorizing disclosure
of performance information related to related mutual funds and accounts managed by the same adviser or sub-adviser to
financial intermediaries in connection with wholesale distribution of mutual funds).




_ Page 190 of 230

CREDIT SUISSE

those personnel closely scrutinize target information and are well-able to evaluate the information in
order to make an informed investment decision.

D. Confirm that Estimated Returns about Underlying Fund Investments provided to
Institutional Accounts are not Subject to Rule 2210(d)(1)(F)

The relief that FINRA has proposed in Notice 17-06 distinguishes between projections relating
to investment strategy and projections relating to individual securities. The Notice acknowledges that
“information regarding the expected performance of an asset allocation or other investment strategy
that does not project the performance of individual securities could better inform an investor about
assumptions upon which the recommendation to pursue such a strategy is based.”"!

In the context of private equity, real estate and credit funds, projections regarding the
investment strategy are essential to the diligence process of institutional investors and involve
estimates and information regarding the projects in which the funds seek to invest. In the real estate
fund context, for example, investment strategy is detailed by region, types of real estate holdings and
sample investments made by other funds, including realized or expected returns. Similarly, in the
private equity context, funds may describe the investment strategy by providing examples of previous
investments and estimated returns on prior investments that are still in the process of being monetized.
In our view, these disclosures describe the strategy pursued by the fund and are not projections relating
to securities of the type prohibited by Rule 2210(d)(1)(F). We ask that FINRA confirm our
interpretation of the requirement and allow broker-dealers and funds marketed through broker-dealers
to institutional accounts to provide this type of information to prospective investors just as investment
advisers and funds not marketed through broker-dealers are already allowed to do. As Notice 17-06
recognizes, expanding the ability of broker-dealers to describe a fund’s investment strategy would
“better harmonize regulatory standards and allow firms to communicate, subject to limitations,

information regarding the expected performance of an asset allocation or other investment strategy.”'

E. Clarify that Model Returns and back-tested performance can provide a Reasonable Basis
for Projected Performance and Target Returns in Institutional Communications

The SEC and the common law have historically allowed investment advisers to provide
investors with different types of hypothetical performance so long as the assumptions underlying the
hypotheticals are disclosed, the presentation is not misleading and the adviser has a reasonable basis
for the projections.l3 Other regulatory or self-regulatory authorities also allow intermediaries to

' Notice 17-06 at p. 2.
21d. at 4,

12 Rolf v. Blyth, Eastman Dillon & Co., 570 F.2d 38, 47-48 (2d Cir.), cert. denied, 439 U.S. 1039 (1978) (“...a potential
investor can reasonably assume that an investment advisor has a reasonable basis in fact for making predictions.
Representations and opinions made without factual basis and in reckless disregard of their truth or falsity are therefore
actionable™); Marx v. Computer Sciences Corp., 507 F.2d 485, 489 (2d Cir. 1974).
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provide projected performance in communications with the public, including to both retail and
institutional investors, so long as the presentations are fair and not misleading, the projections have “a
reasonable basis in fact” and the intermediary who uses the projections keeps a copy in its files of the
basis for its analysis.'4 In Notice 17-06, FINRA explained that its proposal to allow broker-dealers to
distribute customized hypothetical investment planning illustrations to retail investors is conditioned
on there being a reasonable basis for the projections. In explaining what is meant by “a reasonable
basis,” FINRA notes that “historical performance and performance volatility of asset classes, the
duration of fixed income investments, the effects of macroeconomic factors such as inflation and
changes in currency valuation, the impact of fees, costs and taxes and expected contribution and
withdrawal rates by customers” might be sufficient to establish a “reasonable basis” for projected
performance whereas “basing a projection upon hypothetical back-tested performance” or on “past
performance of particular investments by an asset manager” would not be. >

Institutional investors generally require performance data in evaluating private fund
investments. In situations where a portfolio manager does not have an established track record, model-
based performance or back testing may be the only approaches available to provide performance
information and a basis to support hypothetical performance. Model based results as well as back
tested data, so long as they are prepared in a balanced manner, are appropriately labelled and include
assumptions, can provide useful information for prospective investors regarding a new fund’s
financing needs, expected cash flow, investment mix and risk profile and investment timeline, among
other things. This information — even if illustrated through model-based examples -- enhances the
investor’s understanding of the underlying strategy, allows the investor to understand the manager’s
approach and highlights questions that the prospective investor may have regarding the assumptions
and strategy. Model returns can also provide a yardstick for institutional investors to use to track
performance of investments going forward. We believe that the information provided through models
is understood by institutional investors and is an essential part of their due diligence process —
particularly in situations where a fund manager does not have a track record. As a result, we
respectfully request that FINRA clarify that use of model-based results and back testing, if conducted
in a fair and balanced manner, would provide a reasonable basis for supporting projected performance
and target returns to institutional accounts, as defined in FINRA Rule 4512(c).

* * * *

1 See NFA Compliance Rule 2-29; Use of Past or Projected Performance; Disclosing Conflicts of Interest for Security
Futures Products (Aug. 21, 2001)(Allowing for the use of past or projected performance in communications with the public
subject to specified conditions including that the projected performance have a reasonable basis in fact and that records be
maintained showing how performance was calculated); and U.K. Financial Conduct Authority Conduct of Business
Sourcebook (allowing for simulated performance, hypothetical performance, future performance and projections by
regulated intermediaries, treating such written communications as “non-real time promotions,” and requiring such
communications to be clear, fair and not misleading; use with retail investors is expressly allowed but subjects the publisher
to certain additional restrictions).

13 Notice 17-06 at 3.
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We appreciate the opportunity to comment on Notice 17-06 and on FINRA Rule 2210, more
generally. We would be pleased to discuss our comments with FINRA or to provide FINRA with
assistance as it proceeds to evaluate its Rule. Please do not hesitate to contact the undersigned at 212-
325-4495 or roger.machlis @credit-suisse.com regarding this letter.

Sincerely yours,

el

Roger Machlis

General Counsel — International Wealth Management, Asset Management
Managing Director

Credit Suisse Securities (USA) LLC
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Wells Fargo Advisors
Regulatory Policy

One North Jefferson Avenue
St. Louis, MO 63103
HO004-095

314-242-3193 (t)
314-875-7805 (f)

March 27, 2017
Via E-mail: pubcom@finra.org

Ms. Marcia E. Asquith

Executive Vice President, Board and External Relations
FINRA

1735 K Street, NW

Washington, DC 20006-1500

RE: Regulatory Notice 17-06: Communications with the Public — FINRA Requests
Comment on Proposed Amendments to Rules Governing Communications with
the Public

Dear Ms. Asquith:

Wells Fargo Advisors' (“WFA”) appreciates the opportunity to comment on the
Financial Industry Regulatory Authority’s (“FINRA”) Proposed Amendments to Rules
Governing Communications with the Public, set forth in Regulatory Notice 17-06 (the
“Proposal”)?.

WFA is a dually registered broker-dealer and investment advisor that administers
approximately $1.5 trillion in client assets. It employs approximately 15,086 full-service
financial advisors in branch offices in all 50 states and 3,899 licensed bankers in retail bank
branches across the United States. WFA and its affiliates help millions of customers of

LWells Fargo Advisors” is the trade name for Wells Fargo Clearing Services, LLC (“WFCS”), a dually-
registered broker-dealer and investment adviser, member FINRA/SIPC, and a separate non-bank affiliate of
Wells Fargo. “First Clearing” is the trade name for WFCS’s clearing business, providing services to unaffiliated
introducing broker-dealers. WFCS is affiliated with Wells Fargo Advisor Financial Network (“FiNet”), a
broker-dealer also providing advisory and brokerage services. For the ease of this discussion, this letter will use
WFA to refer to all of those brokerage operations.

? Regulatory Notice 17-06, Communications with the Public — FINRA Requests Comments on Proposed
Amendments to Rules Governing Communications with the Public (February 2017).
http://www.finra.org/sites/default/files/notice_doc_file ref/Regulatory-Notice-17-06.pdf
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varying means and investment needs obtain the advice and guidance they need to achieve
their financial goals. Furthermore, WFA offers access to a full range of investment products
and services that retail investors need to pursue these goals.

l. BACKGROUND

In April of 2014, FINRA launched a retrospective review of its communications with
the public rules® to assess their effectiveness and efficiency. In December of that year,
FINRA published a report* on its review concluding that while the communications rules
have been effective at addressing the problems they were intended to mitigate, stakeholders
identified a number of areas where it was believed the investor protection objectives and
economic impacts do not align or where the rules could be made more effective or efficient.

1. CURRENT PROPOSAL

FINRA is proposing to amend Rule 2210 to create an exception to the rule’s
prohibition on projecting performance. This proposed exception would permit a firm to
distribute a customized hypothetical investment planning illustration that includes the
projected performance of an asset allocation or other investment strategy, but not an
individual security, subject to specified conditions. The exception would be available for all
firms, including firms that operate only an online platform, and could be used with both
current and prospective customers.

The Proposal will also establish specific supervisory requirements for the permitted
illustrations. A firm could use a template to generate the permitted illustration, which would
require a registered principal to approve the template before use or distribution. If a firm does
not employ a template, registered principal review would be required for each illustration
before use or distribution.

I11.  DISCUSSION

WFA supports FINRA’s proposed amendment to Rule 2210 to allow an exception to
the rule’s prohibition on projecting performance. We believe the proposed amendment will
allow firms to better inform investors about recommended investment strategies, including the
underlying assumptions upon which recommendations are based. WFA notes that this
exception will especially benefit those investors that may only have access to such projections
through investment advisors. That is, the exception will serve clients by leveling the playing

* FINRA Regulatory Notice 14-14, Retrospective Rule Review — FINRA Requests Comment on the
Effectiveness and Efficiency of Its Communication with the Public Rules, available at:
http://www.finra.org/sites/default/files/NoticeDocument/p479810.pdf

* FINRA Retrospective Rule Review Report: Communications with the Public, December 2014.
http://www.finra.org/sites/default/files/p602011.pdf

> See supra note 2, p.3

® Ibid.
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field so that they can receive consistent projections whether from a broker-dealer or
investment adviser.

A. FINRA Should Consider Expanding the Proposed Exception

WFA believes further exceptions to the rule’s prohibition on projecting performance
should be considered. Specifically, WFA requests that FINRA consider expanding the rule to
allow firms to provide clients non-customized asset allocation projections based on firm
capital market assumptions.

WFA feels that forward-looking capital market assumptions illustrating a projected
growth rate, volatility measures, yield and/or downside risk (with appropriate disclosures) are
vital information for an investor in gauging current as well as future potential risk, and help
promote a client’s understanding of their portfolio. Accordingly, we ask that FINRA expand
the exceptions available to firms to allow use of non-customized asset allocation projections
based on firm capital market assumptions which will enable clients to better understand and
assess potential risks of the investment strategy.

B. WFA Seeks Clarification on Supervision of this Proposal for Electronic
Communications

The Proposal outlines specific supervisory requirements for the permitted illustrations.
FINRA advises that if a firm chooses to use an approved template to generate the permitted
illustration, these illustrations would have to be reviewed in a manner similar to
correspondence under FINRA Rule 3110.” Does FINRA envision any changes to a firm’s
supervision of electronic communications under Rule 3110 as a result of this Proposal, such
as obtaining additional supervisory approval whenever the template is used? In other words,
for permitted illustrations submitted through electronic communications, would a firm have to
undertake additional requirements to comply with the Proposal, or does FINRA feel that
current supervisory processes suffice for the changes outlined in the Proposal?

V. CONCLUSION

WFA appreciates the opportunity to provide feedback to FINRA’s Proposal. If you
would like to discuss this issue further or need additional information, please contact me at
(314) 242-3193 or robert.j.mccarthy@wellsfargoadvisors.com.

Sincerely,

Wy

Robert J. McCarthy
Director of Regulatory Policy

7 Ibid.
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I am in favor of the proposed amendments, as detailed in the Notice.

Neal E. Nakagiri

President, CEO, CCO

NPB Financial Group, LLC

3500 W. Olive Avenue, Ste 300
Burbank, CA 91505
818-827-7132
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Via Online Submission

March 27, 2016

Marcia Asquith

Office of the Corporate Secretary
FINRA

1735 K St.,, NW

Washington, DC 20006-1506

Re: FINRA Regulatory Notice 17-06: Proposal to Amend Communications with the Public Rule to Permit
the Distribution of Customized Hypothetical Investment Planning lllustrations that Include the Projected
Performance of an Asset Allocation/Investment Strategy

Dear Ms. Asquith:

The Money Management Institute! appreciates the opportunity to comment on FINRA’s Regulatory Notice
17-062 requesting comment on proposed amendments (“Proposal”) to the rules governing communications
with the public (“Rule 2210”) to create an exception to Rule 2210’s prohibition on projecting performance by
permitting a firm to distribute customized hypothetical investment planning illustration that includes the
projected performance of an asset allocation or other investment strategy, but not an individual security.
We laud FINRA’s Proposal to extend greater flexibility to firms provide to useful and informative hypothetical
performance illustrations to customers and prospects. We believe such illustrations can be extraordinarily
helpful in conveying basic concepts regarding investments, including risk (including market specific- and
investment specific- risks and risk-reward trade-offs), volatility, diversification, compounded growth, market
cycles, the potential of loss and the opportunity cost of not adequately preparing for retirement. Narrative
and disclosures alone cannot always effectively convey the complexity of the markets or the many potential
consequences that could result from disparate investment choices.

In support of the general thrust of the Proposal, we wish to relay the following specific observations and
concerns that we have regarding FINRA’s Proposal:

! MMI is the national organization for the advisory solutions industry. MMI represents a broad spectrum of investment advisers that
manage separate accounts, as well as sponsors of investment consulting programs. MMI provides a forum for the advisory solutions
industry’s leaders to address issues and better serve investors. Through industry advocacy, educational initiatives, regulatory affairs,
publications, data reporting and professional networking, MMI supports and advances the growth of advisory solutions. MMI’s
membership is comprised of firms that offer comprehensive financial consulting services to individual investors, foundations,
retirement plans, and trusts; related professional portfolio management firms; and firms that provide long-term services to sponsor,
manager, and vendor firms. MMI is a leader for the advisory solutions industry on regulatory and legislative issues.

2 Regulatory Notice 17-06 (Communications with the Public) (February 2017), available at
http://www.finra.org/sites/default/files/notice_doc_file ref/Regulatory-Notice-17-06.pdf.
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1. PROJECTIONS ARE AN IMPORTANT EDUCATIONAL TOOL

FINRA’s own experience with investment analysis tools (“IA Tools”) should serve as “Exhibit A” in the
examination of the utility of dynamic illustrations to help customers and prospects visualize their own
investment needs and probabilities.> Countless studies have shown that a substantial portion of US investors
are not saving enough for retirement because they underestimate their retirement needs or overestimate
the ability of their current savings to meet those needs.* The probability that a customer or prospect will fail
to meet his or her retirement needs can be displayed in striking relief in an IA Tool and can help redirect
focus and priorities towards a better prepared financial future. FINRA’s permitting IA Tools to co-exist with
traditional marketing material ushered in a significant breakthrough in investment education. Similarly,
projections can help a customer or prospect envision gaps and unmet needs in their planning. An equally
important developmental and educational breakthrough can accompany the responsible use of investment
projections.

Robo advisers and the omnipresence of visual interfaces by way of smart phones and other devices should
lead us to accept that an entire contingent of our investing demographic wants to receive and processes
information differently. They learn differently and are at home with visual analytics. They marshal vast
resources, leverage sophisticated data and deploy information from a tablet smaller than a sheet of paper.
Such media can enhance the user environment in which projections are delivered, providing a user
experience that educates and informs and seeks to meet the needs of a growing digital generation. In the
context of digital wealth advice, there is no hindrance (either in analytics, design, data or construction) that
would prevent a projection, including a dynamic projection hosted on an electronic platform, from providing
a reasonable basis, delivering material disclosures and not omitting material information consistent with
FINRA rules. In fact, dynamic (e.g., not on a static sheet of paper) projections developed by digital wealth
adviser platforms could also permit the type of more complex, interactive, customizable, educational
analytics that would serve digital natives and meet the needs of an increasingly digitally connected
demographic.

3 See FINRA Rule 2214.

4 See e.g., Will Americans Ever Become Savers? The 14th Retirement Confidence Survey, 2004, Employee Benefit Research Institute
Issue Brief No. 268 (April 2004) (noting that only about four in ten workers have taken steps to calculate how much they need to
save by the time they retire in order to live comfortably in retirement); See also The 2017 Retirement Confidence Survey: Many
Workers Lack Retirement Confidence and Feel Stressed About Retirement Preparation, Employee Benefit Research Institute Issue
Brief No. 431 (March 2017) (reviewing worker estimates for adequate retirement savings).
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2. BASING PROJECTIONS ON PAST EVENTS AND ACTUAL INVESTMENTS

The Proposal states that “basing a projection upon ...the past performance of particular investments by an
asset manager would not be reasonable.” We suggest FINRA reconsider its position given that capital market
assumptions and modeling of potential future performance of asset classes or the components of an asset
allocation might in fact be based on thoughtful and detailed analysis of how such assets performed in the
past, including during different market cycles. Careful cataloguing of the interrelationship of past market
prices, market movements and market events serves to inform (but not predict or guarantee) potential
market outcomes in the future. The likelihood that specific securities or asset classes behave in correlation
with the market or at variance with it may be analyzed by examining how such security or asset class
behaved during similar periods in the past. Otherwise, a projection would be mere speculation and not
based on any empirical evidence and would be completely unmoored from any reasonable analytical
framework. Prohibiting the use of past (historical) specific security data as a substantial basis (or partial
basis) for a projection could reduce projections to mere guesswork. For example, a projection based on the
historical performance of an asset managers composite strategy provides information about the correlation
and interrelationship between different securities and asset classes with respect to the market and during
different market environments as a whole, and is completely different from an illustration that picks one
security and extrapolates a future market price.

For the same reason, prohibiting the use of the historical data of specific securities as a basis for a projection
forces such projections to rely on other proxies available — such as the use of indices as proxies to model
asset classes. Although, in many circumstances, models based index data is educational and illustrative of
investment behavior, because of its composition as an amalgam of different data inputs, index data can
behave differently than individual security data. Depending on the analysis and the particular investment
concept, product or service illustrated, a closer, apples to apples, comparison using specific securities (or
composite of securities) may be a better, more faithful illustration of a point sought to be conveyed (e.g., the
likelihood of achieving a particular goal, or risk and return characteristics) and meet FINRA’s policy objective
of better informing investors.

To be sure, we advocate that any illustration relying on historical analysis would have to be clear that past
behavior may not be repeated and that such asset classes or individual securities could perform differently,
even in substantially similar market conditions.

3. FINRA SHouLD CLARIFY WHAT IS MEANT BY CUSTOMIZED ILLUSTRATIONS

It is not entirely clear what the Proposal would classify as a “’customized’ hypothetical investment planning
illustration.” This concern is particularly true where not all investment allocation programs or strategies are
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equally customizable.> Also, the Proposal posits the acceptable use of a “reliable” off-the shelf software
package to produce such “customized” illustrations. These two elements separately, and in combination,
lead to possibilities that are unclear as to their acceptability under the new Proposal.

A wide spectrum of customizable inputs could be permitted by a particular “reliable” off-the-shelf software
package. What is not clear, however, is which such inputs would help meet the appropriate standard of
customization. For example, does sufficient customization exist only as to one or more investment
allocation(s) being used? Does the customization element relate to the investment objectives and
investment profile of the recipients? Does the customization relate to the underlying investments in the
asset allocation projection? Or is the customization requirement met if a particular (even if otherwise
generic projection) was prepared for a specific customer or prospect? Can several different customers or
prospects be provided with the same or substantially similar customized projection? Without clarification,
firms will be left to divine what level of customization is required by the Proposal, if adopted.

Further, and more to the point, bespoke illustrations are expected for customizable products. In contrast,
investment allocations of broad applicability (and without customization) do not generally produce
customized illustrations. FINRA’s suitability rule provides a safe harbor for firms' use of asset allocation
models that are, among other things, based on "generally accepted investment theory."® These models often
take into account the historic returns of different asset classes over defined periods of time, but are very
general models, not “customized” to a particular individual or account. It is not clear from the Proposal that a
projection of such a general model would meet the correct standard of customization required. Prohibiting a
projection of a model based on generally acceptable investment theory would seem an arbitrary and illogical
limitation as such as illustration could have value to an investor or prospect.

4. FINRA SHouLD HARMONIZE ITS APPROACH WITH THAT OF THE SEC

As FINRA recognized, the public has, for decades, benefitted from performance projections in illustrations
compliant with the Investment Advisers Act of 1940 (“Advisers Act”), as amended, in the context of financial
planning or asset allocations, among others. For this reason, we would urge FINRA to consider harmonizing
its own position with that of the Securities and Exchange Commission (“SEC”) and its staff in permitting the
same latitude permitted by the SEC.

FINRA’s restrictions of the general use by its members of related performance presentations, even under
very particularized conditions and with explanatory disclosure, consistent with the guidance and precedent

> We are not referring to investment advisory programs availing themselves of the safe harbor provisions of Rule 3a-4 under the
Investment Company Act of 1940, but of brokerage programs not subject to the Advisers Act.

® FINRA Rule 2111 Suitability (FAQ) available at https://www.finra.org/industry/faq-finra-rule-2111-suitability-fag. Rule 2111.03
provides a safe harbor for firms' use of asset allocation models that are, among other things, based on "generally accepted investment
theory."
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under the Investment Company Act of 1940, as amended, has not diminished the use of such materials.”
Quite the contrary, the accessibility of such illustrations (in non-FINRA materials) has been enhanced by the
ubiquity of the Internet. Its pervasive use, in the more than twenty years since the issuance of the SEC staff
guidance, has not been deemed per se misleading by any venue with competence regarding the subject
(provided the related performance illustrations are consistent with SEC guidance). In fact, certain regulators
require the presentation of related performance,® fully embracing the standards and limits imposed by the
SEC.° Denying customers and prospects insightful information about a FINRA member’s competence,
investment style, among others, that such clients and prospects can obtain about an industry competitor
seems an illusory prohibition, or at least a prohibition that serves to the detriment of FINRA members
generally.

Such harmonization should exist within the guardrails imposed by the Advisers Act and Rule 2210, as
applicable, prohibiting misleading communications and communications containing material omissions. Not
doing so perpetuates dysfunctional regulatory arbitrage; preserves an unlevel playing field, particularly with
respect to new market entrants such as robo advisers; and prevents customers and prospects from accessing
effective, educational and practical explanatory materials simply because they choose, for cost, convenience
or other motives, a self-directed or commission-based brokerage channel over an asset-based advisory
channel. The delivery channel should not impose the content standard.

In addition, Proposal appears narrowly tailored to the financial planning context (e.g., preparation and
delivery of an investment plan or proposal to financial planning clients). This is a small subset of the broad
spectrum of products and services offered by firms, including those that are dually-registered or have
affiliated broker-dealers. If firms should be reading the Proposal to only permit performance projections in
such a narrow context, the Proposal defeats the concept of better harmonization with the regulatory
standards for investment advisers, which broadly permits performance projections largely irrespective of
delivery channel or service line.

5. FINRA SHouLD RECOGNIZE AN INSTITUTIONAL CARVE-OUT

7 See Interpretive Letter to Yukako Kawata (Dec. 30, 2003) available at http://www.finra.org/industry/interpretive-letters/december-
30-2003-1200am; see also Interpretive Letter to Michael D. Udoff, Securities Industry Association (October 2, 2003) available at
(http://www.finra.org/industry/interpretive-letters/october-2-2003-1200am.

8 See CFTC Harmonization of Compliance Obligations for Registered Investment Companies Required to Register as Commodity
Pool Operators (August 12, 2013) available at
http://www.cftc.gov/idc/groups/public/@newsroom/documents/file/federalregister081213.pdf (requiring that the commodity pool
operator of a registered investment company with less than three years operating history is required to disclose the performance of
all accounts that have investment objectives, policies and strategies substantially similar to those of the offered pool).

9 See, e.g., ITT Hartford Mutual Funds No Action Letter (Feb. 7, 1997)(fund may include in marketing material for other funds
managed by the same adviser with investment objectives, policies and strategies substantially similar to those of the fund); Nicholas
Applegate Mutual Funds No Action Letter (Aug. 6, 1996)( fund may include in prospectus information for private accounts
managed by the fund’s adviser with investment objectives, policies, and strategies substantially similar to those of the fund).


http://www.finra.org/industry/interpretive-letters/december-30-2003-1200am
http://www.finra.org/industry/interpretive-letters/december-30-2003-1200am
http://www.finra.org/industry/interpretive-letters/october-2-2003-1200am
http://www.cftc.gov/idc/groups/public/@newsroom/documents/file/federalregister081213.pdf
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As we advocated in the preceding section, the delivery channel should not impose a different content
standard, but the sophistication of the recipient could reasonably do so. FINRA imposes a high bar in its
definition of “Institutional Investors,”'%nd such definition recognizes the ability of such parties to fend for
themselves in analyzing communications distributed to them. The breadth of analytic resources and the
sophistication of market and security analyses for the consumption of sophisticated industry professionals
should not be limited by content standards designed, rightfully, to protect retail investors. In fact, SEC
guidance recognizes that whether a communication could be deemed misleading or confusing turns on the
sophistication of the investor.!! An analyst holding a graduate degree in advanced mathematical modeling
who is scrutinizing a projection for his or her firm’s investment hardly needs the cautionary disclosures
“indices are not available for direct investment” or “investments may involve risk.” Such elementary
cautions have a place in retail materials, but border on the nonsensical in materials directed to Institutional
Investors who can avail themselves of analysts, experts and specialists to scrutinize more complex
illustrations.

For Institutional Investors to analyze securities offerings and properly conduct due diligence of products they
may offer to their clients, a higher order of analysis and analytical tools may be necessary. Limiting
projections to the simpler, more digestible illustrations more appropriate for retail investors may
correspondingly limit the ability of an Institutional Investor to test the assumptions and limitation of an
investment allocation or strategy. Institutional Investors should be able to require and receive projections
and performance illustrations either reducing or broadening the analytical focus, positing blended
performance, alternate facts, data or market environments, to adequately assess the theoretical
underpinnings of an investment allocation or strategy.

We make the above recommendation fully supporting the provisions codified in Rule 2211 prohibiting the
dissemination of institutional material to retail investors. We also recommend an institutional carve-out that
in no way diminishes the obligation to provide communications that are not misleading and that do not
contain material omissions.

We appreciate the opportunity to comment on the Proposal. While we are concerned about several aspects
of the Proposal, we believe it is an important step forward in providing meaningful information to customers
and prospects in helping them make investment decisions.

10 See Rule 2210(a)(4).

' See, e.g., Triad Asset Management, Inc. (available April 22, 1993); Mills-Price & Associates, Inc. (available July 15, 1992);
Bypass Wall Street, Inc. (available January 7, 1992); Clover Capital Management, Inc. (available July 19, 1991); Investment
Company Institute (available September 23, 1988); Covato/Lipsitz, Inc. (available October 23, 1981); Edward F. O Keefe (available
April 13, 1978); Anametrics Investment Management (available May 5, 1977).
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Please feel free to contact us if we can be of further assistance to FINRA. In particular, in the areas where we
have proposed that FINRA considers alternatives to the Proposed Rule, MMI would welcome the opportunity
to assist FINRA staff.

Sincerely,

Craig D. Pfeiffer
President & CEO
Money Management Institute
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NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION, INC.
750 First Street N.E., Suite 1140

Washington, D.C. 20002

202/737-0900

Fax: 202/783-3571

NASAA WWW.Nasaa.org

March 24, 2017
Submitted electronically to pubcom@finra.org

Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, NW

Washington, DC 20006

RE: Requlatory Notice 17-06: Communications with the Public

Dear Ms. Asquith:

On behalf of the North American Securities Administrators Association, Inc.
(“NASAA”),' I am pleased to submit the following comments in response to Regulatory Notice
17-06: Communications with the Public (the “Proposal”), in which FINRA seeks comments on
proposed amendments to FINRA Rule 2210 (Communications with the Public). The proposed
amendments would “create an exception to the rule’s prohibition on projecting performance to
permit a firm to distribute a customized hypothetical investment planning illustration that
includes the projected performance of an asset allocation or other investment strategy, but not an
individual security, subject to specified conditions.” NASAA appreciates the opportunity to
offer its comments.

Initially, FINRA notes that the Proposal is “intended to better harmonize regulatory
standards” between broker-dealers and investment advisers. The Proposal highlights that
“investment advisers often present performance projections in their communication with their
clients, particularly concerning financial planning or asset allocation,” and that “the Investment
Advisers Act does not prohibit the presentation of projections that comply with the antifraud
provisions of the Act.” NASAA shares the desire where appropriate for further regulatory
harmonization, but only to the extent that it does not undermine investor protections.? In our

! The oldest international organization devoted to investor protection, NASAA was organized in 1919. NASAA’s
membership consists of the securities administrators in the 50 states, the District of Columbia, Canada, Mexico,
Puerto Rico, and the U.S. Virgin Islands. NASAA is the voice of securities agencies responsible for grass-roots
investor protection and efficient capital formation.

2 See, e.g., Letter from A. Heath Abshure, Arkansas Securities Commissioner and NASAA President, to Elizabeth
Murphy, Secretary, SEC, dated July 5, 2013 available at http://www.nasaa.org/wp-
content/uploads/2011/07/NASAA-Fiduciary-Duty-Letter-final-07052013.pdf; Letter from Mike Rothman,
Minnesota Commissioner of Commerce and NASAA President, to Brent J. Fields, Secretary, SEC, dated Nov. 28,
2016 available at http://nasaa.cdn.s3.amazonaws.com/wp-content/uploads/2011/07/NASAA-Comment-on-FINRA-
Seniors-Proposal.pdf.

President: Mike Rothman (Minnesota) Secretary: Shonita Bossier (Kentucky) Directors: Kevin Anselm (Alaska)
President-Elect: Joseph Borg (Alabama) Treasurer: Michael Pieciak (Vermont) Melanie Senter-Lubin (Maryland)
Past-President: Judith Shaw (Maine) Thomas Cotter (Alberta)

Executive Director: Joseph Brady Pamela Epting (Florida)
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http://nasaa.cdn.s3.amazonaws.com/wp-content/uploads/2011/07/NASAA-Comment-on-FINRA-Seniors-Proposal.pdf
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view, the Proposal’s effort to permit broker-dealers to present performance projections and
hypothetical investment planning illustrations raises very significant concerns.

Investment advisers generally are compensated on a fee only basis for providing
investment advice tailored to individual investors, and investment advisers owe their clients
ongoing fiduciary duties to act in their clients’ best interests. Broker-dealers, however, receive
transaction-based compensation at the point of sale and are held to lower suitability standards
when making recommendations. We are mindful, and remain vigilant, to ensure clarity on the
boundary between providing investment advice as a business (as an investment adviser does)
versus incidental to broker or dealer activities (as broker-dealers do).> Broker-dealers that
advertise hypothetical portfolios, which presumably would require ongoing monitoring to
maintain the advertised strategies and investment allocations, but that are not dually registered as
investment advisers risk crossing the line into unregistered investment advisory activity or
misleading investors as to the nature of their services. Given these inherent regulatory
differences, the Proposal’s goal to “level the playing field” between broker-dealers and
investment advisers when it comes to advertising hypothetical performance is a tall order and
appears likely to result in further confusion and blurring or crossing of regulatory lines.

The fiduciary duties investment advisers owe their clients affords investors greater
protections than does the suitability standard applicable to broker-dealers. This higher standard
of care mitigates the potential risks of investment advisers using projections. An investment
adviser must be able to defend any alleged impropriety by showing that the adviser acted in the
client’s best interest. A broker must only show that its recommendation was suitable, not
necessarily the customer’s best option.

While NASAA commends FINRA’s attempt to make investment information more
accessible to retail investors that do not have advisory accounts, the Proposal as currently
designed would appear more likely to mislead than to inform investors. As FINRA noted in its
release, there are already four exceptions to the prohibition on projections: hypothetical
illustrations of mathematical principles, investment analysis tools, price targets in research
reports, and certain projections concerning security futures and options. These exceptions are
based on quantifiable metrics that would be difficult to distort. The projections contemplated
under the Proposal, though, are much more susceptible to manipulation or bias. Furthermore, in

3 Section 202(a)(11) of the Investment Advisers Act of 1940 defines investment adviser as “any person who, for
compensation, engages in the business of advising others, either directly or through publications or writings, as to
the value of securities or as to the advisability of investing in, purchasing, or selling securities, or who, for
compensation and as part of a regular business, issues or promulgates analyses or reports concerning securities.”
However, “any broker or dealer whose performance of such services is solely incidental to the conduct of his
business as a broker or dealer and who receives no special compensation therefor” is exempted from the definition
of investment adviser. See 15 U.S.C. § 80b-2. Therefore, any broker-dealer whose advisory activity is more than
incidental to it brokerage services may meet the definition of an investment adviser and become subject to the
regulatory requirements applicable to investment advisers.
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contrast to the design of the Proposal, a certain degree of backtesting would appear virtually
inevitable in the creation of any hypothetical portfolio. *

While the Investment Advisers Act does not prohibit an investment adviser from utilizing
projections, the SEC has issued an extensive line of no action letters and taken enforcement
actions that provide guidance to investment advisers on the uses of hypothetical or model
performance.” NASAA members have also cautioned investment advisers about the use of
projections through examinations and enforcement actions.® The Proposal as currently framed
fails to provide the regulatory rigor necessary for the presentation of hypothetical performance.
The Proposal would require FINRA members to make certain disclosures about hypothetical
performance and present “all material assumptions and limitations applicable to the illustration,”
but this general guidance lacks the regulatory depth that exists for investment advisers.

If FINRA moves forward with a rule permitting a customized hypothetical investment
planning illustration that includes the projected performance of an asset allocation or other
investment strategy, any such rule should clarify—with specificity—the required disclosures and
provide guidance for how members may calculate and present projections. For example, FINRA
must consider, among other things:

e How its members are to calculate fees, costs, or commissions in relation to how
hypothetical performance is presented;

¢ How its members must compose an asset allocation or investment strategy for
projection;

e How a projection would have a reasonable basis where it was inconsistent with
the historical performance of the asset allocation; and

e What is meant by “clearly and prominently” under the Proposal.

Moreover, any rule amendments allowing the types of communications discussed in the
Proposal should require disclosure of the underlying securities that make up the customized
hypothetical investment planning illustration. FINRA should also consider requiring broker-
dealers to inform investors if the broker-dealer’s past projections proved to be inaccurate.

4 The Proposal does not sufficiently address backtesting. Our understanding of the Proposal is that FINRA would
view any advertised hypothetical portfolio that benefitted in its development from backtesting as per se fraudulent.
But because a certain degree of backtesting would seem virtually inevitable in the creation of any hypothetical
portfolio, as drafted, the Proposal appears unworkable.

3 See Clover Capital Management, Inc., SEC No-Action Letter (pub. avail. Oct. 28, 1986). See also In re Schield
Management Company et al., SEC Release No. IA-1872 (May 31, 2000); In re The Dreyfus Corporation and
Michael L. Schonberg, SEC Release No. IA-1870 (May 10, 2000); In re LBS Capital Management, Inc., SEC
Release No. [A-1644 (July 18, 1997); Association for Investment Management and Research, SEC No-Action Letter
(pub. avail. Dec. 18, 1996); Bramwell Growth Fund, SEC No-Action Letter (pub. avail. Aug. 7, 1996); J.P. Morgan
Investment Management, Inc., SEC No-Action Letter (pub. avail. May 7, 1996); Investment Company Institute,

SEC No-Action Letter (pub. avail. Aug. 24, 1987); Scientific Market Analysis, SEC No-Action Letter (pub. avail.
Mar. 24, 1976).

6 See, e.g., In re Ashland Partners et al., Wash. Secs. Div. Order No. S-10-279-14-FOO01, 2014 WL 10589090 (July
29, 2014).
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NASAA fears that without more detailed guidance, the door will be open for broker-dealers to
mislead and confuse investors with customized hypothetical investment planning illustrations.

In NASAA’s view, the Proposal requires further development to address the important
issues raised above, whether through further revisions to the text of the rule or through guidance.
NASAA would welcome an opportunity to discuss these issues further. If you have any
questions about these comments, please contact NASAA’s General Counsel, A. Valerie Mirko,

at vim(@nasaa.org or (202) 737-0900.

Sincerely,

Mike Rothman

NASAA President
Minnesota Commissioner of Commerce
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WELLINGTON MANAGEMENT ADVISERS, INC
280 Congress Street, Boston, MA 02210 USA

T +1.617.951.5000

www wellington com WELLINGTON
MANAGEMENT”

March 27, 2017

Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, NW

Washington, DC 20006-1506

VIA EMAIL: pubcom@finra.org
RE: Regulatory Notice 17-06 Communications with the Public
Dear Ms. Asquith

Wellington Management Advisers, Inc. ("WMA") is a limited purpose broker-dealer affiliate of Wellington Management
Company LLP ("Wellington Management") created solely to support Wellington Management and its affiliates in
distributing their sponsored and/or managed funds. WMA registered representatives market funds only to
institutional investors and/or qualified purchasers, including public funds, central banks, insurance entities,
endowments, foundations, retirement plan sponsors, financial intermediaries, and family offices. Wellington
Management is a private partnership registered with the Securities and Exchange Commission as an investment
adviser. As of December 31, 2016, Wellington Management manages $979 billion in assets across a wide variety of
equity, fixed income and asset allocation strategies.

WMA appreciates the opportunity to comment on the proposed amendments to Rule 2210 described in FINRA
Regulatory Notice 17-06 (the “"Proposing Release"). We support permitting firms to distribute customized
hypothetical investment planning illustrations that include the projected performance of an asset allocation or other
investment strategies. We agree that this information is valuable to institutional and other sophisticated investors,
and Wellington Management routinely receives requests from its advisory clients and prospects for such illustrations.
As noted in the Proposing Release, there is no similar prohibition on performance projections in the Investment
Advisers Act of 1940, as amended (the “Advisers Act") or the rules promulgated thereunder, so the proposed
amendments to Rule 2210 would bring the FINRA regulations in line with the rules applicable to registered advisers.
Permitting member firms to utilize hypothetical planning illustrations, subject to a reasonable basis standard is an
excellent step towards accomplishing FINRA's goal of better informing investors about the expected performance of a
strategy.

We also urge FINRA to consider additional amendments to Rule 2210 that would further harmonize FINRA regulations
with Advisers Act requirements with respect to performance projections of specific funds. Under the Advisers Act, an
investment adviser may show projections of investment strategy performance (subject to general antifraud
requirements) but current FINRA rules prohibit an affiliated member firm such as WMA from using similar projections
when the investment strategy is offered as a fund. We believe these projections would provide prospective fund
investors valuable information for their due diligence purposes, and we encourage FINRA to consider permitting
member firms to similarly use projections of fund performance with institutional investors or qualified purchasers,
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subject to the same conditions set forth in the Proposing Release (i.e., there is a “reasonable basis” for all
assumptions, conciusions and recommendations and clear disclosure that the information is hypothetical).

We recognize that projected fund performance may not be appropriate for all investors, so we recommend that
member firms only be permitted to use fund performance projections with institutional investors or qualified
purchasers. FINRA has recognized that communications provided solely to institutional investors or qualified
purchasers do not raise the same investor protection concerns as sales materials provided to retail investors,' and our
experience with institutional investors and qualified purchaser clients and prospects suggest that these projections
would be a valuable component of their overall due diligence. As aresult, we believe that harmonizing the
requirements of Rule 2210 with the requirements of the Advisers Act with respect to performance projections would
allow member firms to provide greater information to their clients, further accomplishing the goals of the Proposing
Release.

We applaud FINRA's efforts with respect to the Proposing Release. Please feel free to contact Lance Dial, Managing
Director and Counsel at 617-289-3686 if you would like to discuss further.

President
Wellington Management Advisers, Inc.

* See, e.g., Letter from Joseph E. Price, Senior Vice President, FINRA to Edward P. Macdonald (Hartford Funds
Distributors, LLC) (May 12, 2015); Letter from Thomas M. Selman, Senior Vice President, NASD, to Yukako
Kawata (Davis Polk & Wardwell) (Dec. 30, 2003).
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M Holdings Secuntes, Inc.™ Member FINRA/SIPC

March 23, 2017

Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, NW

Washington, D.C. 20006-1506
pubcom@finra.org

Re: FINRA Regulatory Notice 17-06: Communications with the Public

Dear Ms. Asquith:

M Holdings Securities, Inc. (“M Securities™) is pleased to submit the following comments in
support of the proposed amendments to FINRA Rule 2210 set forth in Regulatory Notice 17-06.

M Securities is a dually-registered broker-dealer and registered investment advisory firm and a
wholly-owned subsidiary of M Financial Group (“M Financial”), one of the nation’s largest
independent financial services design and distribution networks. M Financial has more than 155
member firms throughout the United States and abroad which offer a high level of service,
support and expertise in the ultra-affluent and corporate markets. M Financial is singularly
focused on delivering access to a diverse selection of investment and insurance products and
services through M Securities.

The proposed amendments to Rule 2210 may affect M Securities differently than other industry
members. M Securities does not generally utilize projections on asset allocations in the
investment space. We are, however, permitted to make hypothetical illustrations using assumed
projections related to insurance-based securities such as variable annuities and variable universal
life insurance policies under FINRA Rule 2211. The proposed changes to Rule 2210 would
provide us with the ability to make reasonable projections using similar assumptions across
multiple strategies and asset allocations, which could provide customers with more factual
information to better compare financial alternatives and make informed choices. Ultimately, M
Securities believes that providing its customers with consolidated summaries of mathematical
principles and projections of various strategies in an easy-to-understand format, with supporting
documents attached, would benefit the customer’s ability to compare various allocations, their
cost implications, and tax consequences.

M Securities supports the change to a “reasonable basis” requirement because each
individualized investment strategy has specific features and costs. Rather than establishing rigid,

M Financial Plaza 1125 NW Couch Street, Suite 900 Portland, OR 97209 phone 503.232.6560 fax 503.238.1621
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one-size-fits-all requirements for all strategies or asset allocations, we believe it is appropriate for
projections to be reasonably tailored to each strategy because those tailored projections will more

accurately highlight the features and consequences associated with each strategy and better
inform the investing public.

M Securities agrees that providing a range of projections in relation to customized hypothetical
investment planning illustrations could highlight the hypothetical nature of a performance
projection and further protect customers. Ranges of projections are double-edged swords,
however; they can aid customers and decrease the risk of deception, but they can also increase
the level of confusion for customers. Rather than establishing an inflexible requirement of a
range of data points, we believe it is more appropriate to include projection ranges as one factor,
among many, to consider when determining the reasonable basis of a given projection.

Finally, M Securities agrees that the proposed changes to Rules 2210 will align the pubic
projection requirements for the brokerage and investment advisory spaces. This alignment not
only allows broker-dealers to compete more effectively with stand-alone investment advisors,
since they will then offer the same projections, but it also provides a second and important
benefit. Dually-registered firms, such as M Securities, have two sets of rules to comply with in
relation to projections and the disparate rules make it difficult to know which side of the house —
brokerage or advisory — the representative, advisor, or agent is working in. Establishing one set
of rules that apply to both registered representatives and investment advisors will streamline the
application of supervision and compliance duties at dually-registered firms, and will help
eliminate customer confusion.

We thank you for the opportunity to comment on FINRA Regulatory Notice 17-06. Please
contact us should you have any questions regarding our submission.

Respgctﬁllly submitted,

/%_

AL

Lrg
enneth D. Stephens, President
M Holdings Securities, Inc.

M Financial Plaza 1125 NW Couch Street, Suite 900 Portland, OR 97209 phene 503.232.6960 fax 503.238.1621
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Odeon Capital Group LLC
750 Lexington Avenue
New York, NY 10022
212-257-6970

ODEON

April 26, 2017
VIA ELECRONIC MAIL

Phillip Shaikun
Vice President & Associate General Council
FINRA

Jeanette Wingler
Associate General Counsel
FINRA

Dear Mr. Shaikun & Ms. Wingler,

On behalf of Odeon Capital Group (“Odeon”), CRD# 148493, | am pleased to submit this letter in response to the
FINRA Regulatory Notice 17-16 (the “Notice”), requesting comment on a proposal to provide for a limited Desk
Commentary Safe Harbor. Odeon is a growing broker/dealer servicing a primarily institutional client base with sales,
trading, research, and investment banking services across equity and fixed-income asset classes.

Odeon is pleased to support efforts to reduce the subjectivity that revolves around the definition of “Research”
under Rule 2241 while also providing for a reduction in the amount of unnecessary oversight and controls in regard to
those market commentaries that exist in the “grey area” that results from such subjectivity. It is our opinion that extreme
cautiousness in practice, which is essentially the byproduct created by the vagueness of the Rule, is a detriment to the
effective servicing of our institutional clients and provides for an unfair uncompetitive standing in comparison to non-
regulated entities that provide similar market commentary.

Odeon'’s clients are generally large sophisticated investors. Odeon provides what it believes is a useful
combination of fundamentally driven equity and fixed-income research products under Rules 2241 and 2242 (the “Rules”),
and also market and trading oriented commentary (“Commentaries”) that it believes would not be construed as
“Research” except due to the subjectivity of Rules 2241 and 2242 . Out of an effort to always remain firmly and
unquestionably compliant in its activities, Odeon procedures in regard to Commentaries provide for supervisory pre-
approval prior to dissemination. The pre-approval process was created due to the subjective language in the Rules and
exists to date even though 99% of reviewed Commentaries would not conceivably be determined to be Research under
the Rules and are allowed to be then distributed without modification. These pre-approvals provide for a delay in
dissemination which ultimately devalue the Commentaries as timeliness is critical in the markets in which our clients trade.
They also increase the burden on supervisory staff members whose time could be better spent on other activities.

Odeon is also aware, and has had continual conversations with clients in this regard, that the service landscape is
teeming with competitive options for essentially the same types of Commentary which it provides: often by unregulated
entities that service the same clients as Odeon. These unregulated providers are in many cases able to send broader and
timelier information than Odeon or other regulated member firms. Clients, when faced with the decision to compensate
Odeon for its Commentary, would have to decide the value of these services when they may in fact receive less robust
information in a less than timely fashion vs other non-regulated entities. Eliminating this information service disparity is
critical to the success of member firms and their regulated offerings.

Odeon believes that the protections outlined in the proposed Safe Harbor in regard to conflict management, the
institutional recipient requirement and associated negative consent, and the required “Health Warning” disclaimer
language are appropriate and substantially provide for a workable and adequately narrow framework. The required re-
authoring of policies and procedures would be minimal and manageable by most firms without incurring excessive new
costs. However, Odeon would appreciate clarity on certain points in regard to the “Author, Content, Recipient” conditions
of the Safe Harbor.

Specifically, Odeon would like to highlight the importance of the “Author” phrasing of “primarily engaged”. There
may be instances whereby a registered representative would be primarily engaged in sales activities and authoring
Commentary, but would occasionally and infrequently be authoring Research under the rules and be Series 86/87 licensed
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and properly supervised for those activities accordingly. The happenstance Research publication, or the fact the individual
is licensed to produce Research, should not preclude the Safe Harbor for their primary function of sales and the production
of Commentary.

A second specific point is in regard to the “Content” phrasing as it would exist in practice. As described in the
Notice, the Commentary should contain “only brief, short-term observations about trading activity, trading opportunities,
market conditions, economic statistics, or company results, or regarding another recent recommendation or research”.
The term “trading opportunities” is critical to the usefulness of the Safe Harbor as Odeon would use it in practice.
Specifically, Odeon Commentary does not provide for a “Rating” or a “Price Target” as is used on Odeon’s fundamental
Research product, i.e. a “Buy, Sell, Hold” with a definition of each and a 12-month price target. However, for Commentary
of “trading opportunities” as Odeon sees them, there would be in some cases a short term recommendation. For example,
“clients should buy ZZZ going into the earnings report this afternoon” or “a short on ZZZ at these levels is warranted” both
provide for an opinion of short-term trading ideas and should be allowed under the Safe Harbor as they do not provide for
a fundamental analysis of a security and don’t provide the robust content typically found in a Research report. To this
effect, “Rating” should be further clarified in the Safe Harbor language to be a fundamental Research “Rating” not a short
term opinion on a trading opportunity as described in these examples. Odeon does not believe that sophisticated
institutional clients would confuse these short terms trading opinions with formal Research “Ratings”, but as the language
in the Safe Harbor doesn’t fully define “Rating” vs. “trading opportunity”, that language should be expanded to eliminate
any possible ambiguity.

Thank you for the opportunity to submit these comments.
Sincerely,

Christopher Tolla
Chief Compliance Officer
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VIA ELECTRONIC MAIL

March 27,2017

Joseph E. Price

Senior Vice President

FINRA

Corporate Financing/Advertising Review
pubcomm@finra.org

Re: Comment on Proposed Amendments to Rules Governing Communications with the Public
Dear Sir or Madam:

WealthForge Securities, LLC (“WealthForge™)' welcomes the opportunity to comment on the
proposed amendments to the rules governing communications with the public (FINRA Rules 2210, 2241,
and 3110), in particular request for comment 6.

WealthForge primarily works in the private placement market, conducting offerings under the
federal 506(b) and 506(c) exemptions. Since January 2014, WealthForge evaluated over 600 private
placement offerings, accepted and administered more than 400 private placement offerings, of which, as
of the date of this correspondence, 195 were securities of real estate funds or securities issued by special
purpose entities (SPE) whose pooled assets were used for real estate related projects. As part of its private
security offerings administration, WealthForge’s advertising review included many hundreds of public
communication pieces regulated by FINRA Rule 2210; of which, the majority were for funds or Special
Purpose Entities (“SPE”) directly related to real estate.

Request for Comment 6: Are there single investment products that operate like an asset allocation
or other investment strategy for which performance projections might be appropriate?

Comment: Certain real estate backed products, particularly real estate funds that contain multiple
and diverse real estate assets in the portfolio, may operate like an asset allocation or other investment
strategy. An asset allocation into the private securities issued by a real estate development company may
diversify an investor’s investment over many projects with different return expectations and different
asset classes, and should be allowed to use performance projections in certain circumstances.

Background: Most issuers, who have engaged WealthForge, historically have not conducted
previous securities transactions utilizing a broker-dealer. While no requirement exists for an issuer of
private securities to utilize a broker-dealer, one reasonably concludes that in regard to regulatory
oversight, investor protection, and market effectiveness, it is likely a better outcome for both the investor
and the market if a private security offering were administered by FINRA registered and regulated
broker-dealer. Based on our own research of the SEC’s Form D filings, most real estate related private
security transactions do not utilize a broker-dealer — both in terms of the number of closed transactions
and the dollar volume raised.

' WealthForge Securities, LLC is a registered broker-dealer with FINRA. Under its membership agreement
WealthForge is licensed to sell private placements, engage in merger and acquisition advisory services, fairness
opinions, underwriting and Reg A services.

2 Regulatory Notice 17-06 (February 2017).
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Having evaluated hundreds of real estate private security offerings, WealthForge believes that
there are real estate investment products, primarily investments into a diverse real estate fund, which
would operate like an asset allocation or other investment strategy, for which performance projections
should be allowed. Additionally, WealthForge believes that there is a reasonable approach that would also
allow the use of projections for some other single investment products in specific cases.

Evaluating an offering based solely upon an expected internal rate of return (IRR) is unwise;’
however, industry participants use the IRR and cash-on-cash (CoC) attributes as part of their potential
investment evaluation, and expect those attributes to be present in communications from the issuer. If it is
true that potential investors expect to see IRR and/or CoC projections when evaluating real estate
offerings, an expectation which is forbidden by FINRA’s rules for offering materials distributed by a
broker dealer and his associated representatives, other than an issuer prepared private placement
memorandum, it is a deterrent for real estate private security issuers to allow their offerings to be
administered by a SEC registered and FINRA member broker dealer. This self limiting outcome leaves
investors without the protection afforded by a broker-dealer and the securities regulations, which they
enforce.

This existing market force impediment is inconsistent with FINRA’s mission to provide investor
protection and to promote market integrity. The Firm expends significant effort to educate issuers on
acceptable communication relying on FINRA’s communications with the public rules. Consistently,
throughout these discussions, real estate issuers are steadfast in their insistence that these rules unfairly
put them at a competitive disadvantage in a market where anticipated IRR and CoC return are
benchmarks used by sophisticated investors in evaluating the quality of offerings and which are prevalent
if not prominent in the communications for private placements not administered by a registered broker-
dealer.*

Absent a communications rules change by FINRA, which enables broker-dealer communications
to be consistent with the market segment vernacular, these offerings are likely to continue principally
outside the antiseptic light of the regulatory framework. Alternatively, an escalation in Securities and
Exchange Commission enforcement actions targeting unregistered broker-dealer activities may create a
market reality, different from today, where the cost of non-compliance for the private securities issuer
may compel them to seek broker-dealers for their offering administration. An outcome where a private
security offering administered by a broker-dealer is desired rather than circumvented, would be beneficial
to both investor and market.

Funds with multiple assets

Real estate private security offerings occur in a spectrum from an SPE investing in a single fix
and flip residence to large scale Delaware Statutory Trusts or non-public REITs. We contend that these
real estate funds are essentially investment strategies and thus performance projections should be allowed.

3 Jason Wald, “Understanding Internal Rate of Return (IRR) in Real Estate Investing,” CrowdStreet, available at
https://www.crowdstreet.com/education/article/what-internal-rate-return-irr/; EquityMultiple, “The Limits of
Internal Rate of Return for Real Estate Revenue,” Equities.com, available at
https://www.equities.com/news/internal-rate-of-return-doesn-t-tell-everything-about-real-estate-revenue; “What IRR
Can Tell Investors About Real Estate Investments,” Realty Mogul, available at
https://www.realtymogul.com/resource-center/articles/what-irr-can-tell-investors-about-real-estate-investments.

4 Current Offerings, CrowdStreet, available at

https://app.crowdstreet.com/properties/? ga=1.65168686.1067091199.1488487236; Offerings, RealCrowd,
available at https://www.realcrowd.com/offerings; Investment Opportunities, Carlton Crowdfund, available at
https://carltoncrowdfund.com/crowdfunding-deals/; Origin Investments, Investments, available at

https://www.origininvestments.com/investments/.
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A real estate investment fund containing multiple real estate assets should be considered an
investment strategy because these funds typically consist of multiple distinct real estate assets, to meet a
specific asset allocation goal, and the assets often have an income producing history, which serves as the
basis of a reasonable hypothetical return illustration. For example; a fund holding multiple commercial
real estate assets may specifically acquire assets in different markets executing a strategy to hedge against
regional downturns, or a fund may choose to concentrate in a specific subset of commercial real estate
such as hotels, franchises of restaurants or multi-family residential. Or, a fund may choose to be more
specific in its investments and only invest as the general partner in other real estate funds. All are
illustrative of options that a real estate fund may choose in the formation and allocation of its pooled
capital. In each alternative, the underlying assets have historical income (rent rolls, occupancy rates, or
historical contractual returns) on which to base an illustration that would be similar to investment
allocation strategy within a specific sector.

Real Estate Private Security Offerings

Staff should allow hypothetical projections when those projections are based on historical returns
from a specific asset. For example, a real estate fund holding specific assets may have experienced an
average return of 7% per year for the last four years and anticipate that that return will continue based on
a reasonable economic forecast. In that case, with proper disclosure that past performance does not
guarantee future outcomes, and a robust investment risk disclosure, the fund should be able to
communicate with potential subscribers what it believes is a reasonable and good faith expectation of
future return. The projection would be based on demonstrated performance and, with proper disclosure,
would be reasonable and informative to investors. Unlike many asset allocation or investment strategies,
there are hard assets underlying these funds, principally real estate, which have verifiable worth, and,
depending on the type of real estate, may produce regular income and a reasonable expectation that they
will have appreciation over some horizon.

Staff should allow hypothetical CoC projections for offerings where projected performance is
currently demonstrated. In the case of a fund’s historical returns, the postulation is that it is reasonable to
provide investors with a projection of potential returns when that projection is based on performance that
is currently demonstrated. Investors in real estate utilize the CoC metric to calculate the cash income
earned on the cash invested in a property. In some cases, a real estate fund’s assets may already
demonstrate an on-going CoC return for investors. In that case, the issuer should be allowed to advertise
that return as historical and to project an on-going return based on that demonstrated performance. A stout
disclosure set should accompany this projection, including the required “past performance does not
guarantee future outcomes” and a description of the underlying assumptions, and calculation of the CoC
number.

Conclusion

WealthForge Securities believes that FINRA’s Advertising Department should permit the use of
projections for certain real estate related private securities. In particular, FINRA should allow the use of
IRR projections for real estate funds containing multiple assets, as they act more like an investment
strategy than an individual security. Relatedly, FINRA should allow the use of projected IRR and
projected CoC in circumstances where the security being sold is for a real estate fund with assets that
have historical returns or are currently demonstrating an on-going cash-on-cash yield.

Sincerely,

WealthForge Securities LLC
CRD # 152550
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March 27, 2017

By Electronic Mail to pubcom@finra.org

Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, NW

Washington, DC 20549-1090

Re:  FINRA Regulatory Notice 17-06: Proposal to Amend Communications with
the Public Rule to Permit the Distribution of Customized Hypothetical
Investment Planning Illustrations that Include the Projected Performance of
an Asset Allocation/Investment Strategy

Dear Ms. Asquith:

The Securities Industry and Financial Markets Association (“SIFMA™)!
appreciates the opportunity to respond to FINRA’s request for comment on Regulatory
Notice 17-06 (“RN 17-06" or the “Proposal”),> which proposes amendments to FINRA’s
Communications with the Public Rule (FINRA Rule 2210). The Proposal would create an
exception to the rule’s prohibition on projecting performance to permit a firm to distribute
a customized hypothetical investment planning illustration that includes the projected
performance of an asset allocation or other investment strategy, but not an individual
security, subject to specified conditions.

L. Executive Summary of Comments

SIFMA applauds FINRA’s retrospective rule review efforts. SIFMA believes this
process should facilitate the identification of outdated and inefficient rules and

"' SIFMA is the voice of the U.S. securities industry. We represent the broker-dealers, banks and asset
managers whose nearly 1 million employees provide access to the capital markets, raising over $2.5 trillion
for businesses and municipalities in the U.S., serving clients with over $18.5 trillion in assets and managing
more than $67 trillion in assets for individual and institutional clients including mutual funds and retirement
plans. SIFMA, with offices in New York and Washington, D.C., is the U.S. regional member of the Global
Financial Markets Association (GFMA). For more information, visit http://www.sifma.org.

2 Regulatory Notice 17-06 (Communications with the Public) (February 2017), available at
http://www.finra.org/sites/default/files/notice_doc_file ref/Regulatory-Notice-17-06.pdf (last visited March
23, 2017).
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interpretations while also recognizing and balancing investor protection concerns. We
believe that the Proposal reflects the benefits of the rule review process. SIFMA believes
that FINRA can further advance its laudable efforts with respect to FINRA Rule 2210 by:

e C(Clarifying its position with respect to basing projections on past or current
particular investments; and
e Accounting for differences between retail and institutional investors.

SIFMA’s comments are further discussed in the various sections of this comment
letter.

IL. Rule Assessment and Proposal Processes

The Proposal is an outgrowth of FINRA’s retrospective rule review process.’ In
December 2014, FINRA published a report assessing its rules related to communications
with the public.* FINRA stated in the report that “the rules and FINRA’s administration
of them may benefit from some updating and recalibration to better align the investor
protection benefits and economic impacts.” To that end, the report included several
recommendations to enhance the effectiveness and efficiency of the rules.®

SIFMA applauds FINRA for its efforts in undertaking an extensive, multi-step
assessment process in connection with the Proposal. We understand that FINRA met with
and solicited feedback from a broad range of interested parties.” The resulting report
reflects a thorough and thoughtful data collection and analytic process. Further, the
Proposal reflects careful consideration of the feedback and recommendations of interested
parties, including SIFMA and its member firms. We encourage FINRA to expand its use
of these assessment techniques beyond proposals related to the retrospective rule review
process. We believe FINRA, member firms, and investors would benefit from FINRA

3 See News Release: FINRA Launches Retrospective Rule Review (April 8, 2014), available at
https://www.finra.org/newsroom/2014/finra-launches-retrospective-rule-review (last visited March 20,
2017). See also, FINRA Retrospective Rule Review Report: Communications with the Public (December
2014), available at https://www.finra.org/sites/default/files/p60201 1.pdf (last visited March 6, 2017) and
FINRA Regulatory Notice 14-14 (Retrospective Rule Review — Communications with the Public) (April
2014), available at http://www.finra.org/sites/default/files/NoticeDocument/p479810.pdf (last visited March
23, 2017).

4 FINRA Retrospective Rule Review Report: Communications with the Public (December 2014), available
at https://www.finra.org/sites/default/files/p602011.pdf (last visited March 6, 2017).

S1d. at12.
6 See id.

" See generally FINRA Retrospective Rule Review Report: Communications with the Public, at 5-6
(December 2014), available at https://www.finra.org/sites/default/files/p602011.pdf (last visited March 6,
2017).
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applying a similar level of economic analysis, and transparency, to most if not all of its
rule proposals.

SIFMA commends FINRA for engaging in a retrospective rule review process.
SIFMA believes the process will result in changes to existing rules that increase the rules’
effectiveness and efficiency without adversely impacting their investor protection goals.
SIFMA hopes that FINRA will continue its retrospective rule review process, re-
evaluating rules and interpretations on an ongoing basis to ensure they are still relevant
and meeting their underlying investor protection mandates in a cost effective and efficient
manner.

III.  Overview of the Proposal

The Proposal arises from FINRA’s assessment of its current Communications with
the Public rule and existing guidance in connection with the retrospective rule review. In
its Communications with the Public Rule Review Report, FINRA stated “[o]ne area that
drew frequent comment involved the restrictions on predictions or projections and
performance standards. Many stakeholders favored more permissive use of predictions or
projections and alternative performance standards (e.g., hypothetical and back-tested
performance, related performance, model performance and targeted returns) and greater
clarity with respect to the current requirements.”® As a result of this analysis, FINRA
concluded the Communications with the Public rule could benefit from certain changes to
“better align the investor protection benefits and the economic impacts” of the rule.’

Specifically, in RN 17-06, FINRA proposes to amend FINRA Rule 2210 to create
an exception to the rule’s prohibition on projecting performance to permit a firm to
distribute a “customized hypothetical investment planning illustration that includes the
projected performance of an asset allocation or other investment strategy, but not an
individual security.”!”

The Proposal provides an exception to FINRA Rule 2210°s prohibition of
projections for a customized hypothetical investment planning illustration. The proposed
exception would be available for all firms, including firms that operate only an online
platform. The proposed exception also could be used with both current and prospective

8 Id. at 3.

9 See generally FINRA Retrospective Rule Review Report: Communications with the Public, at 12
(December 2014), available at https://www.finra.org/sites/default/files/p602011.pdf (last visited March 6,
2017).

10 See generally Regulatory Notice 17-06 (Communications with the Public) (February 2017), available at
http://www.finra.org/sites/default/files/notice_doc_file ref/Regulatory-Notice-17-06.pdf (last visited March
6,2017).
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customers. The hypothetical investment planning illustration may project an asset
allocation or other investment strategy, but not the performance of an individual security.

The Proposal requires that there be a reasonable basis for all assumptions,
conclusions and recommendations, and that the illustration clearly and prominently
disclose the fact that the illustration is hypothetical and there is no assurance that any
described investment performance or event will occur. All material assumptions and
limitations applicable to the illustration would have to be disclosed.

The Proposal also establishes specific supervisory requirements for the permitted
illustrations.

Subject to our comments below, SIFMA believes that these changes will improve
the effectiveness and efficiency of the rules without compromising their underlying
investor protection goals.

IV.  Recommended Changes and Requests for Clarification and Guidance

SIFMA supports the investor protection objectives of the Communications with
the Public rule. SIFMA believes that the rule has been largely effective in meeting its
intended investor protection objectives.

As a general matter, SIFMA believes the proposed amendment in RN 17-06 would
better align the rule’s investor protection benefits and economic impacts. Importantly, the
Proposal enhances our member firms’ ability to provide retail investors with only
brokerage accounts access to potentially useful projections currently available to
investment advisory clients.

SIFMA respectfully suggests that FINRA consider the following changes to the
Proposal, which we believe are consistent with the objectives underlying FINRA’s
proposed amendment to Rule 2210.

A. Clarification Regarding Basing Projections on Actual Investments

In connection with the Proposal, FINRA states that “basing a projection upon ...
the past performance of particular investments by an asset manager would not be
reasonable.”!! It may be helpful to clarify this point. For example, what if a projection
included in communication covered by Rule 2210(d) was based on a variety of factors,
and one of the factors was the asset manager’s experience with investments? Permitting
the factoring of an asset manager’s experience with particular investments may support a
higher degree of confidence in the projection. If the Proposal does not permit any use of

1 See FINRA Notice 17-06, at 3.
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past performance of particular investments, FINRA should consider this issue in future
rulemaking efforts. Factoring an asset manger’s performance with particular investments
into projections may be balanced by heightened disclosure standards, particularly with
less sophisticated investors. In this way, principle based rules would provide an easier
path to establishing a regulatory scheme with respect to projections.

B. Accounting for Investor Sophistication in Communication Rules

In its request for comment, FINRA raised the important issue of dually-registered
firms and consistency between projection related practices for clients with investment
advisory accounts versus those with only brokerage accounts.'? Again, SIFMA
commends FINRA for focusing on this point as it helps to better harmonize the
communications available to all retail clients. However, in response to FINRA’s requests,
SIFMA offers that the proposal may not do enough to align the use of projections in
communications to institutional investors because of relative flexibility available under
the principle-based regulations applicable to investment advisers.

FINRA Rule 2210 already distinguishes between communications to retail
investors and institutional investors.'? In numerous ways, Rule 2210 distinguishes
principal approval, filing requirement, and content standards applicable to each type of
communication. In doing so, FINRA has sought to limit the definition of “institutional
investors” under 2210 to those that FINRA believes “have either the sophistication
required to scrutinize member sales material without the benefit of the filing and more
prescriptive content standards applicable to retail communications, or have the resources
necessary to hire an outside party with this sophistication.”!*

Unlike many retail investors, sophisticated institutional investors desire
information on return targets and projections. And, in line with FINRA’s objective in
limiting the definition of institutional investors, these investors have a better ability to
understand the validity of assumptions and practices used in preparing the projections.
Finally, existing anti-fraud standards would continue to serve as important controls on
inadequate disclosure and other misleading practices.

SIFMA respectfully requests FINRA consider, as part of its ongoing effort to
improve its rules, distinguishing the content standards applicable to projections in retail
communications versus institutional communications. While the Proposal represents an
important advancement on the use of projections, FINRA can use future rulemaking

12 1d. at 5, Request for Comment 2 and 3.

13 Compare FINRA Rule 2210(a)(3) and (a)(5) as well as FINRA Rule 2210(b)(1) and (b)(3). See also the
filing requirements applicable only to retail communications under FINRA Rule 2210(c).

14 See Securities Exchange Act Release 34-66681, at 11 (March 29, 2012).
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efforts to further distinguish the controls reasonably necessary for institutional
communications from those in place for retail communications.

V. Conclusion

SIFMA appreciates the opportunity to comment on the Proposal. SIFMA
commends FINRA for undertaking an evaluation of its Communications with the Public
in an effort to find ways to improve the rule’s effectiveness and efficiency. SIFMA
believes the comments included in this letter should foster FINRA’s efforts to update
these rules and align the rules’ costs and investor protection benefits. We look forward to
a continuing dialogue with FINRA and working together on this Proposal.

If you have any questions or would like additional information, please contact
Kevin Zambrowicz, Managing Director & Associate General Counsel, SIFMA, at (202)
962-7386 (kzambrowicz@sifma.org), or our counsel, Ronak Patel, Kelly Hart, at (512)
495-6444 (ronak.patel@kellyhart.com).

Very truly yours,

I K.L{

Kevin A. Zambrowicz
Managing Director &
Associate General Counsel

cc: Evan Charkes, Co-Chair, SIFMA Compliance & Regulatory Policy Committee
Mary Beth Findlay, Co-Chair, SIFMA Compliance & Regulatory Policy Committee

Ronak Patel, Kelly Hart
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EXHIBIT 5

Below is the text of the proposed rule change. Proposed new language is underlined;

proposed deletions are in brackets.
% %k ok ok o3k

2200. COMMUNICATIONS AND DISCLOSURES
2210. Communications with the Public
(a) through (c¢) No Change.
(d) Content Standards
(1) General Standards

(A) through (E) No Change.

(F) Communications may not predict or project performance,
imply that past performance will recur or make any exaggerated or
unwarranted claim, opinion or forecast; provided, however, that this
paragraph (d)(1)(F) does not prohibit:

(1) A hypothetical illustration of mathematical principles,
provided that it does not predict or project the performance of an
investment or investment strategy;

(i1) An investment analysis tool, or a written report
produced by an investment analysis tool, that meets the
requirements of Rule 2214; [and]

(ii1) A price target contained in a research report on debt or
equity securities, provided that the price target has a reasonable
basis, the report discloses the valuation methods used to determine

the price target, and the price target is accompanied by disclosure
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concerning the risks that may impede achievement of the price

target; and

(iv) A communication that projects the performance or

provides a targeted return with respect to a security or asset

allocation or other investment strategy, provided that:

a. The communication is: (i) an institutional

communication, or (ii) a communication that is distributed

or made available only to persons meeting the definition of

“qualified purchaser” under the Investment Company Act

and that promotes or recommends either a Member Private

Offering that is exempt from the requirements of Rule 5122

pursuant to Rule 5122(c)(1)(B), or a private placement that

1s exempt from the requirements of Rule 5123 pursuant to

Rule 5123(b)(1)(B);

b. The member adopts and implements written

policies and procedures reasonably designed to ensure that

the communication is relevant to the likely financial

situation and investment objectives of the investor

receiving the communication and to ensure compliance

with all applicable requirements and obligations;

c. The member has a reasonable basis for the

criteria used and assumptions made in calculating the

projected performance or targeted return, and retains
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written records supporting the basis for such criteria and

assumptions;

d. The communication prominently discloses that

the projected performance or targeted return is hypothetical

in nature and that there is no guarantee that the projected or

targeted performance will be achieved: and

e. The member provides sufficient information to

enable the investor to understand (i) the criteria used and

assumptions made in calculating the projected performance

or targeted return, including whether the projected

performance or targeted return is net of anticipated fees and

expenses; and (i1) the risks and limitations of using the

projected performance or targeted return in making

investment decisions, including reasons why the projected

performance or targeted return might differ from actual

performance.
(2) through (9) No Change.
(e) through (g) No Change.

« » « Supplementary Material:------------

.01 Reasonable Basis for Criteria Used and Assumptions Made in Calculating

Projected Performance or a Targeted Return

(a) In forming a reasonable basis for the criteria used and assumptions made in

calculating projected performance or a targeted return pursuant to Rule 2210(d)(1)(F)(iv),
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members should consider multiple factors, with no one factor being determinative.

Depending on the particular projected performance or targeted return, such factors may

include, but are not limited to, the following:

(1) Global, regional, and country macroeconomic conditions;

(2) Documented fact-based assumptions concerning the future

performance of capital markets:

(3) In the case of a single security issued by an operating company, the

1ssuing company’s operating and financial history;

(4) The industry’s and sector’s current market conditions and the state of

the business cycle:

(5) If available, reliable multi-factor financial models based on

macroeconomic, fundamental, quantitative, or statistical inputs, taking into

account the assumptions and potential limitations of such models, including the

source and time horizon of data inputs:

(6) The quality of the assets included in a securitization;

(7) _The appropriateness of selected peer-group comparisons:

(8) The reliability of research sources:

(9) The historical performance and performance volatility of the same or

similar asset classes:

(10) For managed accounts or funds, the past performance of other

accounts or funds managed by the same investment adviser or sub-adviser,

provided such accounts or funds had substantially similar investment objectives,




Page 230 of 230

policies, and strategies as the account or fund for which the projected

performance or targeted returns are shown;

(11) For fixed income investments and holdings, the average weighted

duration and maturity;

(12) The impact of fees, costs, and taxes: and

(13) Expected contribution and withdrawal rates by investors.

(b) Members may not base projected performance or a targeted return upon (i)

hypothetical, back-tested performance or (ii) the prior performance of a portfolio or

model that was created solely for the purpose of establishing a track record.

% %k ok ok o3k
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