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I iduciary matters are matters of trust. In a world rife with corporate scandals, unethical trading and misleading

sales practices, knowing where to place your trust can be difficult to discern. How do you equip yourself to
recognize the proper level of advisory service? What measuring stick should you use? This paper offers guidelines
while educating you about investment professionals who hold themselves to one of the highest standards of trust in

the industry: that of a fiduciary.

This position paper was co-authored and edited by The Monitor Group, Inc. (“TMG”), an independent, fee-only wealth management firm
based in McLean, Virginia and Savant Capital Management, Inc. (“Savant”) of Rockford, IL. TMG manages over 500 million dollars in assets

for financially established individuals, trust funds, retirement plans, non-profit organizations, and fiduciaries. Furthermore, TMG and Savant

are part of the Zero Alpha Group, LLC, a global industry group sharing common investment and planning philosophies. Zero Alpha Group

currently manages in excess of eight billion dollars. We owe a particular debt of gratitude to the entire Zero Alpha Group who provided

thoughtful technical review, editing and perspective regarding this position paper.
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‘Fiduciary’ Matters:

AN INDUSTRY IN CONFLICT AND CONFUSION

ou may have heard the term “fiduciary” as it relates to
investment services. In fact, it’s one of the hottest new
buzz words in the investment industry. Even though many
have heard the term, few can actually define it. Not surprisingly,
most investment professionals do not understand the role and

responsibilities of a “fiduciary.”

The importance of fiduciary responsibility has come into the
spotlight in recent years because of the rise of corporate malfeasance.
The public and regulators reeled from the Enron and WorldCom
debacles—the two largest cases of corporate fraud in history.
Unethical, illegal, and misleading practices by large brokerage
firms, banks, and mutual fund companies have been prevalent.
Prominent investment firms have paid multi-million dollar fines
to settle charges of unethical trading, sales and other questionable
practices. Recently, CEOs and executives of major corporations—
including those of prominent investment firms—have been tried
and convicted for various illegal activities that hurt shareholders and

investors.

This creates a difficult situation for you, the investor. What should
you do? How do you know who to trust? What is the rea/ definition
of a fiduciary, and how do you recognize a fiduciary when you see
one? Said differently, is your financial advisor consistently and
properly fulfilling his or her duties to your benefit? In a true
fiduciary relationship you are legally supposed to be able to vest
the utmost faith and confidence in the fiduciary. In fact, the very
nature of such a relationship is conceived of as one in which the
beneficiary is relieved of the need to oversee the conduct of the
fiduciary. Do you benefit from such a relationship with your

financial advisor?

This paper will help you answer these questions. As an informed
investor, you can intelligently assess the quality of the advice you

receive. This document will help you understand what it means to

be a fiduciary, explain the components of fiduciary advice, elaborate
on the causes of investment industry conflict and confusion, and

propose specific ways to recognize a true fiduciary advisor.

Section I examines the concept of a “fiduciary” and explains why the
term has risen to important prominence in recent years. We look at
professional behavior—and misbehavior. The term “fiduciary” is
formally defined, as is the professional’s fiduciary role in investment
management. Finally, this section de-constructs the fiduciary’s job,
giving you a yardstick with which to measure anyone who claims to

act in a fiduciary capacity.

Section II lays out, in a clear and concise format, the critical steps
necessary to engage someone to act in a fiduciary capacity. It reviews
investment service models and marketing materials. It discusses
interviewing potential advisors. Finally, it lists the supporting

evidence you need to make an objective hiring decision.

Section III reviews Zero Alpha Groups (ZAG’) proprietary
Fiduciary First™ standards. It also highlights the Standards for
Fiduciary Conduct and briefly describes the ZAG Integrative Wealth

Management system, and how it incorporates fiduciary standards.

Section IV discusses the benefits for investors when employing
professionals who subscribe to strict fiduciary standards. It reviews
the attributes of advisors who use core investment principles and
philosophies to deliver maximum value and controlled risk. It
underscores the implications of using—or not using—a professional

fiduciary advisor.

Finally, we pledge to you a level of service that is based on integrity
and fiduciary responsibility. The primary goal of this paper is
to clarify and highlight the importance of engaging a financial
advisor who embraces the legal and moral responsibilities of a

prudent and trusted fiduciary.



What is a Fiduciary?

(SECTION I)

What caused the concept of a “fiduciary” to be developed? The word
“fiduciary” is used as both a noun and an adjective. Under English
common law, the word fiduciary has been used as a noun since the
Middle Ages to describe a person who is placed in a position of
great trust. Typically it referred to someone involved in the use of
trusts or the conveyance of property. When used as an adjective, the
word fiduciary is used to characterize a relationship of good faith,
loyalty, and trust. The word itself originally comes from the Latin
word frdes, meaning faith, and fiducia, meaning trust, confidence.
A more detailed history of the origins of fiduciary responsibility is

contained in Appendix A.

In practical terms, a fiduciary relationship represents the highest
standard of care imposed by either equity or law. A fiduciary
owes a duty of loyalty to whomever services are provided and
is expected to be above reproach in carrying out their duties.
They must not put their personal interests before their clients,
and they may not profit from their position as a fiduciary
without the consent of the person to whom they have pledged
their fiduciary duties. The table to the right illustrates several

modern definitions of “fiduciary.”

Why is this important now? Over the past few years, investment
firms in positions of trust have paid substantial fines, and in some
cases been indicted on felony charges arising from conduct that
involved various forms of fiduciary breach and/or outright illegal
activity. Whether these transgressions arose as a result of simple
oversight or flagrant disregard of their responsibilities, well-known
investment firms, brokerage firms, and mutual fund companies
have paid fines up to hundreds of millions of dollars. They further
agreed to change their practices relating to the illegal activity and
breaches. Such breaches were directed towards specific individuals,

or in many cases, the investing public at large.’

Sadly, investors continue to be misled by the influence and past
reputation of some of these firms. In fact, many firms who have
agreed to pay large fines may now be attempting to salvage their
reputations and reform their ways only in reaction to “being
caught” and “being forced” by regulatory authorities to reimburse
injured investors.? This makes it difficult for investors to know

how genuine the “reform” is or how long it will last.

You should be skeptical of fiduciary inferences from long-
established firms whose compensation models have resulted in
biased recommendations. You should also be wary of any advisor
who is unwilling to clarify his or her fiduciary status, or who
displays a reluctance to disclose how their processes fulfill
their fiduciary responsibility. And, why wouldn’t an investment
provider’s interests be aligned with yours? Almost every case of

conflict is based on compensation.

Figure 1 compares the roles of fiduciary advisors to other investment
providers, while Figure 2 illustrates various compensation

methods.

In reaction to the breaches of trust, organizations such as NAPFA
(National Association of Personal Financial Advisors), the FPA
(Financial Planning Association), and the Center for Fiduciary
Studies’ now provide standards which can help you select an advisor
to serve you as a fiduciary. Following these guidelines will allow
you to distinguish between true fiduciary advisors and salespeople
posing as fiduciaries. As discussed in the following pages, there are
substantial benefits to working with a fiduciary advisor employing a

prudent and well-documented investment process.



Fiduciary Defined:

Fiduciary: 7. A person who stands in a special relationship of trust, confidence or responsibility in his obligations to others, as
a company director or an agent of a principal.

The American Heritage Dictionary, Second College Edition, Houghton Mifflin Company, Boston, MA 1982, 1985.

Fiduciary: A person who is responsible for managing the assets of another person and stands in a special relationship of trust,
confidence, and/or legal responsibility.
The Center for Fiduciary Studies’.

Fiduciary Duty: Any action, performance, task, or observance owed by a person in an official or implied fiduciary capacity.

Fiduciary Relationship: A relationship in which one person is under a duty to act for the benefit of another on matters within
the scope of the relationship.
Blacks Law Dictionary, Eighth Edition, West Group, a Thomson Business, St. Paul, MN, 2004.

Comparison of Fiduciary Advisors to

Other Non-Fiduciary Investment Providers Figure 1

CHARACTERISTICS FIDUCIARY ADVISORS NON-FIDUCIARY INVESTMENT PROVIDERS

Bank Sales Reps (Brokerage), Wirehouse and Independent Brokers,
THE PLAYERS Professional Fiduciary Advisors and Insurance Agents

SEC Registered Investment Advisor (RIA)

REGULATORY (If < $25 million, RIAs are state regulated)

Primarily Self-Regulated by NASD

FIDUCIARY Acknowledged Fiduciary Status (Statutory) Generally Limited or No Fiduciary Responsibility or Related Liability*
SERVICES Ongoing Comprehensive Financial Advice Transactional: Sell Securities, Investments, and Insurance Products

Must Only Make “Suitable” Recommendations
(unless discretionary authority assumed)

STANDARDS “Fiduciary” Standard

TRANSPARENCY Provide Full Disclosure via ADV Minimal Disclosure Requirements

COMPENSATION Typically Fee-Only for Investment Management” Commissions, 12(b)-1 and Transaction Fees

COMPETITIVE ADVANTAGE | May Provide Objective Integrative Wealth Management | Often Very Skilled at Developing Relationships and Selling Products
DISCRETION Typically Assumes Discretionary Authority Transaction-based; Typically No Discretion

FUNCTION ROLE Planners, Advisars, Consultants, and Managers Salespeople

Investment Professional’s Method of Compensation Figure 2

FINANCIAL PROFESSIONAL METHOD OF COMPENSATION ACTS AS FIDUCIARY?
BROKER Commissions Typically Not*

REGISTERED INVESTMENT ADVISOR (RIA)  Fee-only for Investing:_ASSEet-based or Project Fee as Yes
Agreed upon by the Client

FINANCIAL PLANNER Fees, Commissions, or Both Sometimes®
FINANCIAL ADVISOR Fees or Commission Sometimes
PRIVATE BANKER Fees or Commission Sometimes
INVESTMENT CONSULTANT Fees or Commissions Typically Not
WEALTH MANAGER Typically Asset-based Fee for Investing® Yes
TRUSTEE Fees and/or Proprietary Products Yes




Components of Fiduciary Advice Figure 3

Personal
Relationship

Ongoing Review Goal
& Due Diligence Centered

CLIENT-
Broad Global CENTERED Fee
Diversification OBJECTIVE Transparency

ADVICE

Prudent Independence
Process & Objectivity

Disciplined
Investment Policy

Models Describing Investment Service Delivery Figure 4

TYPE OF

COMPENSATION DESCRIPTION IMPLICATIONS FOR INVESTORS

TRADITIONAL BROKERAGE Commissions for transactions and product sales. Financially motivated to sell products leading to potentially
biased recommendations. No Fiduciary Relationship.

Increasing conflicts of interest as banks increasingly pursue

BANK Sometimes fees. Often times commissions. product sales and proprietary products. Others may provide
Fiduciary Advice.

INSURANCE AGENTS Typically commissions for insurance and investment Products often sold based on commission rates. This often leads to
product sales. conflicts of interest.” Typically no Fiduciary Relationship.

FEE-BASED - - As the tendency of this group is to focus on asset gathering,
(HYBRID BROKERAGE) Comtaedan b S e 2, there is typically no Fiduciary Relationship.

Fee-only for investment advice.
Absolutely no commissions on investment product sales. | Completely objective. Delivers impartial Fiduciary Advice.
Transparent costs.




What is Expected of a Fiduciary?

he formal definitions (on page five) describe a fiduciary as
a person who stands in a special relationship of trust for
another. The SEC’s Office of Compliance Inspections
and Examinations further identifies five responsibilities of

fiduciaries:”

to put clients’ interests first;
to act with utmost good faith;
to provide full and fair disclosure of all material facts;

not to mislead clients; and
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to expose all conflicts of interest to clients.

The first duty of a fiduciary is to put the investor’s interests first.
Thus, fiduciaries have a goal of adding value to you through
objective, expert counsel. Along that line, every advisor claiming
to be a fiduciary typically provides a written statement reflecting
his or her fiduciary status and explains what this means. The basis
for their advice should be clear and easy to understand. Registered
Investment Advisors (“RIAs”) are legally bound to a fiduciary
standard and are governed by state law and the federal Investment
Advisors Act of 1940. Many RIAs assume full authority to manage

assets, but every RIA is required by law to act as a fiduciary

In contrast, a federal regulation issued by the U.S. Securities and
Exchange Commission (“SEC”), called the “Broker-Dealer Rule” (also
commonly known as the “Merrill Lynch Rule”), allowed brokers and
many bank representatives to provide fee-based accounts without
serving as a fiduciary. NAPFA and the FPA opposed this exemption
because the Merrill Lynch Rule blurred the lines between brokers
and fiduciary advisors from a consumer’s perspective. In fact, the
FPA sued the SEC over this rule and won. In this landmark case,
the U.S. Court of Appeals for the DC circuit overturned the SEC
rule in early 2007. Now, brokers may no longer sell fee-based

brokerage accounts.

Prior to the now defunct Merrill Lynch Rule, most brokers were
perceived as salespeople. They executed trades and sold products.
During times when this distinction was clearer, it was easier for
investors to maintain a “caveat emptor’ mindset as they knew they
were working with salespeople. More recently, however, broker
advertisements conveyed the impression that they were in the
“advice” business while they took the legal position that any advice
given was purely “incidental” to the sale. As might be expected,
this “hair splitting” distinction was confusing to investors who
according to various surveys,” overwhelmingly did not understand

that such a distinction existed.

Certainly, brokers do provide “advice,” but only in the selection of
investments. Their duty is to make only suitable recommendations.
They are not “required” to recommend the most appropriate
Said differently, they

cannot make unsuitable recommendations they know to be

investment in any given situation.

inappropriate for you, but they have no duty to seek out the
“best” recommendation. Beware—what you and the broker
consider inappropriate may be very different. As a result,
you will have to evaluate the appropriateness of each and every
brokerage transaction or product offered to assure it meets your
needs and circumstances. Appendix B further elaborates on the

very important differences between brokers and fiduciary advisors.

Figures 3 & 4 illustrate the components of fiduciary advice and
competing investment models. When these differences are clearly
understood, most investors care very much about the fiduciary

status of the person giving them investment direction!



Critical Steps to Finding

a Fiduciary Advisor

(SECTION II)

n selecting a trusted “fiduciary” advisor, you are well served to
utilize a three-step process to assure your interests are aligned

with your advisors.

Step One - Review Information from Potential Candidates

First, you must look for qualified advisors. Compare the investment
service models described in Figure 4. Confirm that each prospective
firm’s marketing material and website clearly states they are
Registered Investment Advisors, which means they must act in a
fiduciary capacity. Review each advisor’s Form ADV Parts I and
II—the forms used to register with the SEC.® The forms disclose
the advisor’s education, business, and disciplinary history over the
past ten years. They also provide detailed information on fees,

services, and investment philosophy.

Step Two - Conduct Interviews

Personally interview all potential advisors. During this process

inquire about each firm’s:

e Investment process—how it adds value.

e Compensation model—full disclosure of all compensation is
critical.

e Team members who will be involved with your account—
how long have they been at the firm and how are they
compensated?

*  Written Investment Policy Statement (“IPS”)—it should
describe your time horizon and risk tolerance, your investment
objectives, and reasonable return expectations. Clear guidelines
for designing an appropriate asset allocation model and

selecting securities should also be documented.

Step Three - Be Aware of What You Deserve

Become familiar with the key components of fiduciary advice. This
will help you monitor whether or not your advisor truly serves you
in a fiduciary capacity. It will also help you spot potential breaches
of fiduciary duty, even if a breach is caused by mere oversight. You
should fully understand your investment relationship with your
advisor. This includes their investment philosophy, the basis of their
philosophy, and what steps they take to monitor their investment
process. Your advisor should give you a clear idea regarding how
often you will meet to review performance and the activities of the

individuals assigned to your account.

You should also have evidence supporting the advisor’s objectivity

such as:

*  No compensation tied to product sales.

*  No proprietary products.

*  Your advisor considers your personal needs as well as all relevant
financial issues.

e A broad, comprehensive focus providing advice on a variety
of financial issues to ensure objectivity in all parts of the

relationship.

Leading fiduciary advisors often base their fiduciary process on
standards such as those promulgated by 7he Center for Fiduciary
Studies’. These standards allow advisory firms to develop proprietary
systems to ensure consistent fulfillment of fiduciary duties. These
four steps are outlined in Figure 5. The action items in each step
can be used as a checklist to monitor your advisor. For more
background, Appendix C highlights legislation that influences and

substantiates the standards.



The Four-Step Process Outlined in The Center for

Fiduciary Studies’ fi360™ Program’ Figure 5

ORGANIZE FORMALIZE

MONITOR IMPLEMENT

Step 1: Organize Step 2: Formalize

A-11

A-1.2

A-13

A-14

A-16

The advisor demonstrates an awareness of fiduciary duties and
responsibilities.

Investments are managed in accordance with applicable laws,
trust documents, and written investment policy statement (IPS).
The roles and responsibilities of all involved parties (fiduciaries
and non-fiduciaries) are defined, documented, and
acknowledged.

The investment advisor is not involved in self-dealing.

Service agreements and contracts are in writing and do not
contain provisions that conflict with fiduciary standards of care.
Assets are within the jurisdiction of appropriate courts and are
protected from theft and embezzlement.

A-21
A22
A-23

An investment time horizon has been identified for each client.
Arisk level has been identified for each client.

An expected, modeled return to meet investment objectives
has been identified.

Selected asset classes are consistent with the identified risk,
return, and time horizon.

Selected asset classes are consistent with implementation and
monitoring constraints.

There is an IPS which contains the detail to define, implement,
and monitor the client’s investment strategy.

The IPS defines appropriately structured socially responsible
investment (SRI) strategies (where applicable).

A-4.1

A-42

Periodic reports compare investment performance against an
appropriate index, peer group, and IPS objectives.

Periodic reviews are made of qualitative and/or organizational
changes of investment decision-makers.

Control procedures are in place to periodically review policies
for best execution, “soft dollars,” and proxy voting.

Fees for investment management are consistent with agreements
and with all applicable laws.

“Finders’ fees” or other forms of compensation that may have
been paid for asset placement are appropriately applied,
utilized, and documented.

There is a process to periodically review the organization's
effectiveness in meeting its fiduciary responsibilities.

A-31

A-32

A-33
A-34

Each client’s investment strategy is implemented in compliance
with the required level of prudence.

The investment advisor and the advisor's fiduciary clients are
following applicable “safe harbor” provisions (when elected).
Investment vehicles are appropriate for the portfolio size.

A due diligence process is followed in selecting service
providers, including the custodian.

© Fiduciary360. £i360"" is the brand related to the three entities including: Foundation for Fiduciary Studies, Center for Fiduciary Studies and Fiduciary Analytics.

Legal substantiations of the Prudent Practices for Investment Advisors were prepared by the law firm of Reish Lufiman Reicher ¢ Coben.




ZAG Services Tied to Investment Fiduciary Standards* Figure 6

SERVICE ORGANIZE FORMALIZE IMPLEMENT MONITOR

Investment Management o o

Comprehensive Financial Planning

Visioning & Life Planning

Cash Flow Management

Philanthropic Planning

Intergenerational Wealth Transfer

Tax Planning & Analysis

Estate Planning

Risk Management

Asset Protection

Multi-generational Education

Coordination of Advisory Teams

* The above table illustrates how the various advisory services offered by ZAG firms closely integrate with the four primary steps of a prudent investment

fiduciary process as presented in Figure 5 by fi360™. The last three services are not offered by all ZAG firms.

Key Components of ZAG’s Fiduciary First™ Standards"!

Figure 7

ZAG

Investment
ZAG Planning

& Assessment
Standards

Review &
Evaluation Criteria

ZAG Written
Investment

Policy Statement

NOTE: Current version of detailed ZAG Fiduciary First™ Standards can be found at www.zeroalphagroup.com/fiduciaryfirst.pdf




