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The Status of Broker-Dealers Engaged in Investment Advisory Functions:  
Muddy Waters Slowly Clearing 

 

I. Scope of Outline and Introduction 

A. When Congress enacted comprehensive laws governing the activities of broker-
dealers and investment advisers in the 1930’s, these two professions were largely 
separate and distinct.  With the advent of integrated financial services that began in 
earnest during the 1990’s, broker-dealers’ services evolved and migrated into a broader 
range of functions, including investment advice and financial planning.   

B. Ultimately, this modern transformation of broker-dealer roles provoked challenges to 
the template of traditional regulation.  An uncertain landscape has witnessed intricate 
Securities and Exchange Commission (SEC) interpretations, extensive rulemaking, and 
finally, litigation.   

C. Collectively, these developments will redefine new boundaries and responsibilities 
for broker-dealers.  Moreover, the SEC has coextensively commissioned a broad 
evaluation of the different functions and consumer protections governing broker-dealers 
and investment advisers to determine whether a new blended pattern of regulation may be 
more appropriate.  The final outcome will have profound implications for investors, 
regulators, broker-dealers and investment advisers that will shape succeeding generations 
of each. 

D. In 2005, the SEC had adopted Rule 202(a)(11)-1 addressing the application of the 
Investment Advisers Act of 1940 to broker-dealers offering certain types of brokerage 
services.   

1. Under the rule, a broker-dealer providing investment advice that is solely 
incidental to its brokerage services was excluded from the Advisers Act if it 
charged an asset-based fee for its services, provided it made disclosures about the 
nature of its services.  

E. The Financial Planning Association (FPA) subsequently filed suit contesting the 
validity of this rule, and on March 30, 2007, the U.S. Court of Appeals for the District of 
Columbia Circuit ruled in favor of the FPA. See Financial Planning Ass’n v. SEC, 482 
F.3d 481 (D.C. Cir. 2007).   

1. The court found, through statutory interpretation, that the SEC had exceeded 
its authority in promulgating the final rule.  

2. The resolution of this case may only be the beginning of an ongoing 
regulatory evolution addressing those in a function-blended financial services 
industry.  With continued blurring of functions, the courts may find less 
ambiguity in the Congressional delegation of certain rulemaking authority to the 
SEC in the future. 

F. As a postscript to the U.S. Court of Appeals decision, on September 24, 2007, the 
SEC issued a proposed interpretive rule that would reinstate three interpretive positions 
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of the rule vacated by the court. See Investment Advisers Act Rel. No. 2652 (Sept. 24. 
2007). The SEC’s proposal is discussed further below. 

G. In March 2008, the RAND Corporation issued a report on its SEC commissioned 
study of investment advisers and broker-dealers in the contemporary marketplace that the 
SEC will use in developing new administrative positions on the appropriate distinctions 
between broker-dealers and investment advisers in evolving and overlapping services and 
functions.  

H. This outline will provide a discussion of the legislative, regulatory and judicial 
background to these developments, and will evaluate the status of other interrelated 
regulatory developments that could shape the future status of broker-dealers engaged in 
providing investment advisory services either independently or as an adjunct to 
traditional securities functions.  

 

II. The Investment Advisers Act of 1940: Broad Statutory and Interpretive Scope 
 

A. Statutory: Section 202(a) (11) of the Investment Advisers Act of 1940 (the “Advisers 
Act”) defines the term “investment adviser” to mean: 

 
. . . 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 .... 

 
B. Interpretive: Investment Advisers Act Rel. No. 1092 (October 8, 1987), 56, 156E 
Fed. Sec. L. Rep. (CCH) “Applicability of Investment Advisers Act to Financial 
Planners, Pension Consultants, and other Persons Who provide Investment Advisory 
Services as an Integral Component of other Financially Related Services.” 

 
1. Specific facts and circumstances of financial planner’s activities must be 
evaluated to determine status. 

 
2. Three principal considerations in triggering investment adviser definition: 

 
a) Does individual provide advice or issue reports or analyses regarding 
securities? 

 
b) Is individual in the business of providing such services? 

 
c) Are services provided for compensation? 

 
3. The three part test in greater detail 

 
a. Advice or analyses concerning securities: 

 
(1) In the view of the SEC, individuals providing advice or 

issuing analyses which concern securities, but which do 
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not relate to specific securities, would generally be 
investment advisers pursuant to Section 202(a) (11), 
assuming the services are performed for compensation as 
part of a business.  IAA Rel. No. 770. 

 
(2) Investment adviser definition includes advice evaluating 

the relative advantages and disadvantages of investing in 
securities in general, as compared to other investment 
media. 

 
(3) Advice provided in connection with a financial plan 

comparing the desirability of investing in securities in 
relation to coins, stamps or direct commodity ownership 
would constitute investment advice. 

 
(4) Individual advising employee benefit plans on merits of 

investing in securities, as opposed to, or in addition to 
insurance products, real estate or other funding media, 
would be “advising” within Section 202(a) (11) 
definition. 

 
(5) Significantly, however, individuals providing advice or 

analyses concerning securities generally may, 
nonetheless, not be “in the business” of providing these 
services, and consequently will not be considered 
investment advisers under Section 202(a) (11). 

 
b. The “business” standard. 

 
(1) In the SEC’s view, a person who provides financial 

services including investment advice for compensation is 
in the business of providing investment advice under 
Section 202(a) (11), unless (A) the advice is solely 
incidental to a non-investment advisory business of a 
person, (B) is non-specific, and (C) is not rewarded by 
special compensation for such advice.  IAA Rel. No. 
1092. 

 
(2) Financial planners are considered to be in the business of 

providing investment advice if held out as investment 
advisers or as persons providing investment advice. 

 
(3) Individuals not regarded as being in the business of 

giving investment advice if as part of financial services 
the advisability of investing in securities is presented in 
general terms in the context of a discussion of economic 
matters or the role of securities investments in a client’s 
overall financial plan.  See, e.g., Donald F. Pooley (avail. 
Feb. 8, 1985) 
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(4) Planner is in the business of providing investment 
advice, if on anything other than “rare and isolated 
circumstances” the advisability of investing in securities 
or specific categories of securities (bonds, mutual funds, 
and technology stocks) are discussed or analyzed.  See, 
e.g., Linda Arnold (avail Aug. 23, 1984) (life, health and 
annuities agent recommended general investment 
strategy suitable to client needs, but restricted advice to 
general recommendation to acquire growth stocks or 
growth stock funds when client sought tax favored 
financial objective). 

 
(5) The SEC considers the providing of market timing 

services to constitute the business of investment advice.  
See, e.g., Suzanne Clark-James (avail. Aug. 30, 1984). 

 
(6) Financial planners considered in the business of giving 

investment advice if they obtain any “special 
compensation” therefore or receive any direct or indirect 
remuneration in connection with client’s purchase or sale 
of securities. 

 
c. Compensation 

 
(1) Receipt of any economic benefit, whether in the form of 

an advisory fee, some other fee related to total services 
rendered, commissions, or a combination of these, 
satisfies the compensation element. 

 
(2) It is not necessary that adviser’s compensation be paid 

directly by the individual obtaining financial services, 
but only that the adviser receive some source for his 
services, such as a sharing in brokerage commissions or 
finders fees.  See, e.g., Warren H. Livingston (avail. 
Mar. 8, 1980). 

 
(3) Entity providing variety of services, including 

investment advice, and obtains single fee or commission 
upon sale of insurance products or investments, would 
be providing advisory services “for compensation” 
within the meaning of Section 202(a)(11).  See, e.g., 
Jacobs, Willmore, Inc. (Avail. Aug. 20, 1984) 
(registered representative providing financial plan 
without fee but receiving compensation indirectly 
through commission on sale of insurance and mutual 
funds); St. Louis Financial Planners, Inc. (Avail. Mar. 
19, 1984) (commissions on securities sales constitute 
compensation in free, non-obligatory financial analysis 
designed to stimulate prospective clients). 
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d. Application of three part test to 401(k) Plan marketing and 
enrollment personnel of life insurers. 

 
(1) In a no-action letter issued to MII Life Inc. (publicly 

available May 1, 1986), life company personnel 
communicating “generalized information regarding a 
401(k) plan and its investment options” were deemed to 
trigger the definition of investment adviser under the 
Investment Advisers Act of 1940. 

 
(2) According to the interpretive request, the 401(k) plan in 

questions would provide “two investment options”: a 
universal life insurance contract and a guaranteed 
income fund.  The letter further indicates that the plan 
sponsor intends to add a third option offering shares in a 
no-load mutual fund. 

 
(3) The requestor stated that enrollment personnel “would 

not offer any individualized investment advice to any 
employer or its employees as to which investment option 
is best suited for the employer’s or its employees’ 
individual needs.  The necessary description of the 
investment options provided in the written materials 
being prepared by the [requestor] for distribution to the 
employers and their employees is designed to provide 
simply a generalized description of the investment 
options under the 401(k) plan and no effort will be made 
to give individualized investment advice regarding the 
appropriateness of any one of the investment options 
over any other investment option.”  The requestor 
asserted that “in marketing the 401(k) the [requestor] 
plan will not be providing specific investment advice as 
its description of the investment options is extremely 
general in nature as required to simply explain the 
401(k) plan and its operations.”  The general description 
of the investment options being provided to the 
employers and employees is solely incidental to the 
primary business of providing employees with a 
description of what the 401(k) plan is and how it 
operates.” 

 
(4) The SEC determined that the requestor’s agents would 

trigger the definition of investment adviser in Section 
202(a)(11) of the Advisers Act because they would be 
advising the employers and employees as to the value of 
securities, or would be issuing analyses or reports 
concerning securities by selecting investment options for 
the plan, and by recommending participation in the plans 
by employees.  Further, the SEC noted that certain 
marking materials offered relative comparisons between 
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different types of securities. 
 

(a) The SEC emphasized “the fact that [the 
requestor] or its agents will not make an effort to 
give individualized investment advice regarding 
the appropriateness of any of the investment 
options over any other investment options does 
not, in our view, mean that they are not giving 
advice about securities for purposes of Section 
202(a)(11).” 

 
(b) The SEC also determined that because providing 

investment advice was central to the marketing 
of the plans, and because the requestor and its 
agents will receive a fee for their investment 
advice, “the elements of ‘business’ and 
‘compensation’ in the definition of an 
investment adviser are met.” 

 
(c) The letter further indicated that the requestor and 

its agents would trigger Section 202(a) (11)’s 
definition of “investment adviser” because they 
would be advising employers and their 
employees as to the value of securities or would 
be issuing analyses or reports concerning 
securities by selecting investment options for the 
Plans (which options include a guaranteed 
income fund and a specific no-load mutual 
fund), and by recommending participation in the 
Plans by employees (participation interests in 
the Plans being themselves securities).” 

 
(5) The Division of Market Regulation determined that it 

would not recommend enforcement action if MII Life 
and its agents did not register as broker-dealers under 
section 15(a) of the Securities Exchange Act of 1934 in 
connection with the 401(k) Plan. 

 
(a) Query whether the requestor could have relied 

upon the broker-dealer exclusion from the 
definition of investment adviser as unregistered 
broker-dealers in light of the no-action position 
on broker-dealer registration. 

 
i) The legislative history concerning the 

§202(a)(11)(C) exclusion does not 
distinguish between registered and 
unregistered broker-dealers. 

 
ii) The definitions of broker and dealer in 
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§202(a)(3) and (7), respectively, do not 
refer to “registered” broker-dealers.  
Rather, functional definitions are 
presented, which parallel the definitions 
in the Exchange Act. 

 
iii) This line of analysis would only survive 

if the 401(k) activities were solely 
incidental to the conduct of the broker-
dealer’s business, and where no “special 
compensation” was received.  
Moreover, while the legislative history 
is sparse, the broker-dealer exception 
was established by Congress with 
knowledge of the comprehensive 
scheme of regulation confronting 
registered broker-dealers. 

 
C. Exceptions to Investment Adviser Definition  

 
Section 202(a)(11) provides that the definition of investment adviser does not 
include: 

 
1. a bank, or any bank holding company as defined in the Bank Holding 

Company Act of 1956, which is not an investment company; 
 

2. Any lawyer, accountant, engineer, or teacher whose performance of such 
[advisory] services is solely incidental to the practice of his profession; 

 
3. any broker or dealer whose performance of such [advisory] services is 

solely incidental to the conduct of his business as a broker or dealer and 
who receives no special compensation therefor; 

 
4. the publisher of any bona fide newspaper, news magazine or business or 

financial publication of general and regular circulation; 
 

5. any person whose advice, analyses, or reports relate to no securities other 
than securities which are direct obligations of or obligations guaranteed 
as to principal or interest by the United States, or securities issued or 
guaranteed by corporations in which the United States has a direct or 
indirect interest which shall be designated by the Secretary of the 
Treasury, pursuant to Section 3(a)(12) of the Securities Exchange Act of 
1934, as exempted securities for the purposes of that Act. 

 
Section 202(a) (11) (G) excepts from the definition of investment adviser “such 
other persons not within the intent of this paragraph, as the Commission may 
designate by rules and regulations or order.” 

 
D. Broker-dealer Exemption 
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1. The Broker-dealer exemption in Section 202(a)(11)(C) must be carefully 
evaluated regarding financial planners who are registered representatives 
of a broker-dealer. 

 
2. Threshold question: is financial planner/registered rep (“FP/RR”) 

providing advice in its capacity as a registered representative of the 
broker-dealer with whom it is employed?  If not, it cannot rely on the 
broker-dealer exemption. 

 
3. Assuming FP/RR acts on behalf of the broker-dealer with whom it is 

employed, if the FP/RR (or its firm) makes an explicit charge for 
investment advice, it is obtaining “special compensation” and cannot rely 
on the exception.  See, e.g., Rooney and Co. (avail. Apr. 3, 1985) 
(financial planning department of broker-dealer staffed by chartered 
financial planner charged specific fee for planning service). 

 
4. When do brokerage commissions constitute “special compensation” for 

FP/RR? 
 

a. Commission in and of itself, is not special compensation.  See 
Investment Advisers Act Rel. No. 626 (Apr. 27, 1978) ¶56,156C 
Fed. Sec. L. Rep. (CCH) (discussing the applicability of the 
Advisers Act to broker-dealers after the elimination of fixed 
commission rates on securities transactions); see also, 
Investment Advisers Act Rel. No. 640 (Oct. 5, 1978) ¶56, 156D 
Fed. Sec. L. Rep. (CCH) (SEC General counsel’s views on the 
meaning of “special compensation” in various circumstances in 
which a broker-dealer provided advice solely incidental to the 
conduct of its business as such) 

 
b. Where a “portion” of total brokerage commissions may be 

viewed as compensation to a FP/RR for its investment advice, 
“special compensation” exists only where the commission 
includes a clearly definable charge for investment advice or a 
“non-segregated charge.”  See American Capital Financial 
Services, Inc. (avail. Apr. 29, 1985). 

 
(1) This position reflects the SEC’s view that a client who 

perceives he is paying a specific charge for investment 
advice is entitled to the protection of the Advisers Act.  
Id. 

 
(2) SEC finds essential distinction determining whether a 

commission includes special compensation is whether 
the FP/RR is being specifically compensated for 
investment advice itself or for brokerage or other 
services to which the advice is “merely incidental.”  Id. 

 
(3) Status of FP/RR commission is inherently factual 

determination that is not subject to rules of general 
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application.  Interpretive position in American Capital 
Financial Services, Inc., (avail. Apr. 29, 1985), however, 
provides the following general illustrations of the staff’s 
approach in determining whether a specific situation 
involves “special compensation:” 

 
(a) If the same commission is charged for executing 

any client transactions, regardless of whether a 
particular client also receives financial planning 
advice, the FP/RR is not receiving special 
compensation. 

 
(b) If two general commission schedules are in 

effect, either formally or informally, the lower 
without investment advice and the higher with 
investment advice, and the difference is 
primarily attributable to this factor, then the 
FP/RR is receiving special compensation. 

 
(c) It is not necessary to look outside the 

commission structure of an FP/RR’s broker-
dealer employer to determine whether the 
FP/RR is receiving special compensation.  For 
example, simply because an FP/RR at a “full 
service” firm receives higher commissions than 
an FP/RR employed by a “discount” brokerage 
firm, the additional amount of the former’s 
commissions is not necessarily special 
compensation. 

 
(d) The fact that an FP/RR may negotiate different 

commissions with its clients for similar 
transactions does not mean that the difference 
must be viewed as special compensation, 
provided the discrimination follows a clear and 
consistent policy which is not related to the 
rendition of investment advice. 

 
(4) According to the SEC, the qualifying term “special” in 

the broker-dealer exemption clearly definable charge for 
investment advice, regardless of whether the charge is 
separate from or included within commissions.  Without 
this interpretation, a FP/RR could circumvent Congress’ 
intent to exclude from the Advisers Act only a broker-
dealer receiving bona fide commissions, by merely 
incorporating an advisory charge into Commissions.  
American Capital Financial Services, Inc. 

 
(5) A FP/RR advising clients outside the scope of its 

employment as a registered representative cannot qualify 
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for the broker-dealer exception.  See Southmark 
Financial Services (avail. Aug. 23, 1974). 

 
(6) American Capital letter reveals that had the Southmark 

FP/RR instead been providing investment advice in its 
capacity as a registered rep, its commissions would not 
have required it to register as an adviser, unless the 
commissions included a non-segregated charged. 

 
(a) Involvement of broker-dealer in FP/RR activities 

critical to 202(a) (11) (C) exception. 
 

E. Antifraud and Conflict of Interest Considerations for Financial Planners 
 

1. Section 206(1) and (2) of the Advisers Act make it unlawful for an 
investment adviser, directly or indirectly, to “employ any device, 
scheme, or artifice to defraud any client or prospective client” or to 
“engage in any transaction, practice, or course of business which 
operates as a fraud or deceit upon any client or prospective client.” 

 
2. In SEC v. Capital Gains Research Bureau, 375 U.S. 180, 194 (1963), the 

Supreme Court construed an investment adviser as a fiduciary owing 
clients “an affirmative duty of utmost good faith, and full and fair 
disclosure of all material facts.”  Further, the court found a “failure to 
disclose material facts must be deemed fraud or deceit within its intended 
meaning, for . . . the darkness and ignorance of commercial secrecy are 
the conditions under which predatory practices best thrive.”  Id. at 200. 

 
3. Financial Planners triggering investment adviser definition have a duty to 

avoid fraudulent conduct which includes disclosing material facts to 
clients whenever the failure to do so would defraud or deceive clients. 

 
4. Disclosure of situations involving conflicts of interest or potential 

conflicts of interest with a client is significant in financial planning 
activities. 

 
5. Examples of typical situations involving conflicts of interest within the 

investment adviser’s duty to disclose. 
 

a. Investment adviser providing financial planning services outside 
the scope of his employment as a registered representative of a 
broker-dealer must disclose that the advisory services are 
independent from the employment with the broker-dealer.  See, 
e.g., Rocky Mountain Financial Planning, Inc. (avail. Mar. 28, 
1983); David P. Atkinson (avail. Aug. 1, 1977). 

 
b. Financial Planner is restricted to recommending a limited 

universe of products to implement the financial plan by virtue of 
employment agreement with insurance company or broker-
dealer, or because financial planner lacks particular NASD 
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qualification in order to share in commissions upon execution.  
See, e.g., George E. Bates (avail. Mar. 26, 1979). 

 
c. Investment adviser should inform client that execution of the 

plan can be accomplished through a broker-dealer other than the 
financial planner or its affiliated broker-dealer.  See, e.g., Don P. 
Matheson (avail. Sept. 1, 1976); Don P. Matheson (avail. May 
24, 1979) (evaluates conflicts of interest in adviser’s “letter of 
agreement”). 

 
d. Financial Planner should fully disclose nature and extent of the 

planner’s interest in any recommendations, including any 
compensation that would be received on execution of the plan 
such as commissions or finders fees.  See, e.g. Rocky Mountain 
Financial Planning, Inc. (avail. Mar. 28, 1983). 

 
e. “An investment adviser must not effect transactions in which he 

has a personal interest in a manner that could result in preferring 
his own interest to that of his advisory clients.”  Kidder, Peabody 
& Co., 43 S.E.C. 911, 916 (1968).  Example could occur when 
financial planner recommends purchase of real estate limited 
partnership in which planner is also involved in syndication or 
distribution. 

 
f. Investment adviser must disclose if adviser’s personal securities 

transactions are inconsistent with the advice given to clients.  In 
the Matter of Dow Theory Letters, Investment Advisers Act.  
Rel. No. 571 (Feb. 22, 1977), 11 SEC Docket No. 13 (Mar. 8, 
1977). 

 
g. Investment adviser who structures his personal securities 

transactions to trade on the market impact caused by his 
recommendations must fully disclose these practices to clients.  
SEC v. Capital Gains Research Bureau, 375 U.S. 180, 197 
(1963). 

 
h. Investment adviser should disclose compensation received from 

the issuer of a security recommended.  Investment Advisers Act 
Rel. No. 701 (Sept. 17, 1979) 18 SEC Docket No. 10 (Oct. 2, 
1979). 

 
i. Section 206(3) of the Advisers Act generally makes it unlawful 

for an investment adviser acting as principal for his own account 
knowingly to sell any security to or purchase any security from a 
client, or, acting as broker for a person other than such client, 
knowingly to effect any sale or purchase of any security for the 
account of such client, without disclosing to such client in 
writing before the completion of such transaction the capacity in 
which he is acting and obtain the consent of the client to such 
transaction.  The responsibilities of an investment adviser 
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dealing with a client as principal or as agent for another person 
are discussed in Advisers Act Release Nos. 40 and 470 
(February 5, 1945 and August 20, 1975 respectively). 

 

III. Rule 202(a)(11)-1: A Long Regulatory Saga Overturned by the Courts1 

A. On April 12, 2005, the SEC adopted Rule 202(a)(11)-1 under the Advisers Act.  

1. Under this rule, a broker-dealer providing advice that is solely incidental to 
its brokerage services is excluded from the Advisers Act even if it charges an 
asset-based or fixed fee rather than a commission, markup or mark-down, so long 
as it makes certain disclosures about the nature of its services.2   

2. The rule also provided guidance regarding when a broker-dealer is providing 
advice that is not solely incidental to the conduct of its business.   

3. The rule specified that broker-dealers offering discount brokerage services 
for reduced commission rates also may offer full service brokerage without 
triggering the application of the Advisers Act. 

B. Prior Administrative History 

1.   The rulemaking began on November 4, 1999, as the SEC addressed whether 
broker-dealers employing fee-based and discount brokerage programs would be 
able to rely on the broker-dealer exception in the Advisers Act.3   

a) After review of these two newer programs, the SEC concluded that 
they were not fundamentally different from traditional brokerage 
services.4   

b) Under the 1999 proposal, a broker-dealer providing investment 
advice to customers would be excluded from the definition of investment 
adviser regardless of the form of compensation as long as: (i) the advice 
is on a non-discretionary basis, (ii) the advice is solely incidental to the 
brokerage services, and (iii) the broker-dealer discloses to its customers 
that their accounts are brokerage accounts.5   

c) Additionally, the SEC proposed that a broker-dealer would not be 
deemed to have received special compensation solely because the broker 

                                                 
1 This outline segment III discussing the administrative, interpretive and judicial history of Rule 
202(a)(11)-1 was developed and prepared by Shane M. Wilkerson, University of Maryland Law School (JD 
May 2008), Brown University (BA 2005), who worked in the SEC’s Enforcement Division, and the Office 
of Compliance Inspections and Examinations in Washington, DC for three summers between 2004-2006. 
2 Id. at 20454. 
3 17 Fed. Reg. 20424 (Apr. 19, 2005) at 20425. 
4 Id. at 20426. 
5 Id. These provisions of the proposed rule were designed to make application of the Advisers Act turn 
more on the nature of the services provided by the broker-dealer rather than on the form of compensation. 
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or dealer charges one customer a commission-type fee that is greater than 
or less than one it charges another customer.6   

d) Over 1700 comment letters were received in response to this initial 
proposal, and a primary issue was how “solely incidental” advisory 
services can be identified or defined.7 

(1) Comment letters in support of the rule emphasized both the 
unnecessary double-regulation which broker-dealers would face 
if the proposed rule were not in place, and the advantage such a 
rule would confer upon investors who presumably would have 
greater choice among a wider variety of services that could be 
provided.8 

(2) Those in opposition to the initial proposal posited that the 
rule would lead to greater investor confusion regarding the 
differences between an advisory service and a brokerage service, 
and that greater clarity should be provided with regards to the 
term “solely incidental” in light of the newer compensation 
packages for broker-dealers.9  

(a)  On January 14, 2005, the SEC re-proposed the rule 
with some modifications based upon the commentary 
received following the initial proposal.   

(i) On re-proposal, the SEC expanded the 
disclosure requirement such that all forms which 
govern the operation of a fee-based brokerage 
account contain a prominent statement clarifying 
that the account is a brokerage account and not 
an advisory one.10   

(a) Further, the disclosure needs to 
explain the differences between a 
brokerage and an advisory account with 
respect to the customer’s rights and the 
firm’s duties, and the broker-dealer 
would have to identify an appropriate 
person at the firm with whom the 
customer could discuss these 
differences.  

                                                 
6 Id. 
7 Id. After the close of the initial comment period, the SEC received hundreds more comment letters and 
therefore reopened the comment period for the 1999 proposal from August to September 2004. 
8 For example, discount brokerage programs, which resulted from the unbundling of traditional brokerage 
services, enhanced customer choice by offering customers who did not want or need investment advice the 
ability to trade securities at a lower commission rate. SEC Opening Brief, page 6 
9 Joel H. Framson, CPA/PFS, CFP, Chair, Personal Financial Planning Executive Committee, American 
Institute of Certified Public Accountants, September 22, 2004 
(http://www.sec.gov/rules/proposed/s72599/jhframson092204.pdf) 
10 17 Fed. Reg. 20424 (Apr. 19, 2005) at  20427. 
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(b) The SEC also provided some 
guidance on defining “solely 
incidental.” The re-proposal stated that 
investment advice would be solely 
incidental to brokerage services 
provided to an account “when those 
advisory services are in connection with 
and reasonably related to the brokerage 
services.”11  

(b) Treatment of Special Compensation Under the 
Reproposed Rule 

(i) A registered broker or dealer will not be 
deemed to be an investment adviser based solely 
on its receipt of special compensation, provided 
that: 

(a) Any investment advice provided by 
the broker or dealer with respect to 
accounts from which it receives special 
compensation is solely incidental to the 
brokerage services provided to those 
accounts (in particular, that the broker or 
dealer does not exercise investment 
discretion over the account) 

(b) Advertisements for, and contracts, 
agreements, applications and other 
forms governing, accounts for which the 
broker or dealer receives special 
compensation include a prominent 
statement that: “Your account is a 
brokerage account and not an advisory 
account. Our interests may not always 
be the same as yours. Please ask us 
questions to make sure you understand 
your rights and our obligations to you, 
including the extent of our obligations to 
disclose conflicts of interest and to act in 
your best interest. We are paid both by 
you and, sometimes, by people who 
compensate us based on what you buy. 
Therefore, our profits, and our 
salespersons’ compensation, may vary 
by product and over time.” 

(c) A broker or dealer will not be 
deemed to have received special 

                                                 
11 Id. 
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compensation solely because the broker 
or dealer charges a commission, mark-
up, mark-down, or similar fee for 
brokerage services that is greater than or 
less than it charges another customer. 

(c) Treatment of the Term Solely Incidental 

(i)  Advice that is not solely incidental to 
brokerage services includes: 

(a) Charging a separate fee, or 
separately contracts, for advisory 
services. 

(b) Provides advice as part of a 
financial plan or in connection with 
providing financial planning services 
and:  

(i) holds itself out generally to 
the public as a financial planner 
or as providing financial 
planning services; 

(ii) Delivers to the customer a 
financial plan; or  

(iii)  Represents to the customer 
that the advice is provided as 
part of a financial plan or in 
connection with financial 
planning services 

(d) Treatment of Investment Discretion in the 
Reproposal 

(i) A broker-dealer is an investment adviser 
solely with respect to those accounts for which it 
provides services or receives compensation that 
subject the broker or dealer to the Advisers Act. 
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C. The SIA No Action Letter Clarifying Rule 202(a)(11)-1 

1. The SEC’s Division of Investment Management issued a no-action letter 
responding to questions regarding the newly adopted rule.12   

a) The SIA had inquired about advertisements, financial planning and 
brokerage services, dual capacities for dually registered firms, and use of 
certain education or specialized training credentials in light of Rule 
202(a)(11)-1.  

b) The Division of Investment Management concluded the following: 

(1)  A broker-dealer holding itself out as providing advisory 
services does not by itself require registration under the Advisers 
Act.  

(2) Registration is necessary when the broker-dealer advertises 
as a financial planner and also provides investment advice as part 
of a financial plan or in connection with providing financial 
planning services. 

(a) Meaning of the Term “Financial Planning”:  

(i) A financial plan generally seeks to address a 
wide spectrum of a client’s long-term financial 
needs, and can include recommendations about 
insurance, savings, tax and estate planning, and 
investments.  

(ii) This is distinct from a financial tool that is 
used to provide guidance to a customer with 
respect to a particular transaction or an 
allocation of customer funds and securities 
based upon the long-term needs of a client. 

(b) Duties of Dual Registrants to clients 

(i)  The Advisers Act carves out an exception 
specifically designed to accommodate dually 
registered broker-dealers.  

(a) Under section 206(3), the 
limitations on principal transactions do 
not apply if the broker-
dealer/investment adviser is not acting 
in an advisory capacity with respect to a 
transaction. 

                                                 
12 Securities Industry Association No-Action Letter under Investment Advisers Act of 1940, Section 
202(a)(11)(C) and Rule 202(a)(11)-1 (December 16, 2005) 
http://www.sec.gov/divisions/investment/noaction/sia121605.htm 
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(c) Impact of Credentials on “Holding Out” Standard 

(i)  A broker-dealer listing such information, on 
a business card for example, would not be 
required to register as an investment adviser 
unless one or more of its representatives both 

(a) Provides advice as part of a 
financial plan or in connection with 
financial planning services, and  

(b)  Includes such credentials on his 
business card or letterhead. 

 

2. The FPA v. the SEC 

a) Background 

(1) When the SEC originally proposed what became Rule 
202(a)(11)-1 in 1999, the SEC’s staff had issued a no-action 
position that some felt enabled broker-dealers to proceed to grow 
their fee-based business “as if the rule were already in place.”13   

(a)  In the six years following the expression of this 
position, there was a growth to $268 billion in fee-based 
brokerage accounts, according to the SEC staff.14 

(b) On July 20, 2004, The Financial Planning 
Association (FPA) sued the SEC over the proposal and 
their no-action position, asserting that it constituted a 
violation of the Administrative Procedure Act (APA).15   

                                                 
13  Sec. Reg. & L Rep (BNA) (Oct. 16, 2006) [The FPA urged at a July 2004 briefing at the National Press 
Club that the SEC has not complied with the Administrative Procedure Act. In short, it argued, the Division 
of Investment Management effectively implemented the rule by giving brokerage firms "no-action" relief at 
the time of the proposal, saying that so long as a firm complies with the proposed exemption, the staff will 
not seek enforcement action against it for violating current rules. BNA July 26, 2004]. 
14 Id. (“Until the Commission takes final action on the proposed rule…, the Division of Investment 
Management will not recommend, based on the form of compensation received, that the Commission take 
any action against a broker-dealer for failure to treat any account over which the broker-dealer does not 
exercise investment discretion as required under the Investment Advisers Act.” 64 Fed. Reg. 61,226 (Nov. 
10, 1999).) 
15 See Diamond, FPA Challenges Substance of SEC Exemptive Rule for Brokers, Sec. & L Rep (BNA) ( 
May 2, 2005). The FPA filed suit over the proposed rule, objecting to what it called the "unorthodox 
process" used by the commission to create an expanded exemption for brokers without formally adopting a 
rule under the Administrative Procedure Act. FPA President Jim Barnash stated that, “the rule 
unfortunately continues to permit the delivery of two kinds of advisory standards: one by brokers immersed 
for nearly seven decades in a sales production environment and subject only to a fiduciary standard, the 
other by advisers in an embedded fiduciary culture." Id. 
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(c) The FPA’s lawsuit was stayed pending official SEC 
action. On April 28, 2005, following the formal adoption 
of the rule, the FPA filed a petition for review of a final 
order of the Securities and Exchange Commission in the 
U.S. Court of Appeals for the District of Columbia 
Circuit.16   

(d) The FPA argued that Rule 202(a)(11)-1 is arbitrary 
and capricious, that it constitutes an unlawful double 
standard as applied between investment advisers and 
certain broker-dealers, and that the rule should be 
vacated on the ground that it does not comport with 
Congress’ intent to protect investors.17 

(2) The FPA’s argument: The SEC impermissibly rewrites the 
Advisers Act 

b) FPA Arguments 

(1) In its opening brief filed on March 23, 2006, The FPA 
argued that Rule 202(a)(11)-1 is arbitrary and capricious, and 
that it effectively creates a legally unsupportable double standard 
among investment advisers and certain broker-dealers.18   

(2) The major argument the FPA presents concerns the SEC’s 
alleged “improper re-write” of the Advisers Act, where the rule 
is tantamount to legislation which contradicts the text and 
purpose of the Act itself. 

(a) First, the FPA notes that “this case is about rewriting 
a statute, not construing one.”19  In construing a statute, 
the FPA asserts that the Court should principally look to 
the plain meaning of the text and ought to give effect to 
every clause and word of the statute.20  

(b)  In reference to §202(a)(11)(C), the FPA claims that 
the term ‘and’ is not ambiguous and that there are 
explicitly two requirements of independent significance 
(solely incidental advice and no special compensation).  
Both of these requirements need to be satisfied for a 
broker-dealer to not be considered an investment 
adviser.21   

                                                 
16Fin. Planning Ass'n v. SEC, D.C. Cir., Civil Action No. 04-1242 (July 20, 2004) 
17 Id 
18 Brief of Petitioner at 2-5, Fin. Planning Ass'n v. SEC, 04-1242 ( D.C. Cir. July 20, 2004). 
19 Id. at 27. 
20 Id. (Citing United States v. Barnes, 295 F.3d 1354, 1359 (D.C. Cir. 2002), and Pub. Citizen v. Dept. of 
Health and Human Services, 332 F.3d 654, 671 (D.C. Cir. 2003)). 
21 Id. at 28. 
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(c) The FPA claims that the two statutory conditions are 
significantly, if not entirely, undermined in such a way 
that no executive agency deference should be accorded 
to such a rewrite of the Advisers Act.22 

(3) The FPA noted that in 1978 the SEC itself articulated that “if 
a broker-dealer has in effect two general schedules of fees 
available to a customer, the Division would regard the extra 
charge as special compensation for the investment advice.”23   

(a) Also in 1978, the SEC “stressed that this would be 
the case even in a situation, then non-existent, in which a 
current ‘full service’ firm implements a discount or 
execution only service.”24   

(i) These positions are juxtaposed with the new 
rule in which the SEC claims that “special 
compensation” has no independent legal 
significance.25   

(ii) The FPA feels the SEC inadequately 
justifies this total shift from i) historically 
having special compensation as a statutory 
requirement, to ii) now having special 
compensation be, as they argue, irrelevant. 

(iii) The FPA also objects that the other 
condition of the statutory exception, that advice 
be solely incidental, is given no particular 
definition.   

(a) They claim that “the rule does not 
say what ‘solely incidental’ is, or 
identify any of the other things, that 
without limitation, could make 
investment advice something more than 
solely incidental to providing brokerage 
services.”26   

                                                 
22 Id. at 29 (“This case does not involve the deference that would apply to an agency’s interpretation of 
ambiguous statutory language…It is only if (i) the Court concludes that Congress has not directly addressed 
the precise question at issue, and the agency has acted pursuant to an express or implied delegation of 
authority, that the Court ii) reaches the determination of whether the agency’s statutory interpretation is 
sufficiently reasonable to receive deference…Here the analysis never reaches step two.”). 
23 Id. at 10 (citing 43 Fed. Reg. 19,224). 
24 Id. 
25 Id. at 19 (“The SEC asserts that there is no evidence that the ‘special compensation’ requirement was 
included in 202(a)(11)(c) for any purpose beyond providing an easy way of accomplishing the underlying 
goal of excepting only advice that was provided as part of the package of traditional brokerage services.”). 
26 Id. at 15. 
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(b) The SEC defines “solely incidental” 
investment advice to be “the advisory 
services rendered which are in 
connection with and reasonably related 
to the brokerage services provided.”27   

(c) The FPA remarks that this definition 
is not clearly demonstrated when 
compared to other SEC positions where 
the Commission asserts that “it does not 
consider a broker-dealer’s investment 
advice to be more than solely incidental 
even when that advice is substantial” 
and even where “brokerage may be 
incidental to the advisory services.”28   

(d) In sum, the FPA claims that the SEC 
erroneously maintains that “special 
compensation” should have no meaning, 
and that “solely incidental” becomes the 
ultimate test – which is then defined and 
interpreted in a way that is untenable.29 

(iv) Additionally, the FPA argues that the SEC 
did not have authority through §202(a)(11)(f) to 
except a class of broker-dealers which have 
previously been statutorily accounted for. 
Subparagraph (f) allows the SEC to exempt 
“such other persons not within the intent of this 
paragraph.”30   

(a) The FPA argues that all broker-
dealers as a class are included 
definitively as investment advisers, and 
that §202(a)(11) lists the only exception 
in subparagraph (c).  

(b) For the SEC to except a subset of 
broker-dealers from those that are 
already statutorily referenced would not 
be a class of “other” persons.  

(c) In support of this position, the FPA 
cites American Bankers Association v. 
SEC31 where the SEC attempted to 

                                                 
27 17 Fed. Reg. 20424 (Apr. 19, 2005) at  20427. 
28 Brief of Petitioner at 15-16, Fin. Planning Ass'n v. SEC, 04-1242 ( D.C. Cir. July 20, 2004). 
29 Id. at 59. 
30 §202(A)(11)(f) of the Investment Advisers Act of 1940. 
31 American Bankers Association v. SEC, 804 F.2d 739 (D.C. Cir. 1986). 
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define banks as broker-dealers in certain 
circumstances.  

(d)  In American Bankers the Court 
claimed that the “crucial problem with 
the SEC’s new rule defining ‘bank’ was 
that the Exchange Act already contains a 
definition of the term ‘bank.’32   

(e) In addition, the FPA noted that the 
American Bankers court rejected the 
SEC’s premise that it could re-write 
Congress’ definition to regulatory 
philosophy that they (SEC) think better 
implements Congress’ “real intent.”33 

(b) Legislative Intent According to the FPA 

(i) The FPA notes that the Advisers Act was “a 
Congressional recognition of the delicate 
fiduciary nature of an investment advisory 
relationship” where disclosures of conflicts of 
interest were integral.34   

(ii) FPA President Jim Barnash had commented 
that the Rule 202(a)(11)-1 “creates a double 
standard for the delivery of financial advice to 
the American public.”35   

(iii) The alleged double standard regards the 
fiduciary duty of an investment adviser. The 
FPA claims that:36  

(a) Brokers under the rule are not held 
to the strict fiduciary requirements of 
the Advisers Act – that they disclose any 
aspect of self-dealing. Any time a 
fiduciary has a financial stake in a 
product or service he or she is 
recommending, that must be disclosed.  

(b) Although brokers argue that they 
disclose such conflicts without the 

                                                 
32 Id at 743-744. 
33 Brief of Petitioner at 35, Fin. Planning Ass'n v. SEC, 04-1242 ( D.C. Cir. July 20, 2004). 
34 Id. at 6 citing Capital Gains.  
35 See Diamond, FPA Challenges Substance of SEC Exemptive Rule for Brokers, Fed. Sec. & L Rep (BNA) 
(May 2, 2005). 
36 See McTague, FPA, SEC Argue in D.C. Cir. Over Power of SEC to Create New IAA Exemption for BDs, 
Sec. Reg. & L Rep (BNA) (Oct. 16, 2006). 
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benefit of the Advisers Act fiduciary 
standard, they are referring to disclosure 
after the fact, on the confirmation 
statement, not prior disclosure. 

(c) Finally, the FPA criticizes the 
SEC’s position on “avoiding duplicate 
regulation of broker-dealers” as a 
legitimate justification for adopting Rule 
202(a)(11)-1.   

(d) Relying upon a literal interpretation 
of the Advisers Act, the FPA contends 
that avoiding duplicate regulation of 
broker-dealers was not a concern of 
Congress when they passed the Advisers 
Act.37   

(e) Rather than avoiding any duplicate 
regulation, the FPA argues that the rule 
would permit broker-dealers who are 
already registered as investment 
advisers to earn special compensation 
for providing the advice, without having 
to meet a fiduciary standard.38   

(f) Further, the FPA asserts that the rule 
hinges the applicability of the Advisers 
Act on a non-existent distinction 
between charging two fees (one for 
brokerage and one for advisory services, 
where the Act applies) and charging 
two-tiered fees (a lower one without 
advice and a higher one with advice, 
where the Act does not apply).39 

c) SEC’s Argument: Changes are in form only, and not in substance 

(1) The SEC claims authority to adopt Rule 202(a)(11)-1 from § 
202(a)(11)(f) of the Advisers Act, which gives the Commission 
express authority to issue rules, regulations, or orders 

                                                 
37 Brief of Petitioner at 39-40, Financial Planning Association v. SEC, 04-1242 (D.C. Cir. July 20, 2004). 
[“If Congress thought the Advisers Act should not generally apply to broker-dealers, Congress would have 
exempted broker-dealers from the Act. Instead, Congress 1) crafted a limited broker-dealer exception that 
applies only when broker-dealers met the two-pronged solely incidental and special compensation 
requirements, and 2) made sure that certain restrictions in the Advisers Act would not be construed to 
prohibit an investment adviser from making a truthful statement that the adviser is also registered under the 
Securities Exchange Act of 1934.”] 
38 Id. at 57. 
39 Id. at 59. 
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designating other persons to be excepted from the definition 
because they are “not within the intent of this paragraph.”40   

(2) In its opening brief, the SEC also claims it acted pursuant to 
§211(a), which buttresses the subparagraph (f) authority by 
giving the Commission the power to issue rules “necessary or 
appropriate to the exercise of the functions and powers conferred 
upon the Commission elsewhere in this title.”41   

(3) The SEC submits that the impetus for the rule adoption is the 
change in the brokerage industry, namely the historically recent 
acceptance of fee-based brokerage programs.42  The Commission 
concluded that §202(a)(11)(C) reflected a congressional intent to 
except from coverage under the Advisers Act broker-dealers who 
provided advice to customers as part of a package of traditional 
brokerage services and, conversely, to cover those that provided 
advice as a distinct service for which clients separately 
contracted and paid.43   

d) “Other Persons” under subparagraph (f): 

(1) The FPA asserted that broker-dealers were already 
accounted for through 202(a)(11)(c), and that the current rule 
does not regulate “other” people as subparagraph (f) requires.   

(2) In its opening brief, the SEC contends that in light of 
§202(a)(11)’s language, history, and background, they 
reasonably concluded, under subparagraph (f), that: (a) broker-
dealers offering fee based brokerage accounts covered by the 
Rule – who indisputably could not have existed in 1940 – are 
“other persons” than the subgroup of broker-dealers already 
excepted from the Act; and (b) it would be inconsistent with 
congressional intent to subject them to Advisers Act regulation.44  

(3) Further, the SEC responded that the FPA misunderstands the 
purpose of subparagraph (f). As the SEC articulated:45 

(4) Every person excepted under subparagraph (f) is one who 
otherwise falls within the definition of investment adviser in 
paragraph (11) (and does not fall within an exception) and the 
only basis for a subparagraph (f) exception is a Commission 
finding that it nonetheless would be inconsistent with the 
paragraph’s intent to subject that person to the Act. 

                                                 
40 The Investment Advisers Act of 1940, §202(a)(11)(F) 
41 Brief of Respondent at 27, Fin. Planning Ass'n v. SEC, 04-1242 (D.C. Cir. July 20, 2004). 
42 SEC Brief, Page 5. 
43 Id at 14. 
44 Id at 19. 
45 Id at 23. 
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(5) The SEC then emphasized that Congress’ intentionally 
flexible regulatory scheme allows for unforeseen circumstances, 
at the time the Act was passed, to be managed in a way that 
would comport with the intent of the Act itself.46  Due to the 
explicit statutory basis of subparagraph (F), the SEC 
distinguishes the current rulemaking from American Bankers 
Association v. SEC where the Commission had relied on a non-
specific source of authority.47   

(6) Additionally, the SEC claims that none of the cases the FPA 
cited regarding its discussion of the relevance of “other” 
interprets a provision like subparagraph (F) – which vests an 
administrative agency with authority to except persons from a 
statute based on a finding that literal application of the statutory 
language produces a result inconsistent with underlying intent.48 

e) Special Compensation  

(1) As the SEC espoused in 1940, “special compensation 
amounts to a clear recognition that a broker or dealer who is 
specially compensated for the rendition of advice should be 
considered an investment advisor and not be excluded from the 
purview of the Act merely because he is also engaged in 
effecting market transactions in securities.”49   

(2) In its adoption of rule 202(a)(11)-1, the SEC submits that 
there is no evidence that the “special compensation” requirement 
was included in §202(a)(11)(C) for any purpose beyond 
providing an easy way of accomplishing the underlying goal of 
excepting only advice that was provided as part of the package 
of traditional brokerage services.50   

(3) According to the legislative history of the Advisers Act, the 
SEC felt that Congress understood “special compensation” to 
mean compensation other than commissions, so that exempted 
broker-dealers gave advice which was merely incidental to 
transactions for which they received only brokerage 
commissions.51    

(4) The SEC further emphasized the history of traditional 
broker-dealer practices in concluding that full-service brokerages 

                                                 
46 Id. 
47 Id. at 24. [“The American Bankers court itself suggested that this sort of delegation to ‘take account of 
future changes; could allow an agency wide latitude to implement a statute.”] 
48 Brief of Respondent at 29, Fin. Planning Ass'n v. SEC, 04-1242 (D.C. Cir. July 20, 2004). 
49 Opinion of the General Counsel Relating to Section 202(a)(11)(c) of the Investment Advisers Act of 1940, 
Investment Advisers Act Release No. 2 (Oct. 28, 1940) 11 FR 10996. 
50 17 Fed. Reg. 20424 (Apr. 19, 2005) at  20431 
51 Id. 
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have traditionally provided a wide variety of services, including 
certain advisory services.52  

f) In its brief, the SEC explained that when the Advisers Act was 
enacted, broker-dealers charged commissions for their traditional 
package of services (including advice), and Congress understood “no 
special compensation” to mean “only brokerage commissions.”53   

(1) Therefore, the “no special compensation” limitation served 
as a reliable bright-line test for broker-dealers that should be 
subject to the Act.54  However, the SEC became concerned with 
the fact that after the unfixing of commissions, and the dawn of 
newer forms of compensation, the statutory reference to non-
commission compensation became less reliable as a bright line 
test.   

(2) Therefore, the SEC argues that the type of compensation has 
no independent relevance in terms of advisory services.55 

(a) A brokerage firm would fall out of the exempted 
category if they made two general fee schedules 
available whose difference is attributable primarily to the 
presence or absence of investment advice.56  

(b)  However, special compensation is not apparent 
merely because a full service firm charges higher rates 
than a discount firm, or because a firm negotiates 
different fees with different clients for similar 
transactions.57  The SEC had focused its rulemaking 
efforts on making the application of the Advisers Act 
turn more on the nature of the services provided by the 
broker-dealer than on the form of compensation.58 

                                                 
52 Id. at 20432. The SEC notes that full-service retail brokers have always relied on ancillary services, such 
as advisory services, to promote and sell their brokerage services. “The nature, amount, and significance, of 
the advice broker-dealers provided as part of traditional brokerage services was evident in 1940 when 
Congress expressly excepted broker-dealers from the Advisers Act to the extent they were providing advice 
in that context.” Id. 
53 Brief of Petitioner at 16, Fin. Planning Ass'n v. SEC, 04-1242 (D.C. Cir. July 20, 2004). [“The SEC 
remarked that Congress and the Commission historically interpreted “special compensation” to include 
compensation other than brokerage commissions or dealer compensation, but that “special compensation” 
embraces a clearly definable charge for advice.”] Id at 7, footnote 4. 
54 Id. 
55 Id. at 15. [“To the extent fee-based brokerage programs offer a package of the same types of services that 
Congress intended the Advisers Act not to cover, the fee based brokerage provision of the new rule is 
necessary to prevent the Act from reaching beyond Congress’ intent.”]. 
56 Id. at 20425. 
57 Id. 
58 Id. at 20426. 
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g) Solely Incidental: 

(1) “Solely incidental” was defined by the SEC as “in 
connection with and reasonably related to the brokerage services 
provided.”59   

(2) The FPA felt that this was a poor and vague definition. In 
rebuttal, the SEC explains that the FPA has an inaccurate 
understanding of what solely incidental means, with regards to 
its relative dynamic. 

(3) The SEC asserts that the advice rendered by a broker-dealer 
must be solely incidental to the brokerage services provided.60   

(4) Therefore, the absolute amount of information is not 
necessarily a critical factor. So long as the advice, of whatever 
amount, is “following as a consequence of,” “attendant,” or 
“concomitant” to the brokerage service provided, it should be 
solely incidental. 

(5) The FPA, according to the SEC’s brief, incorrectly argued 
that “solely incidental” in an absolute sense must mean “minor,” 
“secondary,” or “occurring merely by chance.”   

(a) Rather, the SEC emphasizes that “incidental to” 
denotes a circumstance in which something occurs (the 
performance of advisory services) that can be expected 
to arise in connection with an action (the conduct of 
business as a broker-dealer), whereas “incidental” 
denotes a circumstance in which the occurrence is 
something that merely happens by chance or on an 
isolated, unpredictable, or occasional basis.61  
Referencing the literal construction of 202(a)(11)(C), the 
SEC asserts that:62 

(i) “If Congress had meant to restrict the nature, 
quality, or other substantive characteristics of 
the advice of excepted brokers, it would not 
have used the words ‘performance of such 
services’ to refer back to the entire range of 
investment advice encompassed within the broad 
language of paragraph 11.” 

(ii) The SEC notes that this interpretation is 
historically accurate, since even in 1940, the 
advice broker-dealers gave as part of their 

                                                 
59 Brief of Respondent at 53, Financial Planning Association v. SEC, 04-1242 (D.C. Cir. July 20, 2004). 
60 Id. at 53. 
61 Brief of Respondent at 54, Fin. Planning Ass'n v. SEC, 04-1242 (D.C. Cir. July 20, 2004). 
62 Id. at 55. 
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traditional brokerage services often was 
substantial in amount and importance to the 
customer.63 

(iii)  Finally, the SEC justifies its rule, and rebuts 
the FPA’s allegations that broker-dealer interests 
were being unfairly protected, by asserting that 
Congress would not have intended the Advisers 
Act to regulate broker-dealers who are different 
in form, but not in substance, from those 
excepted in 202(a)(11)(C).64  

(iv)  The SEC emphasizes that if broker-dealer 
misconduct harms a customer, Exchange Act 
and SRO remedies (such as actions for 
unsuitable recommendations) can redress such 
harm.65   

(v) The SEC cautions against imposing a one-
size fits all regulation of different relationships, 
together with attendant costs, when Congress 
determined otherwise.66  One benefit the SEC 
ascribes to Rule 202(a)(11)-1, is that it not only 
lets investors choose the type of relationship 
they want to establish with securities 
professionals (including cost and contractual 
terms they prefer), but the non-commission 
based programs can potentially benefit 
customers by aligning certain interests.67 

                                                 
63 Id. 
64 Id. at 41(“ The Commission concluded that Congress would not have intended the Advisers Act to apply 
to broker-dealers providing advice to customers maintaining the fee-based accounts at issue because of the 
context in which those advisory services are performed – as part of a package of traditional brokerage 
services – not because of the amount of advice provided”). 
65 Id. at 44. 
66 Id. [“Broker-dealers often play roles substantially different from investment advisers and in such roles 
they should not be held to standard to which advisers are held.”.] 
67 Brief of Respondent at 46, Financial Planning Ass’n. v. SEC, 04-1242 (D.C. Cir. July 20, 2004). 
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D. The Court’s Analysis and Decision 

1. Under the Administrative Procedure Act, courts consider whether an agency 
action is arbitrary, capricious, an abuse of discretion, or otherwise not in 
accordance with the law.68   

a) Both the SEC and the FPA relied upon Chevron v. Natural 
Resources Defense Council, Inc.69 as the controlling precedent on this 
issue. The court began its substantive analysis by discussing Chevron.  

b) Chevron established that when a court reviews an agency’s 
construction of the statute which it administers, it must confront two 
questions:70 

c) First, always, is the question whether Congress has directly spoken 
to the precise question at issue. If the intent of Congress is clear, that is 
the end of the matter; for the court, as well as the agency, must give 
effect to the unambiguously expressed intent of Congress. 

d) If, however, the court determines Congress has not directly 
addressed the precise question at issue, the court does not simply impose 
its own construction on the statute, as would be necessary in the absence 
of an administrative interpretation.  

e) Rather, if the statute is silent or ambiguous with respect to the 
specific issue, the question for the court is whether the agency’s answer 
is based on a permissible construction of the statute. 

f) The Chevron Court stated that “when a challenge to an agency 
construction of a statutory provision, fairly conceptualized, really centers 
on the wisdom of the agency’s policy, rather than whether it is a 
reasonable choice within a gap left open by Congress, the challenge must 
fail.”71   

g) Further, the Court articulated that the fact that an agency has from 
time to time changed its interpretation of a term does not indicate that the 
agency action should not be given deference.72 

h) The court ultimately found that the rule was inconsistent with the 
Advisers Act because it fails to meet either of the two requirements for 
an exemption under subsection (F): (1) the legislative intent does not 
support an exemption for broker-dealers broader than the exemption set 
forth in the text of subsection (C); and (2) because broker-dealers are 

                                                 
68 Id at 21. 
69 Chevron USA Inc. v. Natural Resources Defense Council, Inc., 467 U.S. 837 (1984). 
70 Id. at 842-843. 
71 Id. at 866. [“If Congress has explicitly left a gap for the agency to fill, there is an express delegation of 
authority to the agency to elucidate a specific provision of the statute by regulation. Such legislative 
regulations are given controlling weight unless they are arbitrary, capricious, or manifestly contrary to the 
statute.”] Id at 844. 
72 Id. at 863 [“An initial agency interpretation is not instantly carved in stone.”] 



 

The Status of Broker-Dealers Engaged in Investment Advisory Functions: Muddy Waters Slowly Clearing 
Carl B. Wilkerson, ©2008 All Rights Reserved 

 
 

30

already expressly addressed in subsection (C), they are not “other 
persons” under subsection (F).73  The court summarized that:74 

i) “In light of the context in which Congress drafted subsections (C) 
and (F), we conclude that, as indicated by the structure of §202(a)(11) 
and the problems Congress addressed in the IAA, as well as the other 
indicators of Congress’ intent, under Chevron step one the text of (C) 
and (F) is unambiguous, and that, therefore, the SEC has exceeded its 
authority in promulgating the final rule.” 

j) The court held that by seeking to exempt broker-dealers beyond 
those who receive only brokerage commissions for investment advice, 
the SEC had promulgated a final rule that was in direct conflict with both 
the statutory text and the accompanying Committee Reports.75 

k) Central to the outcome of this court’s opinion was the determination 
of ambiguity. The dissenting opinion in this case raised some interesting 
points on this issue, as the dissenting judge was not convinced that the 
deference under Chevron should not be accorded. The dissent highlights 
the following: 

(1) The majority opinion looked to subsection (C) for ambiguity, 
whereas the focus should have been primarily on subsection 
(F).76  Subsection (F) clearly authorizes the SEC to determine the 
intent of the paragraph and to designate further exceptions by 
regulation. 

(a) ‘Other person’ is not unambiguous language in 
subsection (F).  It isn’t clear whether the persons already 
mentioned in subsection (C) are any broker dealer, as 
one might reasonably conclude if one looked only at the 
first four words of the subsection (as the majority 
considered), or instead are any broker or dealer whose 
performance of such services is solely incidental to the 
conduct of his business and who receives no special 
compensation as one might reasonably conclude if one 
looked at all the words of the subsection.77 

(b) The SEC’s construction of the ambiguous ‘such 
other persons’ term is reasonable.  There is nothing 
implausible about interpreting those words to encompass 
anyone not actually exempt under one of the five 

                                                 
73 Fin. Planning Ass'n v. SEC, 482 F.3d 481, 488 (D.C. Cir. 2007). “By seeking to exempt broker-dealers 
beyond those who receive only brokerage commissions for investment advice, the SEC has promulgated a 
final rule that is in direct conflict with both the statutory text and Committee Reports.” 
74 Id at 487. 
75 Id at 488. 
76 Id at 494. “The court appears to rely on an expression unis canon – the principle that the mention of one 
thing implies the exclusion of another – by reasoning that the exception for some broker-dealers in 
subsection (C) means that coverage of all other broker-dealers must be within the intent of the paragraph.” 
77 Fin. Planning Ass'n v. SEC, 482 F.3d at495. 
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preceding exceptions.  In so doing, the SEC does not 
rewrite the statute, but rather gives effect to one of two 
plausible interpretations of the statutory language.78 

l) The Future of the Debate: 

(1) The issues involved are almost certain to resurface at some 
point in the future.  The myriad of regulations governing the 
financial services industry all share a common thread in 
protecting the investor, but as evidenced in this case, the SEC 
will tailor the means of achieving that end to fit efficiently and 
effectively with the particular regulatee involved.   

(2) The tension arises between avoiding a cumbersome one-size-
fits-all regulatory framework, and ensuring that those who 
provide certain services all play by the same rules. 

(3) In its adopting release, the SEC concluded that the 
202(a)(11)-1 rulemaking raised a number of important issues, 
implicating policy concerns well beyond the scope of the 
rulemaking in issue.79   

(4) The following points of contention listed in one comment 
letter sent by the FPA summarize some of the remaining issues:80 

(a) The disclosure should include a discussion of 
traditional full-service brokerage services and give 
examples of what investment advice is not solely 
incidental. This addition to the disclosure requirements 
is important so that consumers have a plain-English 
description of what services are and aren’t available. 
There should also be an explanation for different 
treatment for wrap-fee programs, when compared to 
asset-based programs. 

(b) The Commission should require prominent 
disclosure language that directs the consumer to the SEC 
website for unbiased information on the differences in 
broker and adviser regulation, including a link to the 
NASD website for information on the broker’s 
disciplinary history. 

(c) The contact person at the brokerage firm should be a 
full time compliance officer. 

                                                 
78 Id at 498. 
79 17 Fed. Reg. 20424 (Apr. 19, 2005) at 20442. 
80 Thompson, Duane R. "Re: Release Nos. 34-50980; IA-2340; File No. S7-25-99." 7 Feb. 2005. 
http://www.sec.gov/rules/proposed/s72599/fpa020705.pdf, Pages 13-19. 
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(5) Finally, awareness that there are two standards won’t work, 
since consumers are only vaguely aware of the differences 
between brokers and advisers. Two recent surveys of consumers 
over this issue suggest widespread confusion over the true 
identity of their financial adviser, and an expectation that they 
will provide unbiased advice and work in their best interest. 

2. Are Broker-Dealers significantly different from Investment Advisers? 

a) The FPA stressed that “broker-dealer disclosure has been marked by 
a history of disclosure-only-when-absolutely required and, even when 
required to do so, broker-dealers are permitted to make only the most 
tepid passes at disclosure to customers; these disclosures, unlike Form 
ADV, are opaque, turgid, and at the end of the day unhelpful to the very 
investors that rely upon it.”81  In a roundtable discussion with SEC staff 
participants, the FPA summarized that:82 

 
“Our concern is that we now have a somewhat anomalous 
situation where you have two different groups under two 
different statutory regimes providing virtually identical services - 
investment advisers on the one hand, broker-dealers on the other 
- and yet the standards under which they provide those services 
are significantly different. And the concern that of course has 
been discussed a great deal is that investment advisers are 
subject to a fiduciary duty, and broker-dealers are subject to a 
suitability standard. In certain narrow, fact-specific situations, 
they may have a fiduciary duty, but there's a significant 
difference between those two duties, between what has to be 
disclosed about conflicts of interest and the like. Our concern is 
simply that investors should be provided the same high level of 
protection when receiving these types of advisory services. That 
is the rationale for our lawsuit.” 

b) The pivotal difference between a broker-dealer’s suitability standard 
and an investment adviser’s fiduciary duty regards a time dimension 
constituting a certain relationship with the client: a suitability standard 
applies as a snapshot in time with respect to individual transactions, 

                                                 
81 Id at 17 [“Exchange Act Rule 10b-10 requires, for example, that broker-dealers disclose information 
relating to whether the broker-dealer received payment to route the customer’s order to a particular market 
maker or dealer. Payment for order flow has long been recognized as a serious conflict of interest, with 
some arguing that the payments are kickbacks and therefore prohibited under commercial bribery statutes. 
Current disclosure is completely and utterly lacking with respect to this serious and near-universally 
recognized conflict. In stark contrast, the Commission has taken a much different approach to conflicts 
under the Advisers Act. A conflict that is analogous to payment for order flow is the receipt by advisers of 
soft dollars. Here, the SEC has proposed, and in doing so argued that advisers would be under the same 
disclosure obligations because of their roles as fiduciaries even absent the proposal, that advisers provide 
far more robust disclosure of the conflict.”]. 
82 "Regulation Round Table: Section 1." Investment News.Com 21 Feb. 2006. 2 Feb. 2007 
<http://www.investmentnews.com/printwindow.cms?articleId=54458&pageType=article> Page 3. 
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whereas a fiduciary duty is much broader in that it exists indefinitely as 
long as the client is involved in the relationship. 

c) Disclosure would be truly effective if those informed fully 
understand what has been conveyed to them.  This ability, in turn, 
depends upon the level of sophistication and general understanding of the 
typical investor.   

d) If protection of the investor is the paramount objective, pursuit of 
this goal would include an accounting of what investors understand with 
respect to the variety of financial services available.  

(1) The SEC roundtable discussions considered how investors 
may be confused by the distinctions drawn even within the 
disclosures themselves.83 

(2) On March 3, 2006, Chairman Cox explained that “to address 
the question of how best to harmonize broker regulation under 
the Exchange Act and adviser regulation under the Advisers Act, 
our staff were asked to make recommendations for a study to 
look into these and other related issues.”84   

(3) Commissioner Glassman echoed this sentiment in stating 
that “We need to look at ways to address potential investor 
confusion and to consider whether it any longer makes sense to 
have two different regulatory regimes for investment 
professionals who offer similar services.”85 

(4) On September 26, 2006, The SEC awarded a contract to the 
RAND Corporation to conduct factual research and analysis 
comparing how the different regulatory systems that apply to 
broker-dealers and investment advisers affect investors.86   “Our 
goal is improved investor protection through updated SEC 
regulations that deal with the realities of today's marketplace,” 
SEC Chairman Christopher Cox said.87   “The study will develop 
the best available information, from inside and outside of the 
Commission, to inform this important process.”88 

                                                 
83 Id at 7. [“Recent surveys, one by [the Washington-based] Consumer Federation of America together 
with, I think, an outfit called the Zero Alpha Group, another by TD Waterhouse [Group Inc. of New York], 
and indeed, the SEC's own focus groups that were pulled together while the rule was being developed, 
indicate there was enormous investor confusion. And in fact, investors believe that when someone is 
offering them advisory services, that that person is acting in their best interest; that is, that the person is 
abiding by a fiduciary obligation, and of course that is not the case.”]. 
84 Chairman Christopher Cox, Speech: “Opening Remarks to the Practising Law Institute’s SEC Speaks 
Conference.” March 3, 2006.  http://www.sec.gov/news/speech/spch030306cc.htm 
85 Commissioner Cynthia Glassman, Speech: “Remarks before the SEC Speaks Conference: The Light at 
the End of the Tunnel – What’s Next?” March 3, 2006.  
http://www.sec.gov/news/speech/spch030306cg.htm 
86 http://www.sec.gov/news/press/2006/2006-162.htm 
87 Id. 
88 Id. 
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(5) RAND will study information on subjects such as the ways 
in which broker-dealers and investment advisers market, sell, 
and deliver financial products, accounts, programs and services 
to individual investors.   

(6) Among the tasks to be performed under the contract, RAND 
will conduct  interviews of interested parties, including industry 
groups, regulators, and investor advocates; will conduct an 
extensive search of relevant economic and business literature; 
will collect relevant  business  documents;  will interview 
broker-dealers, investment advisers, and their respective 
associated persons; will conduct investor focus group interviews;  
and will summarize and evaluate the data for the Commission's 
use in assessing the current legal and regulatory environment.89 

                                                 
89 Id. 
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IV. Reinstatement of SEC Interpretations on Broker-Dealer Exclusion from 
Advisers Act 

A. On September 24, 2007, the SEC proposed a rule that would reinstate three 
interpretive positions within Rule 202(a)(11)-1, which was judicially vacated. See 
Investment Advisers Act Rel. No. 2652 (Sept. 24, 2007), and Financial Planning Ass’n v. 
SEC, 482 F.3d 481 (D.C. Cir. 2007). 

B. The interpretative reinstatement in proposed Rule 202(a)(11)-1 would: 

1. Clarify that a broker-dealer that exercises investment discretion with respect 
to an account or charges a separate fee, or separately contracts, for advisory 
services provides investment advice that is not “solely incidental to” its business 
as a broker-dealer; 

2. Clarify that a broker-dealer does not receive special compensation within the 
meaning of section 202(a)(11)(C) of the Advisers Act solely because it charges a 
commission for discount brokerage services that is less than it charges for full-
service brokerage; and  

3. Clarify that a registered broker-dealer is an investment adviser solely with 
respect to those accounts for which it provides services or receives compensation 
that subjects it to the Advisers Act. 

C. Basis for the interpretive reinstatement 

1. According to the SEC, when it adopted the original Rule 202(a)(11)-1 in 
2005, the principal regulatory purpose was to exclude broker-dealers offering 
“fee-based brokerage accounts” from the Advisers Act. 

2. The original rule, however, also included several interpretations of Section 
202(a)(11)(C) of the Act.  

a) Section 202(a)(11)(C) excepts from the definition of “investment 
adviser” a broker or dealer “whose performance of [advisory] services is 
solely incidental to the conduct of his business as a broker or dealer and 
who receives no special compensation therefor.” 

b) On March 30, 2007, the Court of Appeals for the DC Circuit vacated 
the original Rule 202(a)(11)-1 on the grounds that the SEC did not have 
the authority to except broker-dealers offering fee-based brokerage 
accounts from the definition of “investment adviser.”



 

c) The Court did not question the validity of the SEC’s interpretive 
positions in Rule 202(a)(11)-1, but it vacated the entire rule and rendered 
the SEC’s interpretations uncertain.  

(1) In response to subsequent requests to clarify the status of the 
interpretive positions following the FPA case, the SEC 
reproposed the positions for comment.  

(2) The positions will elicit comment from diverse points of 
view. 

(a) See, e.g., Letter from Members of Congress to 
Chairman Christopher Cox urging the SEC to examine 
all options to provide relief in advance of the October 1 
expiration of the DC Circuit’s FPA decision stay (July 
13, 200). 

D. Elements of reinstated interpretations 

1. Proposed rule 202(a)(11)-1(a) would re-codify two of the interpretations the 
SEC announced in 2005 about activity that is not “solely incidental” to brokerage 
services for purposes of section 202(a)(11)(C).  

a) The situations addressed by these interpretations are not the only 
ones in which a broker-dealer provides advice that is not solely 
incidental to its business as a broker-dealer. 

2. Separate Contract or Fee for Advisory Services.  

a) Proposed rule 202(a)(11)-1(a)(1) would provide that a broker-dealer 
that separately contracts with a customer for, or separately charges a fee 
for, investment advisory services cannot be considered to be providing 
advice that is solely incidental to its brokerage. 

b) With similar reasoning, the SEC emphasized its long held the view 
that when a broker-dealer charges its customers a separate fee for 
investment advice, it clearly is providing advisory services and is subject 
to the Advisers Act. 

(1) Nonetheless, the SEC  invited comment explaining any 
situation in which a broker-dealer could charge a separate fee 
for, or separately contract for, advisory services in a manner that, 
consistent with the intent of the Advisers Act, is “solely 
incidental” to the brokerage services provided. 

(2) The SEC specifically queried whether a broker-dealer could 
separately contract for advisory services, but receive no “special 
compensation” therefore, for purposes of section 202(a)(11)(C) 
of the Act. 
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3. Discretionary Investment Advice 

a) Rule 202(a)(11)-1(a) would clarify that discretionary investment 
advice is not “solely incidental to” the business of a broker-dealer within 
the meaning of Section 202(a)(11)(C) and, consequently that brokers and 
dealers are not excepted from the Act for any accounts over which they 
exercise investment discretion as that term is defined in section 3(a)(35) 
of the Exchange Act (except that investment discretion granted by a 
customer on a temporary or limited basis is excluded). 

b) The SEC concluded that a broker-dealer’s authority to effect a trade 
without first consulting a customer is qualitatively distinct from simply 
providing advice as part of a package of brokerage services.  

(1) The proposal explains that when a broker-dealer exercises 
investment discretion, it is not only the source of investment 
advice, it also has the authority to make the investment decision 
relating to the purchase or sale of securities on behalf of its 
client.  

(2) The SEC believes this advisory-execution role warrants the 
protection of the Advisers Act because of the “special trust and 
confidence inherent” in such a relationship. 

c) Under the proposed rule, the exception provided by section 
202(a)(11)(C) of the Act is unavailable for any account over which a 
broker-dealer exercises investment discretion, regardless of the form of 
compensation and without regard to how the broker-dealer handles other 
accounts. 

(1) The SEC’s reasoning is consistent with the interpretation 
that a broker-dealer is an investment adviser only with respect to 
those accounts for which the broker-dealer provides services or 
receives compensation that subject the broker-dealer to the 
Advisers Act. 

(2) The SEC believes the interpretation would provide a 
workable, bright-line test for the availability of the Section 
202(a)(11)(C) exception. 

(3) The release helpfully instructs that 

(a) The Advisers Act does not address directly whether 
a broker-dealer exercising investment discretion over a 
commission-based account must comply with the Act.  

(b) The Act applies unless the advisory services are 
“solely incidental to” the broker-dealer’s business and 
no “special compensation” is received.  
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(c) The SEC remains unable to conclude that in 1940 
Congress would have understood investment discretion 
to be part of the traditional package of services broker-
dealers offered for commissions.  

(d) The SEC is not aware of anything in the legislative 
history of Section 202(a)(11)(C), the Advisers Act, or in 
the brokerage practices in 1940 that would preclude its 
interpretation of that section as being unavailable for all 
accounts over which broker-dealers exercise investment 
discretion. 

4. Financial Planning Functions Outside Reinstated Interpretations 

a) The SEC declined to reinstate its position from the original Rule 
2020(a)(11)-1 that when a broker-dealer provides advice as part of a 
financial plan or in connection with providing financial planning 
services, a broker-dealer provides advice that is not solely incidental if it  

(1) Holds itself out to the public as a financial planner or as 
providing financial planning services,  

(2)  Delivers to its customer a financial plan, or  

(3) Represents to the customer that the advice is provided as part 
of a financial plan or financial planning services. 

b) Instead of reinstating this prior interpretation, the SEC determined to 
consider issues relating to financial planning functions of a broker-dealer 
in light of the results of a study we commissioned by the RAND 
Corporation (“RAND Study”) comparing the levels of protection 
afforded customers of broker-dealers and investment advisers under the 
federal securities laws that is expected to be delivered to the SEC by 
December 2007. 

c) The SEC also explained that many financial services firms found the 
prior position difficult to apply.



V. The 2008 RAND Report:  Investor and Industry Perspectives on Investment 
Advisers and Broker-Dealers. 

A. On March 19, 2008, the SEC published the final version of the “RAND Report, a 
study of current, evolving broker-dealer and investment adviser functions.”  See 
http://www.sec.gov/news/press/2008/2008-1_randiabdreport.pdf . 

B. Purpose of the RAND Report 

1. The main purpose of the RAND Study was to provide to the SEC a factual 
background for its evaluation of the legal and regulatory environment concerning 
investment advisers and broker-dealers. 

2. The study itself did not evaluate the legal and regulatory structures governing 
broker-dealers and investment advisers, and the report does not suggest 
recommendations on policies or regulations. 

3. The RAND Study addressed two primary questions for better insight into the 
current business practices of investment professionals, and what investors 
understand about the differences between broker-dealers and investment 
advisers: 

a) What are the current business practices of broker-dealers and 
investment advisers? 

b) Do investors understand the differences between and relationships 
among broker-dealers and investment advisers? 

4. The report describes current investment adviser and broker-dealer practices 
in marketing and providing financial products and services to individual 
investors. 

5. The report also evaluates investor understanding of information received 
from investment advisers and broker-dealers about financial products and 
services. 

6. The SEC indicated that it wanted RAND to conduct factual research and 
analysis for a major study comparing how the different regulatory systems that 
apply to broker-dealers and investment advisers affect investors. 

a) See  SEC press Release September 26, 2006 at 
http://www.sec.gov/news/press/2006/2006-162.htm  

b) The SEC first suggested a study in connection with Rule 202(a)(11)-
1 adopted in April 2005 that allowed broker-dealers to offer fee-based 
brokerage accounts without being required to comply with the Advisers 
Act.  

c) After adopting the rule, the SEC determined that many of the 
concerns that commenters raised in the rulemaking went well beyond the 
scope of the proposed rule, and thus were best addressed by the study.   
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d) The release adopting the 2005 rule directed the SEC staff to report 
on recommendations for a study. In March 2006, after considering the 
staff's recommendations and consulting with the other Commissioners, 
Chairman Cox announced that a study would be conducted. 

C. Influences on the migration and overlap of broker-dealer and investment advisory 
functions cited in the RAND Report 

1. In 1995, the SEC commissioned a Report of the Committee on 
Compensation Practices in response to a concern about conflicts of interest in the 
retail brokerage industry. This became know as the “Tully Report.” 

a) The report identified best practices as those that attempted to more 
closely align the interests of the investor, the registered representative, 
and the broker-dealer.  

(1) The report identified fee-based accounts as a best practice 
because they reduce the likelihood of abusive selling practices, 
such as churning, high-pressure tactics, and recommending 
unsuitable transactions.  

(2) According to the Tully Report, fee-based accounts allow for 
registered representatives to be compensated based on the 
amount of assets in an account regardless of transaction activity. 

(3)  The release of the Tully Report coincided with an increase 
in competition in the retail brokerage industry as well as falling 
transaction-based commissions, the traditional source of income 
for registered representatives. As a result, more brokerage firms 
began to offer fee-based programs. Since such fee-based 
accounts were similar to advisory programs offered by 
investment advisers, there was some concern that brokerage 
firms that offered such accounts would be providing advice that 
was more than “solely incidental” to the transaction and trigger 
application of the Investment Advisers Act. 

2. As noted in the administrative history on Rule 202(a)(11)-1 discussed earlier 
in this outline, the SEC studied these new fee-based brokerage programs and 
concluded that they were traditional brokerage offerings that had been repriced, 
not new advisory programs. 

a) In 1999, the SEC proposed a Rule 202(a)(11)-1 of the Investment 
Advisers Act, which exempted broker-dealers offering fee-based 
brokerage accounts from the terms of the Investment Advisers Act.  

b) The SEC believed that, if the Advisers Act applied to broker-dealers 
providing such fee-based programs, it would discourage the offering of 
such programs that would be beneficial to brokerage customers. 

c) According to the RAND Report, many of those who commented on 
the 1999 proposed rule argued that such an exclusion would blur the 
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lines between broker-dealers and investment advisers and confuse 
investors about their rights and obligations under each type of financial 
relationship. 

(1) In response to these and other comments, the SEC modified 
the rule and reproposed it in 2005. 

(1) Although 2005 rule has since been vacated, RAND believed 
the rule-making process raised important questions about 
investor perceptions of differences between brokerage and 
advisory accounts (including the legal obligations of each type of 
account) and the effect that titles and marketing that investment 
professionals use have on investors’ expectations. 

(2) The RAND Report explains these questions led the SEC to 
commission the study about current business practices of broker-
dealers and investment advisers, as well as investor 
understanding regarding distinctions between broker-dealers and 
investment advisers. 

D. Investor Perceptions Distilled by the RAND Study 

1. RAND developed observations about public and investor perceptions 
through interviews and focus group testing. 

2. Observations 

a) Limited Investor Understanding 

(1) Whether a financial service professional is a broker-dealer or 
an investment adviser is indistinguishable to investors. 

(3) Many investors think that broker-dealers and investment 
advisers offer the same products and services. 

(4)  Most investors do not know the differences between a 
broker-dealer and an investment adviser, or that respective 
regulatory obligations and protections may be different. 

(2) Most investors believe that the financial intermediary is 
acting in the investor’s best interest. 

b) Trends blurring the distinctions between broker-dealers and 
Investment advisers 

(1) Many RAND interviewees said that they felt that two factors 
have encouraged brokerage houses to move away from 
transaction-based commissions and toward more asset-based 
fees: 

(a)  The decline in transaction fees, and  
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(b) The results from the Tully Report, referenced above. 

(2) RAND interviewees believe that broker-dealers expanded 
their form of compensation to include fee-based accounts. 

(a) Many participants reported that they thought that 
offering such products and services meant that broker-
dealers and investment advisers became less 
distinguishable from one another. 

(b) According to RAND, some concluded that bundling 
of advice and sales by broker-dealers also added to 
investor confusion. 

(3) RAND observations about future trends related to the 
blurred lines of distinction 

(a) The baby-boom generation has been allocating 
significant amounts of money into the financial markets 
over the past 25 years, and large numbers of these people 
will be retiring, shifting a large amount of wealth out of 
corporate retirement plans and into the hands of 
individual investors. 

(i) Investors will face new challenges ing 
managing their finances over the remainder of 
their lives, and most will need professional help 
doing so.  

(ii) Access to good financial information will be 
critical for those investors to make wise 
financial decisions. 

c) Disclosure from investment advisers and broker-dealers has limited 
utility. 

(1) Disclosures do not help protect or inform the investor, 
primarily because few investors actually read the disclosures. 

(a) Disclosures themselves are the root of the problem. 

(b) Disclosure is not easily understandable to the 
average investor, and the information is not sufficient. 

(c) Both investment advisers’ and broker-dealers’ 
disclosures should provide more information and in 
plainer language. 

(d) Financial service providers present the required 
disclosures but do not take time to explain them. 
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(e) Many investors do not take the necessary time and 
effort to fully read and understand disclosures. 

(f) The timing of presentation of the disclosures is also 
important—broker-dealers tend to give disclosures at the 
point of sale, whereas investment advisers are required 
to provide Form ADV Part II in advance. 

d) Observations about the current regulatory structure 

(1) The current regulatory scheme treats broker-dealers and 
investment advisers differently when, in practice, their role is 
essentially the same, especially from the viewpoint of the 
individual investor. 

(2) Current regulatory scheme treats broker-dealers and 
investment advisers differently when, in practice, their role is 
essentially the same, especially from the viewpoint of the 
individual investor. 

(3) Services provided, rather than the form of compensation, 
should trigger the type of regulation that applies. 

(4) If the services provided are the same, then the same rules 
should apply, because an investor’s expectation will be the same. 

(5) Existing regulatory structures could still function but some 
need adjustments, including clearly defining the term solely 
incidental, addressing the issue of how to handle principal trades, 
and having a uniform disclosure statement across broker-dealers 
and investment advisers. 

e) Financial literacy needs improvement 

(1) The primary concern of regulation should be the investor and 
creating an investor-friendly industry. 

(2) Financial literacy was very low across all income levels. 

(3) Investors must take more personal responsibility in their 
investments but that there is a role for the industry as well. 

(4) Financial literacy becomes even more important as the 
amount of money that moves into the hands of individual 
investors in the form of self-directed retirement accounts grows 
each year. 
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3. Conclusions from the RAND Report  

a) The financial service industry finds itself at a crossroads regarding 
its regulatory and legal status.  

(1) The legal distinctions that define investment advisers and 
broker-dealers date back to the 1930s and 1940s. 

(2) The functional difference between investment advisers and 
broker-dealers has arguably become more blurred, thereby 
calling into question the wisdom of traditional definitions and 
regulatory and legal distinctions between the two types of 
service providers. 

(3) Individual investors do not distinguish between investment 
advisers and broker-dealers. 

(4) Marketplace changes that have resulted in investment 
advisers and broker-dealers offering similar services have added 
to investor confusion. 

(5) Disclosures, which are meant to inform investors of their 
rights and of the responsibilities of the financial service provider, 
are of little value because few investors read them. 

(6) Future regulatory and legal reform may clarify, dissolve, or 
smooth these blurred boundaries. 

(7) A comprehensive, empirical analysis of these markets will 
assist policymakers as they evaluate the regulatory and legal 
environment. 

E. Insurance Industry Position in Response to RAND Study & Report 

1. ACLI filed a submission with the RAND Corporation, and noted concern 
that the RAND Study would be incomplete regarding the life insurance industry 
because only a few insurance industry representatives were asked to participate 
in the process. 

2. The letter explained that life insurers and their distributors fulfill a more 
comprehensive set of state and federal regulatory structures than any other 
financial service institution in today’s marketplace, and included a detailed 
appendix on the scope of insurance regulation. 

3. ACLI explained the unique character of broker-dealers and investment 
advisers affiliated with life insurers, and distinguished them from professionals 
associated with wire-house broker-dealers and large financial planning 
organizations.



4. Without a proper understanding and inclusion of these factors, ACLI 
believed the RAND Study will not fulfill its worthwhile mission. 

5. ACLI made another offer to meet and explain the important role of the life 
insurance industry in the subjects under study by RAND.   

a) Through this process, ACLI believed the RAND report can properly 
fulfill its core purposes and become a “first-class empirical study,” that 
“will collect, categorize, and analyze empirical data from a wide variety 
of sources.” 

b) RAND declined to meet with ACLI prior to concluding its report. 
Nothing in the report referenced the unique products, structure, 
operations, distribution and comprehensive regulation of the life 
insurance industry.  

c) The SEC staff met with representatives of the life insurance industry 
in 2008 after the RAND Report was initially issued, and indicated that 
the SEC staff would carefully consider the extensive new, constructive 
regulatory initiatives involving life insurance product distribution, 
disclosure, suitability and supervision.  

(1) ACLI explained that an impressive number of state and 
federal initiatives are underway that address the supervision, 
suitability, and disclosure about variable annuities and insurance 
product distribution.  

(2) ACLI emphasized that the May 2006 FINRA “annuity 
roundtable” produced a number of task forces on these matters 
that will promulgate recommendations. ACLI participated in the 
FINRA roundtable and has a proactive CEO Task Force on 
Annuities that developed a comprehensive initiative on 
streamlined annuity disclosure and meaningful suitability 
procedures. State regulators are also actively developing 
initiatives to address similar matters.  

(a) With so many moving parts, it will be critically 
important that the SEC’s RAND Study project managers 
understand these issues and the unique aspects of life 
insurers and their distributors under regulatory and 
disclosure requirements.  

(b) ACLI expressed its ongoing concern that the post-
RAND Project will be incomplete regarding the life 
insurance industry because only a few insurance industry 
representatives were asked to participate in the process.  

(i) ACLI noted that life insurers and their 
distributors fulfill a more comprehensive set of 
state and federal regulatory structures than any 
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other financial service institution in today’s 
marketplace.  

(ii) Without a proper understanding and 
inclusion of these factors, ACLI believed that 
the post-RAND Project will not fulfill its 
mission. 

 

VI. Revised Ethical Standards Adopted by Certified Financial Planners Board 

A. On May 31, 2007, the Certified Financial Planner Board of Standards, Inc. (CFP 
Board) announced the adoption of updated Standards of Professional Conduct that 
establish ethical practices for CFP professionals that become effective July 1, 2008. 

B. Objectives of the CFP Board’s Revised Ethical Standards 

1. In 2005, the CFP Board proposed revisions to its ethical standards in light of 
the evolving role and functions of investment advisers and financial planners.  

a) Among other things, the initiative sought to clarify the scope of 
fiduciary duty standards for individuals holding the CFP designation.  

(1) CFP Board indicated that it currently has over 54,500 
“certificants,” and 70% provide personal financial planning to 
clients. 

(2) The CFP Board believed that the revised requirements 
regarding the duty of care a certificant owes to clients were 
consistent with the SEC’s Rule 202(a) (11)-1 and other 
investment advisory requirements. 

b) The revisions also sought to establish and refine a number of 
threshold definitions involving financial planning.  

c) A second set of revisions was circulated in March 2007 for 
comment.   

C. Summary of Fiduciary Duty and Definitional Provisions 

1. The CFP Board’s 2006 Draft Rules of Conduct  

a) Statement of Fiduciary Duty by CFPs 

(1) Among other things, the initiative would have required 
“certificants” to indicate what legal standard would govern the 
agreement between certificants and their clients.  

(2) If a certificant did not specify a legal standard, the “default 
standard” would be the fiduciary duty of care  



 

The Status of Broker-Dealers Engaged in Investment Advisory Functions: Muddy Waters Slowly Clearing 
Carl B. Wilkerson, ©2008 All Rights Reserved 

 
 

47

(a) The CFP board terminology section defined the 
default fiduciary standard as: “in good faith, with the 
care an ordinarily prudent person in a like position 
would exercise under similar circumstances; and in a 
manner he or she reasonably believes to be in the best 
interests of the client.”  

(b) According to the initiative, the default duty of care 
was designed to impose the fiduciary standard of care 
where it is most needed and avoid imposing it where it 
was either not needed or inappropriate.  

(i) The proposal noted that the draft Rules of 
Conduct would apply to everyone with a right to 
use CFP Board’s marks, including individuals 
who may, for example, be academics or 
government employees or media commentators.  

(ii) The proposal emphasized that it would be 
inappropriate to impose a fiduciary standard on 
individuals who do not have the information, 
role or responsibility for which that legal term is 
relevant.  

(iii)  Similarly, setting the fiduciary standard as 
the default duty of care allows individuals the 
freedom to create contracts that specify different 
legal standards for different services.  

(iv) According to the CFP Board proposal, 
individually negotiated contracts are 
increasingly common as more and more 
professional services are purchased company-to-
company rather than individual-to-individual.  

(a) As a result, the 2006 draft Rules of 
Conduct would have allowed parties to 
create their own agreements and specify 
their own legal standards, as long as 
these standards were part of the CFP 
Board’s required writing for all client 
engagements.  

(b) By having the fiduciary standard as 
a default standard, the CFP Board 
intended to target those client situations 
most likely for abuse or 
misunderstanding: those where the 
client does not know enough to ask 
about or specify a legal standard.  
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(v) Under the CFP Board’s 2006 draft Rules of 
Conduct, a certificant’s obligations to a client 
would either be those of a fiduciary or the 
Certificant would have to reveal in writing to the 
client what alternative standard applies. 

b) Definitions of Personal Financial Planning and Financial Planning 
Process 

(1) “Personal financial planning process” or “financial planning 
process” denotes a process for providing any type of financial 
planning service which typically includes, but is not limited to, 
one or more of these six elements: 

(a) Establishing and defining the client-planner 
relationship 

(b) Gathering client data including goals,  

(c) Analyzing and evaluating the client’s current 
financial status  

(d) Developing and presenting financial planning 
recommendations and/or alternatives  

(e) Implementing the financial planning 
recommendations and  

(f) Monitoring the financial planning recommendations. 

(2) “Personal financial planning subject areas” or “financial 
planning subject areas” denotes the basic subject fields that may 
be covered, all or in part, in the financial planning process, 
which typically include, but are not limited to:  

(a) Financial statement preparation and analysis 
(including cash flow analysis/planning and budgeting), 

(b)  Investment planning (including portfolio design, 
i.e., asset allocation and portfolio management), 

(c)  Income tax planning, education planning, 

(d)  Risk management, and 

(e)  Retirement planning or estate planning. 

D. Relevance to Insurers and Distributors 

1. Many life insurance agents hold the CFP designation. Some of the life agents 
with CFP designations are also registered representatives of a broker-dealer. As a 
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result, some of the controversial status issues in the SEC’s Rule 202(a) (11)-1 
could have been provoked by the trifecta of agent-CFP designee-registered 
representative.  

2. CFP professionals found in violation of CFP Board’s ethical standards may 
be subject to public discipline.  

E. Input from Life Insurers on the CFP Board Standards of Ethical Conduct 

1. ACLI filed letters of comment on the two stages of the proposals, noting the 
unique role and different functions performed by life agents in the distribution of 
insurance products.  

a) The initial 2006 ACLI letter supported the CFP Board’s core 
objectives of education, examination, experience and ethics.  

b) ACLI recommended narrowing the Rules’ scope so the rules would 
not inadvertently apply to insurance agents’ activities that are not 
financial planning.  

(1) The submission explained that many salespeople in the life 
insurance industry operate at different times and in different 
situations in the separate functions of insurance sales, broker-
dealer activities, and financial planning engagements. 

(2)  ACLI suggested that the rules should endeavor to parallel 
fiduciary duty and disclosure standards in the Investment 
Advisers Act of 1940, rather than establishing different 
standards.   

c) The letter recommend that the threshold definition of “financial 
planning” parallel the term “investment adviser” as explained in the 
SEC’s Rule 202(a)(11)-1 and Investment Advisers Act Release No. 
1092. 

d)  ACLI recommended careful coordination with the comprehensive 
laws and regulations administered by the SEC, NASD, and state 
insurance departments governing life insurers and their agents.  

(1) The letter also suggested refinements to disclosure 
obligations and the definition of financial planning. 

(2) The submissions recommended that traditional insurance 
distribution activities should not be pulled into the CFP 
standards and fiduciary duty requirements when agents are not 
engaged in financial planning.  ACLI’s initial (2006) submission 
appears at http://www.cfp.net/aboutus/Comments.asp#Wilkerson 

(3) ACLI’s 2007submission appears at 
http://www.cfp.net/aboutus/A_C.asp#ACLIACLI’s 
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recommendations for change were reflected in the final 
amendments to the CFP Board’s Ethical Code and Standards.  

VII. FINRA Position Regarding Investment Advisory Activities of Registered 
Representatives 

A. FINRA Notice to Members No. 94-44 concerns salespersons registered both as 
representatives of a FINRA broker-dealer and as an investment adviser with the SEC or 
the states, and who conduct their investment advisory business "away from" their broker-
dealer. 

1. NTM 94-44 indicates that conduct Rule 3040 [selling away or unauthorized 
securities sales] does not apply to arrangements where the account is "handed 
off" to on affiliated third-party advisers that make all investment decisions.  
These activities and other advisory activities, however, would be subject to 
reporting under conduct rule 3030 which governs outside business activities. 

2. Specific examples cited in the FINRA Notice to Members: 

a) Activities limited to writing financial plans for a fee and not 
including specific securities purchase recommendations were executions 
are covered by conduct Rule 3040. 

b) Wrap-fee accounts would not be subject to conduct Rule 3040 when 
the wrap fee includes a fee for management, accounting and reporting, 
and the charge is shared with the investment adviser who is also a 
registered representative.  This is provided that these securities 
transactions are handled by a broker-dealer at deep discounts and are not 
known to or executed by the registered representative-investment 
adviser. 

c) Asset allocation modeling should be outside conduct Rule 3040 if 
the registered representative-investment adviser has no part in the 
execution of actual transactions, but only receives information client 
account reports, even if he receives a portion of the allocation fee for a 
monitoring role in the account. 

3. NTM 94-44 stated that other advisory activities that do not include 
transaction compensation going to be registered representative-investment 
adviser, and the individual does not participate in the execution of securities 
transactions, the activities would be subject to reporting as "outside is this 
activities" under conduct rule 3030.  These could include, for example: 

a) Timing services (if service makes the investment decisions; 

b) Financial plan creation; 

c) Securities execution independent of the registered representative-
investment adviser; and, on affiliated third party advisory activities. 

4. Procedural Background: 



a) FINRA Notice to Members 91-32 (June 1991) circulated an 
interpretation of FINRA's national is thus conduct committee concerning 
investment advisory activities of registered representatives, which 
elicited strong industry criticism that it was functionally unworkable, and 
failed to reflect contemporary organizational structures. 

5. Summary of Interpretation 

a) According to the FINRA notice, the NBCC at its May 1991 meeting 
considered the applicability of conduct Rule 3040.  Conduct Rule 3040 
governs Private securities transactions and was approved by the FINRA 
membership in 1985. 

b) The notice reveals that the NBCC believes conduct Rule 3040 should 
apply to investment advisory activities conducted by registered 
representatives, other than their activities on behalf of the primary 
broker-dealer "that results in a purchase or sale of securities by the 
associated person's advisory clients." 

(1) According to the notice, the NBCC believes that if the 
registered representative-investment adviser receives no 
compensation from any source whatever in connection with the 
outside activities, Rule 3040's books, records and supervisory 
obligations would not apply. 

(2) Significantly, however, the notice states that if the registered 
representative-investment adviser receives compensation for, or 
as a result of, such advisory activities from a person or entity 
other than the broker-dealer, then Rule 3040's books, records and 
supervisory obligations would apply. 

c) In explanation of this dichotomy, the notice indicates that the NBCC 
believes to conclude otherwise would permit registered representatives to 
participate in securities transactions outside the scope of the broker-
dealer's oversight and supervision to the potential detriment of 
customers. 

(1) Any interpretation, the NBCC also examined whether they 
received of management or advisory fees for activities 
"conducted away" from the broker-dealer would constitute the 
receipt of selling compensation under conduct Rule 3040. 

(a) The interpretation instructs that the broker-dealer 
allowing registered representatives to conduct this 
category of activities must fully comply with the 
requirements of Rule 3040 and, therefore, record 
transactions on the books and records, and supervise the 
registered representatives as if these transactions had 
occurred at the broker-dealer. 
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(b) The NBCC determined that the receipt of "any 
compensation by the registered representative-
investment adviser outside the scope of their 
employment with a broker-dealer constituted the receipt 
of selling compensation, whether that compensation is 
directly related to the transaction or in the form of an 
asset performance-based advisory fee." 

 

VIII. The Impact of State Insurance Consulting Laws and Related Provisions on 
Insurance Producers Performing Financial Planning Services 

A. Background 

1. A degree of variability exists in state insurance statutes and regulations 
concerning financial planning by life insurance agents. 

2. Careful review of the various state laws and regulations is valuable in 
confirming proper procedures and activities.  

B. NAIC Unfair Trade Practices Act provisions governing financial planning: 

1. §2(M) of the NAIC Unfair Trade Practices Act defines an unfair financial 
planning practice by an insurance producer to be: 

a) Holding himself or herself out directly or indirectly to the public as 
they "financial planner," "investment advisor," "consulted," "financial 
counselor," or any other specialists engaged in the business of giving 
financial planning for advice relating to investments, insurance, real 
estate tax matters or trust and estate matters when such person is in fact 
engaged only in the sale of policies. 

b) Engaging in the business of financial planning without disclosing to 
the client prior to the execution of the agreement provided for in 
paragraph 3 [of this regulation], or solicitation of the sale of a product or 
service that: 

(1) He or she is also an insurance salesperson, and 

(2) That a commission for the sale of the insurance products will 
be received in addition to a fee for financial planning, if such is 
the case. This NAIC provision forbids these other than 
commission for financial planning by insurance producers, 
unless such fees are based upon a written agreement, signed by 
the client in advance; a copy of the agreement must be y given to 
the client at the time it is signed. 

C. Insurance Consulting Laws 

1. Many states have adopted statutes or regulations generally referred to as 
"insurance consulting" provisions that seek to protect insurance product 
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policyholders by preventing the receipt of insurance commissions and insurance 
consulting fees concerning the same sale. 

2. It is unlikely that this body of law was intended to govern broad-spectrum of 
financial planning conducted by insurance agents in today's market.  Nonetheless, 
financial planning and investment advisory activities could inadvertently trigger 
the scope and terms of the insurance consulting laws. 

a) Insurance consulting laws evolved to address problems of a 
traditional life insurance environment, not more recent developments 
such as financial planning or investment advice. 

b) While the application of the insurance consulting laws to financial 
planning is not clear, potential coverage could be triggered in two ways: 

(1) Fee and commission financial planning arrangements that 
also involve a recommendation and ultimate purchase of 
insurance product; 

(2) Commission only financial planning arrangements that 
involve the recommendation and ultimate purchase of an 
insurance product. 

c) Insurance consulting laws generally fall into two categories: 

(1) States prohibiting insurance agents from receiving both 
consulting fees and sales commissions in connection with the 
same assurance product sale. 

(a) See, e.g., Connecticut Insurance Code §38 – 92h (an 
individual serving as a “certified insurance consultant” is 
prohibited from receiving both sales commission and a 
consultant's commission in connection with the sale of 
insurance). 

(2) States permitting insurance agents to obtain both consulting 
fees and sales commissions in connection with the same 
insurance product sale, providing clear disclosure about the joint 
receipt of a fee and commission is communicated. 

(a) See, e.g., Arkansas Insurance Department Bulletin 
No. 1185 (May 10, 1985): "the obvious intent of this 
section [§66 -- 3023 (3)] is to permit genuine utilization 
of the [property/casualty and life/disability] agent's 
expertise, for compensation, but to require proper 
disclosure to the client and to prevent price gouging by 
unscrupulous persons." 

(b) See also, New Mexico Insurance Rule 80-3-6 (c) 
which states that "terms such as financial planner, 
investment advice or, financial consultant, or financial 
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counseling shall not be used in such a way as to imply 
that the insurance agent is generally engaged in an 
advisory business in which compensation is unrelated to 
sales, unless such is actually the case. 

(3) A compilation of state laws and regulations about insurance 
consulting laws and investment advisor provisions is set forth 
below. 
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