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Selection of mutual fund share classes for 
investment advisory client accounts remains 
a key focus of the Securities and Exchange 

Commission (SEC) and its Staff. In addition to 
recently establishing a self-reporting initiative for 
disclosure-based violations under the Investment 
Advisers Act of 1940 (Advisers Act), the SEC has 
brought a number of enforcement actions that focus 
on mutual fund share class selection. Although 
these cases center on the failure to adequately dis-
close conflicts of interest associated with selecting 
or recommending that advisory clients invest in a 
higher-cost share class that pays the adviser or its 
affiliates 12b-1 fees when a lower-cost share class 
is otherwise available, many of these cases also 
include a violation of the duty to seek best execu-
tion.1 The SEC’s inclusion of a best execution vio-
lation in mutual fund share class selection cases is 
a novel approach that seems to diverge from estab-
lished SEC guidance, which is limited to brokerage 
selection. Accordingly, while investment advis-
ers certainly must recommend and select mutual 
funds, like all other securities, in a manner that is 
consistent with their fiduciary duty to clients, we 
question whether best execution is the appropriate 
legal framework for evaluating share class selection 
practices.

The Recent Cases: Best Execution in 
the Context of Share Class Selection

Prior to January 2016, the SEC had character-
ized the failure to put clients in the lowest-cost share 
class as a best execution violation only on two occa-
sions, and in cases whose underlying facts did not, 
at the time, appear to have broad application to the 
industry. In the October 2013 Manarin Investment 
Counsel, Ltd. et al. (Manarin) case, the SEC found 
that the adviser, which managed three fund-of-funds 
vehicles that each principally invested in mutual 
funds, breached its fiduciary duties by causing each 
of the fund-of-funds vehicles to purchase Class A 
mutual fund share classes that paid 12b-1 fees to the 
adviser’s affiliated broker-dealer, when a lower-cost 
institutional share class of the same mutual funds 
was available. The SEC next found a violation of the 
duty to seek best execution in connection with an 
adviser’s share class selection practices in the June 
2015 Pekin Singer Strauss Asset Management, Inc. et 
al. (Pekin Singer) case. In that case, the SEC alleged 
that the investment adviser had failed to seek best 
execution where it invested the separate accounts of 
its high net-worth clients in a more expensive share 
class of a mutual fund that the adviser itself man-
aged, even after it instituted a lower-cost share class 
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of that mutual fund that it knew was available to its 
clients.

While in retrospect the Manarin and Pekin 
Singer enforcement cases appear to be the start of 
a new trend of the SEC including best execution 
violations in certain mutual fund class selection 
cases, at the time that these cases were published, 
they were still outliers. In Manarin, the mutual fund 
investments at issue were selected and executed by 
the adviser for multiple fund-of-funds products that 
it managed, and did not relate to separately man-
aged accounts, which are the focus of the more 
recent mutual fund share class selection cases. The 
Pekin Singer case is also distinct; that case involved a 
number of alleged compliance program failures, and 
the best execution violation in Pekin Singer related 
to share class selection for separate accounts only 
with regard to a mutual fund that the adviser itself 
managed, and for which it knew lower-cost share 
classes were available. Consequently, it wasn’t until 
the more recent (2016 forward) share class selection 
cases that the SEC began to advance, with regularity, 
the theory that an adviser could breach its duty to 
seek best execution in connection with its selection 
of mutual fund share classes.

Historical Overview of the Duty of 
Best Execution

An investment adviser that has trading author-
ity over client accounts has a fiduciary duty to seek 
best execution of client transactions. However, the 
SEC’s interpretation of the duty of best execution 
has historically focused on the quantitative and 
qualitative factors that bear on an adviser’s selec-
tion of broker-dealers to execute securities trans-
actions. In this way, the SEC’s characterization in 
enforcement actions of best execution as applicable 
to mutual fund share class selection diverges from 
the prior guidance because it extends beyond bro-
ker selection to securities selection, and it suggests 
that the duty of best execution requires selection of 
a share class based on cost alone, without consider-
ation of other qualitative factors that can influence 

an investment adviser’s decision as to the appropri-
ate share class.

While SEC enforcement actions do not mention 
best execution in the context of mutual fund share 
class selection until 2013,2 the SEC’s interpretation 
of best execution and related guidance precedes that 
date by decades.3 The SEC’s most recent interpretive 
guidance on the duty to seek best execution—and 
the guidance that the SEC cites to substantiate the 
duty of best execution in its most recent share class 
selection cases—is reflected in its 1986 release inter-
preting the safe harbor for soft dollar arrangements in 
Section 28(e) of the Securities Exchange Act of 1934 
(the 1986 Release).4 In the 1986 Release, the SEC 
stated that an investment adviser’s duty to seek best 
execution requires it to “execute securities transactions 
for clients in such a manner that the client’s total cost 
or proceeds in each transaction is the most favorable 
under the circumstances.”5 This guidance has histori-
cally framed the duty to seek best execution as involv-
ing the selection of broker-dealers to execute securities 
transactions.6 As a result, the 1986 Release reminds 
advisers that in connection with placing brokerage 
(that is, “execut[ing] securities transactions”) they 
should “periodically and systemically evaluate the exe-
cution performance of broker-dealers executing their 
transactions.”7 The 1986 Release further establishes 
that the duty to seek best execution relates to broker 
selection by devoting considerable focus to incentives 
associated with the placement of securities orders with 
affiliated broker-dealers.8

SEC guidance makes clear that the amount of 
the transaction cost is not the sole determinative fac-
tor in seeking best execution.9 An investment adviser 
should consider the full range and quality of a bro-
ker-dealer’s services, including, among other things, 
execution capability, the value of research provided, 
commission rates, and responsiveness to the invest-
ment adviser.10 In this regard, the concept of best 
execution for an investment adviser always has 
included both a quantitative and a qualitative assess-
ment that takes into consideration a wide range of 
factors, including commissions. In the 1986 Release, 
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the SEC went so far as to “remind money managers 
that the determinative factor is not the lowest possible 
commission cost but whether the transaction repre-
sents the best qualitative execution for the managed 
account.”11 More recently, the SEC’s proposed inter-
pretation regarding investment adviser standards of 
conduct12 further reinforced that cost is not the sole 
factor, stating that, in the context of the duty of best 
execution, “maximizing value can encompass more 
than just minimizing cost,” and that when seeking 
best execution, an adviser should consider “the full 
range and quality of a broker’s services in placing 
brokerage,” citing to the factors enumerated in the 
1986 Release.

Reconciling the SEC’s Application 
of Best Execution to Share Class 
Selection

While we understand the SEC’s focus on mutual 
fund share class selection practices and related dis-
closure13, the SEC’s extension of best execution 
obligations to share class selection does not appear 
to have as strong of a legal basis. Indeed, there are 
a number of reasons why best execution is not the 
appropriate legal framework through which to ana-
lyze mutual fund share class selection practices. To 
the extent the SEC wishes to extend the duty of best 
execution to mutual fund share class selection prac-
tices, it would be preferable for the SEC to articulate 
this theory through the issuance of affirmative guid-
ance, rather than summarily stating that it applies in 
settled administrative proceedings.

Investment Adviser Best Execution 
Historically Refers to Broker Selection

With the exception of the settled share class 
selection enforcement actions, there is no SEC 
rule, regulation or interpretation holding that an 
investment adviser fails to satisfy its best execu-
tion obligation if it does not select the lowest-cost 
share class that is available to a client. Rather, the 
SEC takes the position that its interpretive state-
ments around the duty of best execution in the 

1986 Release extend to the obligation to select the 
lowest-cost share class available to a client. This 
approach, however, does not appear to be sup-
ported by the SEC’s own statements around the 
duty of best execution. As discussed above, the 
1986 Release focuses exclusively on the selection 
of broker-dealers, both in terms of the factors that 
lead an investment adviser to select a particular 
broker-dealer, and on the adviser’s obligation to 
“periodically and systemically evaluate the execu-
tion performance of broker-dealers executing their 
transactions.”14 Moreover, the authority to which 
the SEC cites in the 1986 Release to substantiate 
the duty to seek best execution itself relates to an 
investment adviser’s fiduciary obligations when exe-
cuting securities transactions for client accounts.15 
Significantly, where it has alleged a violation of the 
duty to seek best execution in the context of share 
class selection cases, the SEC has cited to a case 
that focuses on best execution solely in the context 
of broker selection.16 Moreover, with the exception 
of the share class selection cases at issue, the SEC’s 
enforcement actions involving best execution his-
torically relate to an investment adviser’s trading 
practices or the failure to disclose related conflicts.17

Although the SEC’s settled enforcement 
actions undoubtedly impact the behavior of mar-
ket participants, they do not have the weight of 
legal precedent associated with SEC rulemaking or 
interpretive guidance because, among other things, 
settled enforcement actions are not subject to notice 
and comment and generally do not include the legal 
reasoning or factual detail required for investment 
advisers to discern the basis for the SEC’s position. 
Further, confusion within the industry as to an 
appropriate legal standard can result to the extent 
there are differences in the interpretation or appli-
cation of the law between enforcement actions. To 
this point, the SEC appears to take the position in 
certain actions that the failure to invest clients in a 
lower-cost share class may be a per se violation of 
the adviser’s duty to seek best execution.18 However, 
in other actions with substantially similar facts, the 
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SEC more clearly states that the violation of the 
duty to seek best execution was triggered by a fail-
ure to disclose that “best execution would not be 
sought.”19 The result is confusion as to whether an 
adviser would be violating its fiduciary duty of best 
execution whenever it invests clients in a higher-fee 
share class when a lower-cost share class is available, 
or whether that best execution violation is tied to 
the adviser’s disclosure around its share class selec-
tion practices.

In our view, the reality is actually somewhere in 
between. The application of the duty of care suggests 
that advisers should have a defined process for assess-
ing the quantitative and qualitative factors associ-
ated with selection of an appropriate share class. 
However, it is the duty of loyalty that should be driv-
ing the share class selection cases. To the extent that 
an investment in a higher-fee share class creates a 
financial incentive, that presents a conflict of interest 
that investment advisers must disclose pursuant to 
their fiduciary duty of loyalty.20 Failure to adequately 
disclose these financial conflicts should not result in 
a violation of the duty to seek best execution.

Applications of Best Execution to Share 
Class Selection Have Not Been Consistent

To complicate matters further, the SEC has not 
applied its new best execution standard in a con-
sistent manner, either in its settled enforcement 
actions regarding mutual fund share class selection, 
or in the SEC’s own Share Class Selection Disclosure 
Initiative (the Share Class Initiative).21 Subsequent 
to the Manarin case, which, as noted above, is the 
first enforcement action that suggests that best exe-
cution can apply in the share class context, settled 
enforcement actions addressing share class selection 
are inconsistent in their inclusion of best execu-
tion.22 In the Share Class Initiative, the SEC does 
not identify best execution as one of the possible 
violations of Section 206(2) that would give rise to a 
need to self-report.23 To the contrary, the SEC takes 
the position that advisers participating in the Share 
Class Initiative will not be subject to a best execution 

violation (“even where the facts would support” such 
violations).

Recent guidance from the SEC’s Office 
of Compliance Inspections and Examinations 
(OCIE) and the Staff of the Division of Investment 
Management also appear to be inconsistent with the 
connection drawn by the SEC between best execu-
tion and mutual fund share class selection. In the 
SEC’s proposed interpretation regarding invest-
ment adviser standards of conduct,24 the SEC 
directly addresses mutual fund share class selection 
in the best interest discussion.25 However, the SEC 
does not connect mutual fund share class selection 
in any respect with an adviser’s obligation to seek 
best execution, which is separately addressed in the 
release. Given the current SEC focus, we would have 
expected the SEC to discuss the broad interpretation 
of best execution reflected in many of the mutual 
fund share class cases. Instead, the SEC refers to the 
1986 Release and discusses best execution exclusively 
in relation to trade execution “where the adviser has 
the responsibility to select broker-dealers to execute 
client trades.” Significantly, this guidance was pub-
lished subsequent to most of the share class selection 
enforcement actions that implicated best execution 
to date, including the suite of settled actions released 
on April 6, 2018.26

Further, OCIE has issued a July 2018 risk alert 
(2018 Risk Alert) on compliance issues for invest-
ment advisers related to best execution that does not 
contain any reference to mutual fund share class selec-
tion, notwithstanding the fact that OCIE routinely 
raised mutual fund share class selection in many of 
the examinations conducted during the time period 
from which its observations were based.27 The 2018 
Risk Alert identifies the failure to evaluate qualitative 
factors as one of the common compliance deficien-
cies OCIE identified, but significantly, those quali-
tative factors are referenced only in the context of 
broker selection and further support the proposition 
that cost is not a determinative factor when assess-
ing execution quality. OCIE had previously issued 
a risk alert in connection with its 2016 Share Class 



VOL. 26, NO. 2  •  FEBRUARY 2019 5

Copyright © 2019 by CCH Incorporated. All Rights Reserved.

Initiative (2016 Risk Alert) that references the duty 
of best execution; however, the 2016 Risk Alert only 
stated that OCIE would examine whether advisers 
are “seeking best execution when recommending 
or selecting mutual fund” investments, and did not 
explain or otherwise cite to authority for why the 
duty to seek best execution implicates mutual fund 
share class selection.28

Best Execution Is Not Necessary for an 
Advisers Act Section 206(2) Violation

The SEC’s enforcement actions involving 
mutual fund share class selection, including the stan-
dardized settlement terms for advisers that partici-
pate in the Share Class Initiative, generally allege a 
violation of the antifraud provisions of Advisers Act 
Section 206(2) in connection with the adequacy of 
an adviser’s disclosure around its practices for share 
class selection.29 Section 206(2) is also the statutory 
violation applied by the SEC to best execution alle-
gations, both in the subset of share class selection 
cases that include a best execution component and in 
enforcement actions more generally.30 In this regard, 
the inclusion of a best execution violation in mutual 
fund share class selection cases is not necessary to 
support a violation of Advisers Act Section 206(2). 
Advisers that are agreeing to a settled enforcement 
action in connection with their disclosure around 
mutual fund share class selection will have already 
agreed to a Section 206(2) violation. Separating a 
best execution violation from these actions there-
fore does not appear to alter the legal basis for the 
action or otherwise impact the outcome (including 
an order of disgorgement) obtained by the SEC.

Investment in Higher-Fee Share Classes 
May Be Warranted

While we are not suggesting that best execution 
should apply to mutual fund share class selection, 
if it were to apply, the SEC should permit advis-
ers to make a reasonable assessment of both quan-
titative and qualitative factors, and not cost alone. 
Certainly, an assessment of the costs associated with 

an investment recommendation is an important 
component of an investment adviser’s fiduciary duty. 
However, it would be inconsistent with long-stand-
ing principles of best execution to require invest-
ment advisers to ensure that clients are invested in 
the lowest-cost share class, to the exclusion of any 
other considerations as to why a different share class 
may be appropriate under the circumstances. Cost 
alone is not determinative, and the position that an 
investment adviser de facto violates the duty of best 
execution by not investing clients in the lowest-cost 
share class available does not take into account a 
number of valid reasons for why an adviser could 
determine that it is reasonable, or even preferable, 
for a client to invest in a higher-fee share class, even 
where a lower-cost share class is available. These con-
siderations include:

■■ Whether lower-cost share class was available 
through the fund company at the time the shares 
were purchased;

■■ Whether the client or the adviser would have 
been eligible to qualify for the lower-cost share 
class;

■■ Whether the lower-cost share class was avail-
able on the broker-dealer platforms used by the 
adviser at the time the shares were purchased for 
the client’s account;

■■ Whether there were other client objectives in 
holding shares of a particular share class (for 
example, portability, time horizon, or antici-
pated holding period);

■■ Whether clients who purchased shares of the 
lower-cost share classes would have been subject 
to transaction charges;

■■ Whether operational considerations affected the 
availability of lower-cost share classes;

■■ Whether the investment advisory fee applicable 
to the client’s account was reduced to take into 
consideration the receipt of 12b-1 fees associ-
ated with the higher-cost share class; and

■■ Whether the mutual fund would support a tax-
free exchange, or whether the client would incur 
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negative tax consequences in connection with 
a conversion from the higher-cost share class 
shares.

These considerations could be viewed as a paral-
lel to the qualitative factors that investment advis-
ers have the ability to consider when selecting and 
evaluating broker-dealers, yet they have often been 
minimized or dismissed in the context of the share 
class selection cases.

Conclusion
Investment advisers must act consistent with 

their fiduciary responsibilities when managing cli-
ent accounts, which includes the recommendation 
or selection of appropriate mutual fund share classes 
and disclosure of related conflicts of interest. In this 
regard, advisers should establish appropriate poli-
cies and procedures around share class selection and 
thoroughly disclose to clients any financial conflicts 
of interest. However, the SEC’s application of best 
execution to share class selection cases, and its own 
interpretive guidance, provide more questions than 
answers for why best execution is an appropriate or 
necessary component of the analysis. It is therefore 
our view that the SEC should continue to evaluate 
share class selection practices based on disclosure 
and the adoption of appropriate policies and pro-
cedures, and not through the lens of best execution.
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