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Preface

In recent years, the evolution of the financial service industry has blurred traditional distinc-
tions between broker-dealers and investment advisers and made it difficult to design appro-
priate regulatory schemes for their professional services. To better understand the industry’s
dynamics and its effects on individual investors, the U.S. Securities and Exchange Commis-
sion (SEC) commissioned RAND to conduct a study of broker-dealers and investment advis-
ers from two perspectives: first, examine investment advisers’ and broker-dealers’ practices in
marketing and providing financial products and services to individual investors; and second,
evaluate investors’ understanding of the differences between investment advisers’ and broker-
dealers’ financial products and services, duties, and obligations.

The research on which this document reports was conducted within the LRN-RAND
Center for Corporate Ethics, Law, and Governance within the RAND Institute for Civil
Justice.

The LRN-RAND Center for Corporate Ethics, Law, and Governance

The LRN-RAND Center for Corporate Ethics, Law, and Governance is committed to improv-
ing public understanding of corporate ethics, law, and governance and to identifying specific
ways in which businesses can operate ethically, legally, and profitably at the same time. The
center’s work is supported by voluntary contributions from private-sector organizations and
individuals with interests in research on these topics.

The center is part of the RAND Institute for Civil Justice (ICJ]), which is dedicated to
improving decisionmaking on civil legal issues by supplying policymakers with the results of
objective, empirically based, analytic research. ICJ facilitates change in the civil justice system
by analyzing trends and outcomes, identifying and evaluating policy options, and bringing
together representatives of different interests to debate alternative solutions to policy prob-
lems. ICJ builds on a long tradition of RAND research characterized by an interdisciplinary,
empirical approach to public-policy issues and rigorous standards of quality, objectivity, and
independence.

ICJ research is supported by pooled grants from corporations, trade and professional
associations, and individuals; by government grants and contracts; and by private foundations.
ICJ disseminates its work widely to the legal, business, and research communities and to the
general public. In accordance with RAND policy, all IC] research products are subject to peer
review before publication. IC]J publications do not necessarily reflect the opinions or policies of
the research sponsors or of the IC] Board of Overseers.
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Executive Summary

The financial service industry is at a crossroads regarding its regulatory and legal status. As
the industry has become more complex, it has become increasingly difficult for regulators
to design regulations that govern the different financial services available in this market. In
theory, financial professionals are relatively distinct: A broker is defined as someone who con-
ducts transactions in securities on behalf of others; a dealer is defined as someone who buys
and sells securities for his or her own accounts; and an investment adviser is defined as some-
one who provides advice to others regarding securities. Broker-dealers and investment advisers
are subject to different federal regulations: The Securities Exchange Act of 1934 (48 Stat. 881)
regulates brokers and dealers, and the Investment Advisers Act of 1940 (54 Stat. 847) regulates
investment advisers.

In light of these differences in definitions and regulations, the dividing line between
broker-dealers and investment advisers has always been an important one. However, trends
in the financial service market since the early 1990s have blurred the boundaries between
them. Firms are constantly evolving and bundling diverse products and services in response to
market demands and the regulatory environment. Although the SEC has attempted to clar-
ify the boundaries between broker-dealers and investment advisers—first in a 1999 proposed
rule that was then modified and became the 2005 rule, “Certain Broker-Dealers Deemed
Not to Be Investment Advisers” (SEC, 2005)—the regulation was challenged and eventually
overturned.

During the rule-making process, the SEC received more than 1,700 letters from finan-
cial professionals, investors, and consumer groups expressing concerns about what investors
understand about the differences between brokerage and advisory accounts, the legal obliga-
tions of each type of account, and the effect of titles and marketing on investor expectations.
As a result, the SEC recognized that any future regulatory reform would have to be based on
a clearer understanding of the industry’s complexities, including the changing business prac-
tices of broker-dealers and investment advisers and how investors perceive these practices. In
response, the SEC commissioned RAND to conduct this study.

Study Purpose and Approach

The main purpose of this study was to provide the SEC with a factual description of the cur-
rent state of the investment advisory and brokerage industries for its evaluation of the legal and
regulatory environment concerning investment professionals. This study did not evaluate the

xiii
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legal or regulatory environment itself; nor does this resulting report make policy recommenda-
tions. Specifically, the study addressed two primary questions:

* What are the current business practices of broker-dealers and investment advisers?
* Do investors understand the differences between and relationships among broker-dealers
and investment advisers?

To describe industry practices, we collected and analyzed information from a number of
sources: previous studies of the subject, primarily in economics and business publications and
in popular sources, such as trade journals and financial media; data derived from regulatory
filings submitted by investment advisers and broker-dealers from 2001 to 2006; business docu-
ments used by a sample of firms; and two sets of personal interviews: one set with 26 interested
parties with different perspectives on the industry and one set with financial service firms.

To assess investor understanding, we collected and analyzed data from an extensive
household survey and from focus groups consisting of experienced and inexperienced inves-
tors. The survey, which was completed by 654 U.S. households, asked about perceptions of the
differences between investment advisers and broker-dealers, experience with financial service
providers, and the level of satisfaction with the services received. Six focus groups with 10 to 12
participants each allowed for interactive discussion of the same topics and offered the opportu-
nity to probe for the assumptions and reasoning that lay behind certain responses.

Overall, we found that the industry is very heterogeneous, with firms taking many differ-
ent forms and offering a multitude of services and products. Partly because of this diversity of
business models and services, investors typically fail to distinguish broker-dealers and invest-
ment advisers along the lines that federal regulations define. Despite their confusion about
titles and duties, investors express high levels of satisfaction with the services they receive from
their own financial service providers.

Current Business Practices of Investment Advisers and Broker-Dealers

We provide a descriptive analysis of the business practices of thousands of investment advisers
and broker-dealers based on data they report in regulatory filings. We focus attention on firms
that report that they offer both brokerage and advisory services or are afliliated with firms that
offer the complementary service. We attempt to clarify the differences between such firms and
those that specialize solely in brokerage or advisory services. Our analysis confirms what many
stakeholders expressed in their interviews: The industry is composed of heterogeneous firms
that provide a range of services and are engaged in a variety of relationships with one another,
and, therefore, it is not surprising that investors fail to distinguish financial service providers
along the regulatory lines.

Number of Firms and Firm Size

A relatively small number of large firms provide a full range of services, are often afhliated with
other financial service providers, and conduct an overwhelming proportion of the investment
advisory and brokerage businesses. On the other end of the spectrum are a great number of
relatively small firms that provide a limited range of either investment advisory or brokerage
services, but they frequently report affiliations with firms providing complementary services.



Executive Summary xv

Figure S.1 displays year-end industry snapshots of the number of brokerage and invest-
ment advisory firms from 2001 through 2006, as described in data we obtained from the SEC
Division of Investment Management and from the Financial Industry Regulatory Authority
(FINRA). During this time period, the following changes took place:

* 'The number of investment advisers in the Investment Adviser Registration Depository
(IARD) database grew substantially, from 7,614 in 2001 to 10,484 in 2006, whereas the
number of broker-dealers declined from 5,526 to 5,068.

* 'The number of broker-dealers in the Financial and Operational Combined Uniform
Single (FOCUS) Report database declined from 5,526 to 5,068.

* 'The number of dual registrants (firms in both databases) in these data remained relatively
constant (between 500 and 550 each year).

e The share of broker-dealers that were dually registered increased slightly, from 9.5 percent
to 10.6 percent, while the share of investment advisers that were dually registered fell
from 6.9 percent to 5.1 percent.

Although some investment advisory firms are very large, most are rather small. Among
investment advisory firms with individuals as clients at the end of 2006, more than half
reported having no more than ten employees. Only about one-fourth of these firms reported
having more than 50 employees, and less than 8 percent reported having more than 100
employees. However, 69 investment advisory firms with individual clients reported that they

Figure S.1
Broker-Dealers, Investment Advisers, and Dually Registered Firms (2001-2006)

0= [0 Total broker-dealers
B Total investment advisers
8 —
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=
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SOURCES: Broker-dealer data are from FOCUS reports. Investment adviser data are from IARD .
NOTE: Dual indicates firms listed in both databases.
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employed more than 1,000 individuals each. Almost 40 percent of investment advisory firms
reported that some of their employees were registered representatives of a brokerage firm.

We also analyzed data on more than 5,000 broker-dealers registered at the end of 2006,
but these data do not contain reports on employment and clientele. Much more information is
available on firm finances. A defining attribute of a broker-dealer is whether it clears or carries
customer accounts. Those firms that do must file a FOCUS report, Part II, while the others
need file only the abbreviated Part IIA report. The Part II filers constitute only about 10 per-
cent of registered broker-dealers but tend to be much larger than Part ITA filers.

Among broker-dealers, distributions of assets and ownership equity are heavily skewed,
with one group of firms being vastly larger than the rest. The mean of total assets reported
in the fourth quarter of 2006 is more than $1 billion, but the median is less than $500,000.
The difference between mean of ownership equity ($32 million) and the median ($340,000)
is also quite striking. Much of this variation is associated with filing status. The means of
reported assets and ownership equity among Part II filers are $10 billion and $250 million,
respectively, whereas the corresponding means among Part IIA filers are about $25 million and

$7 million.

Financial Services

Most firms reported being engaged strictly as either an investment adviser or as a broker-dealer
without any afhiliations with those that provide the complementary service. Many others, how-
ever, were directly engaged in only one type of activity but were afhiliated with a firm engaged
in the other type. The remainder, a minority of firms, were directly engaged in both brokerage
and advisory activities.

As the economic scope of a firm grows, it tends to engage in a much fuller range of ser-
vices and consequently is affiliated with other financial service firms or conducts a significant
amount of business in both the investment advisory and brokerage fields. Smaller firms, which
are much more numerous, tend to provide a more limited and focused range of either invest-
ment advisory or brokerage services, although they frequently report some sort of affiliation
with firms providing the complementary service.

Almost 95 percent of investment advisory firms with individual clients provide portfolio
management for individuals or small businesses, with about 14 percent of those firms manag-
ing a wrap-fee program. Overall, about 6 percent of investment advisory firms with individual
clients sponsor a wrap-fee program. After portfolio management, the most frequently provided
advisory service is financial planning, reported by about half of the firms. Almost 20 percent
engage in pension consulting. More than 25 percent of investment advisory firms with individ-
ual clients reported being engaged in business activities other than advisory services, including
broker-dealer (7 percent), registered representative of a broker-dealer (12 percent), and insur-
ance agent or broker (12 percent). Our assessment of these data, in combination with other
evidence, indicates the presence of substantial reporting error in the regulatory filings.

Among broker-dealers in the Central Registration Depository (CRD) database at the
end of 2006, the most frequently reported business activities were mutual fund retailer (52
percent), retailing of corporate-equity securities over the counter (50 percent), and private
placement of securities (50 percent). Part II filers were more likely than Part ITA filers to report
engagement in all but 7 of the 28 different business activities described in the data. More than
20 percent of the broker-dealers reported being engaged in the investment advisory service
business. Overall, about 7 percent of total quarterly revenues of broker-dealers were reported
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for a fee category that included bur was not limited to investment advisory service fees. Even
among firms that reported being engaged in investment advisory services, this share is just 8
percent. However, further inspection of the data indicates that investment advisory service fees
may have accounted for a large share of revenues at smaller firms.

Dual Activity and Affiliations

The number of firms dually registered in the FOCUS and IARD databases remained relatively
constant at 500 to 550 from 2001 through 2006. However, the number of dually registered
firms grew as a proportion of all broker-dealers, and these dually registered firms grew substan-
tially in terms of mean reported revenues, expenses, and, generally, net incomes over the entire
period. With respect to assets under management by these dually registered firms, the total
amount in discretionary accounts increased slightly from 2001 to 2006, while the amount in
nondiscretionary accounts increased by about 75 percent.

Firms that directly provide either investment advisory or brokerage activities but not
both may be affiliated with firms that provide other financial services. Overall, almost one out
of every four investment advisers with individual clients has a related person who is also an
investment adviser, and this other adviser could, of course, engage in other business activities.
Moreover, more than one out of every five advisers reported that a related person was a broker-
dealer, municipal-securities dealer, or government-securities broker or dealer. About 17 percent
reported that a related person was an insurance company or agency, and 11 percent reported
that a related person was an investment company.!

Among broker-dealers, more than 20 percent of registered firms in the fourth period of
2006 reported current or expected engagement in investment advisory services. Only about
half of these firms are included in the contemporaneous IARD database. Many, but certainly
not all, of the other half were confirmed to be state-registered investment advisers. We also
obtained data on broker-dealers’ affiliations, but these data are much less detailed than the data
on investment advisers. About 40 percent of broker-dealers either directly or indirectly control,
are controlled by, or are under common control with a firm engaged in the securities or invest-
ment advisory business. About 8 percent of broker-dealers are directly or indirectly controlled
by a bank holding company or other banking institution.

Firms reporting such affiliations play a disproportionately large role in the market. For
example, investment advisory firms that report no direct engagement in brokerage activities
but that a related person is a broker-dealer constitute less than 15 percent of all reporting firms
but managed more than one-fourth of all accounts and almost two-thirds of all assets reported
at the end of 2006. Among broker-dealers, 69 percent of Part II filers reported afhiliations with
securities or investment advisory businesses, as opposed to 38 percent of Part IIA firms, which
tend to be much smaller.

These afhliations further blur the boundaries among types of financial services. In many
cases, we found it difficult disentangle the services and business relationships of firms that were
dually registered or affiliated with other firms. Some corporations may have multiple subsidiar-
ies or business units, each registered separately as an investment adviser or broker-dealer, but
these data do not identify these relationships. By comparing details across databases, we noted
many inconsistencies and inaccuracies in the information reported. For example, many invest-

U In regulatory filings, person can indicate a person or other legal entity, such as an affiliate business.
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ment advisory firms that were not sole proprietorships reported being engaged as registered
representatives of broker-dealers. Other investment advisers reported being engaged as broker-
dealers, but we could find no evidence that they were dually registered. In most of these cases,
the firms appear to be affiliated in some way with a broker-dealer with a distinct CRD number,
including one investment advisory firm that reported having more than 1,000 employees who
were registered representatives of a broker-dealers.

In a few case studies, we attempted to classify firms based on reported activities and
afhliations and found that we had to piece together the evidence based on multiple sources of
information, such as regulatory filings, business documents, Web sites, and firm interviews.
What became clear was that the registered firms may be involved in multifaceted relationships
spanning a variety of business activities. Given such complexity, it is not surprising that the
typical retail investor finds it difficult to understand the nature of the business from which he
or she receives investment advisory or brokerage services.

Disclosures

Both investment advisers and broker-dealers are required to provide certain disclosures to clients
and potential clients. In interviews with interested parties, many claimed that the disclosures
themselves are problematic. First, they are not written in a way that is easily understandable
to the average investor, and the information they provide is inadequate. Second, the financial
service provider does not do enough to help investors understand disclosures—that is, they
present the required disclosures without taking time to explain them. Third, many said that
investors do not take the necessary time and effort to fully read and understand disclosures.

Participants in firm interviews described the lengths to which these firms go to make
full disclosure, including efforts to produce booklets written in plain English rather than legal
language. Several of these participants acknowledge that, regardless of how carefully they craft
documentation, investors rarely read these disclosures.

We examined many types of disclosures: descriptions of the differences between invest-
ment advisers and broker-dealers, conflicts of interest, compensation structure, code of ethics
and fiduciary oath, future performance, and so forth. We referred to multiple sources—
published studies, business documents and Web sites, and interviews with both financial ser-
vice professionals and investors.

In the business documents submitted by investment advisers, the most frequently identi-
fied disclosures concerned the code of ethics and fiduciary oath. In the documents submitted by
broker-dealers, the most frequently identified disclosures concerned issues of compensation—
e.g., how clients compensate the firm, how other firms compensate the firm, and how employ-
ees are compensated. In contrast, the most frequently found disclosure on the Web sites of
both investment advisers and broker-dealers was related to future performance.

Investor Understanding

To assess the level of investor understanding about a range of issues, we administered a large-
scale, national household survey and conducted six intensive focus-group discussions with
both experienced and inexperienced investors. Both methods were designed to identify inves-
tor understanding of the distinctions between investment advisers and broker-dealers and the
relationships among them. Our analysis confirmed findings from previous studies and from
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our interviews with stakeholders: Investors had difficulty distinguishing among industry pro-
fessionals and perceiving the web of relationships among service providers.

About two-thirds of all survey respondents were classified as “experienced” investors (that
is, they held investments outside of retirement accounts, had formal training in finance or
investing, or held investments only with retirement accounts but answered positively to ques-
tions gauging their financial understanding). Of the 349 respondents who reported using a
financial service provider, 73 percent seek professional assistance for advising, management, or
planning, and 75 percent seek professional assistance for conducting stock-market or mutual
fund transactions.

We presented respondents with a list of services and obligations and asked them to indi-
cate which items applied to investment advisers, brokers, financial advisors or consultants,
or financial planners. Their responses indicate that they view financial advisors and financial
consultants as being more similar to investment advisers than to brokers in terms of services
and duties. However, regardless of the type of service (advisory or brokerage) received from
the individual professional, the most commonly cited titles are generic titles, such as advisor,
[financial advisor, or financial consultant. Focus-group participants shed further light on this
confusion when they commented that the interchangeable titles and “we do it all” advertise-
ments made it difficult to discern broker-dealers from investment advisers.

Comments from focus-group participants expand on the survey responses. Like survey
respondents, focus-group participants indicated that they would be willing to seek services
from an investment adviser or a broker, but for different reasons. The compensation struc-
tures, disclosure requirements, and legal duties make investment advisers appealing. However,
account minimums, industry certification, and costs make brokers appealing. Even though we
made attempts to explain fiduciary duty and suitability in plain language, focus-group partici-
pants struggled to understand the differences in standards of care. Furthermore, focus-group
participants expressed doubt that the standards differ in practice.

However, despite their confusion about titles and duties even among experienced inves-
tors, most survey respondents and focus-group participants are happy with their own finan-
cial service provider. It is clear from their responses that that personal service given by the
financial service provider is a very important dimension of the business relationship. For survey
respondents, the most common types of positive comments attributed to financial service pro-
viders are personal, service-related attributes, such as attentiveness and accessibility. These
attributes were mentioned more than dimensions such as expertise or performance. For focus-
group respondents, attentiveness and accessibility were also mentioned as important dimen-
sions, but the most commonly mentioned attribute they sought was trustworthiness. We do
not have evidence on how levels of satisfaction vary with the actual financial returns aris-
ing from this relationship. In fact, focus-group participants with investments acknowledged
uncertainty about the fees they pay for their investments, and survey responses also indicate
confusion about the fees.
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CHAPTER ONE
Introduction

A 2005 rule by the U.S. Securities and Exchange Commission (SEC), “Certain Broker-Dealers
Deemed Not to Be Investment Advisers” (SEC, 2005) sought to clarify which of a broker-
dealer’s investment advisory activities are subject to regulation by the Investment Advisers Act
of 1940 (SEC, 2005; 54 Stat. 847). The 1940 act regulates activities of investment advisers,
whereas the Securities Exchange Act of 1934 (48 Stat. 881) regulates the activities of broker-
dealers, who are also subject to oversight by self-regulating organizations (SROs). The 1940 act
(§202[a][11]) defines an investment adviser as

any person who, for compensation, engages in the business of advising others, either directly
or through publications or writings, as to the value of securities or as to the advisability of
investing in, purchasing, or selling securities, or who, for compensation and as part of a
regular business, issues or promulgates analyses or reports concerning securities.

To avoid duplicate regulation of brokerage activities, the 1940 act (§202[a][11][C]) makes an
exception for “any 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.”

The 1940 act does not define two important concepts: (1) advisory services that are “solely
incidental” to the business of a broker or dealer or (2) “special compensation” for advisory
services. The 2005 rule clarifies these definitions (SEC, 2005). Under the 2005 rule, a broker-
dealer is excepted from the 1940 act if it charges an asset-based or fixed fee (rather than com-
missions, markups, or markdowns) for its services, as long as the broker-dealer (1) does not
charge a separate fee for advisory services; (2) does not provide advice as part of a financial plan
or in connection with financial planning services; (3) does not exercise investment discretion
over any customer accounts; and (4) includes the following statement in any advertisements
for the account and for contracts, agreements, applications, and other forms governing the
account:

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 con-
flicts 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 sales-
persons’ compensation, may vary by product and over time.
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Background

During the tenure of chair Arthur Levitt, the SEC commissioned the 1995 Report of the Com-
mittee on Compensation Practices (Tully and Levitt, 1995) in response to a concern about con-
flicts of interest in the retail brokerage industry. The report identified besz practices as those that
attempted to more closely align the interests of the investor, the registered representative, and
the firm. Fee-based accounts were highlighted as a best practice because they reduce the likeli-
hood of abusive selling practices, such as churning, high-pressure tactics, and recommending
unsuitable transactions. Fee-based accounts allow for registered representatives to be compen-
sated based on the amount of assets in an account regardless of transaction activity.

The release of the Tully-Levitt 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.

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. In 1999,
the SEC proposed a rule (§202[a][11]-1 of the Investment Advisers Act), that, among other
things, exempted broker-dealers offering fee-based brokerage accounts from being subject
to the terms of the Investment Advisers Act. The SEC argued that, if the 1940 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 (SEC, 2005).

Many of those who commented on the 1999 proposed rule argued that such an exclu-
sion would blur the lines between broker-dealers and investment advisers and confuse inves-
tors about their rights and obligations under each type of financial relationship. In response
to these and other comments, the SEC modified the rule and reproposed it in 2005. The
reproposed rule expanded the disclosure requirements of broker-dealers offering investment
advice by ensuring that any advertisement or literature identify the account as a brokerage
account, as discussed previously.

The 2005 rule has since been vacated, but 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.

To address these questions, the SEC commissioned RAND to study the current business
practices of broker-dealers and investment advisers, as well as investor understanding regarding
distinctions between broker-dealers and investment advisers.

Purpose of the Study

The main purpose of our study was to provide to the SEC a factual background for its evalu-
ation of the legal and regulatory environment concerning investment advisers and broker-
dealers. The study itself did not evaluate the legal and regulatory structure, nor does this result-
ing report provide recommendations on policies or regulations.
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To gain better insight into the current business practices of investment professionals, as
well as what investors understand about the differences between broker-dealers and investment
advisers, our research addresses two main questions:

* What are the current business practices of broker-dealers and investment advisers?
* Do investors understand the differences between and relationships among broker-dealers
and investment advisers?

This report offers a description of current industry practices in marketing and provid-
ing financial products and services to individual investors by investment advisers and broker-
dealers. We describe how each of these investment professionals interacts with individual
investors today. The report also evaluates investor understanding of information received from
investment advisers and broker-dealers about financial products and services. The unit of analy-
sis throughout the report is the financial service provider, such as the firm or its individual
professionals, rather than the products or services that they offer.

Approach

We used several methods to study current practices in the financial industry and analyze
whether investors understand differences between types of financial service professionals:

* Literature review. We examined the relevant literature on the subject, which exists pri-
marily in the fields of economics and business. The relevant economic studies focus on
finance, industrial organization, contracts, and law and economics; business studies focus
on management and marketing within the financial industry.

* Quantitative analysis of industry data. We conducted a large-scale, empirical inquiry
of the investment adviser and broker-dealer industries, using data derived from regula-
tory filings submitted by investment advisers and broker-dealers. Our analysis focuses
on a snapshot of firms at the end of 2006 but also includes some findings on changes
in the preceding five years. In our analyses, the definition of a firm is determined by
a unique registration in these regulatory filings. For investment advisers, we use data
from the Investment Adviser Registration Depository (IARD). The 2006 data include
10,484 firms. For broker-dealers, we use two data sets. Data from the Central Registra-
tion Depository (CRD) include 5,224 firms. Data from the Financial and Operational
Combined Uniform Single (FOCUS) Report describe 5,068 firms.

* Business-document collection. We collected and examined business documents used by
a sample of selected investment advisers and broker-dealers. Using a probability-sampling
scheme, these firms were selected from the registration data described above. Collected
documents include marketing and sales documents advertising the firm itself, its range of
services, or individual products; regulatory documents, such as disclosure statements and
disclaimers required by federal and state regulators and SROs; account-based documents
(e.g., application forms, account agreements, transaction confirmations, account state-
ments); and interfirm agreements and contracts between investment advisers or broker-
dealers and other possible financial institutions, such as mutual fund managers.
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* Interviews. We conducted two sets of interviews—one set of interviews with interested

parties and one set with financial service firms. The interested-party interviews provided
us with a general view of how those parties perceived the financial service industry to
work with individual investors. We interviewed knowledgeable people with a variety
of perspectives on the financial service industry to gain a better understanding of how
broker-dealers and investment advisers work with individual investors. Topics included
opinions on trends affecting the investment adviser and broker-dealer markets, the cur-
rent regulatory scheme, important issues that the current industry faces, and investor
choice and sophistication.
We also interviewed investment professionals in the financial service industry. The firm
interviews allowed us to investigate how the financial service industry interacts, in prac-
tice, with investors. Participants were asked specific questions about their firms and those
firms’ business practices. We also asked about level of investor knowledge and industry
trends and sought comments on the current regulatory structure.

* National household survey. To assess investor understanding of distinctions between
investment advisers and broker-dealers, we conducted a large-scale survey on household
investment behavior and preferences, experience with financial service providers, and
understanding of the different types of financial service providers. The survey was admin-
istered to members of the RAND American Life Panel (ALP), a longitudinal survey of
U.S. households, via the Internet. The survey was administered for six weeks, from Sep-
tember 26, 2007, through November 6, 2007. During this time, 654 households com-
pleted the survey. The household survey included questions on investment experience,
beliefs about differences between investment advisers and broker-dealers, and experience
with financial service providers.

* Focus groups. To gain additional evidence on investor beliefs about and experience with
financial service providers, we conducted six focus groups with investors in Alexandria,
Virginia, and Fort Wayne, Indiana. Each location included two groups of experienced
investors and one group of inexperienced investors. Discussion topics included partici-
pants’ investment background, general impressions of the financial service industry,
financial decisionmaking and experience with financial service professionals, perceived
differences between investment advisers and broker-dealers, and expectations of business
relationships based on both broker-dealers’ and investment advisers” advertisements.

Organization of This Report

The next chapter discusses the policy context for this study. It describes the evolution of the
current regulatory and legal environment for broker-dealers and investment advisers. It also
presents assessments of the industry and its regulatory structure, as expressed by interested
parties. Chapter Three reviews published studies and media reports on various dimensions of
the financial service industry, such as its structure, services, revenues, forms of compensation,
and disclosure practices. Chapters Four through Six present our key empirical results: Chapter
Four presents our empirical analysis of data derived from regulatory filings by broker-dealers
and investment advisers; Chapter Five provides our analysis of the business documents and
personal interviews with representatives of select firms; Chapter Six presents the results of
surveys and focus groups on investor perceptions of distinctions between broker-dealers and
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investment advisers. We used diverse data sources and methods for the various components of
the empirical analysis. Each chapter begins with a summary of our methodology and directs
the reader to appendixes for further details about our data sources and data-collection and ana-
lytic techniques. Chapter Seven offers concluding observations about current business prac-
tices of broker-dealers and investment advisers and investor understanding of those practices.






CHAPTER TWO

Regulatory and Legal Background

To set the stage for subsequent analysis, it is important to have a basic understanding of key
aspects of the legal and regulatory landscape within which broker-dealers and investment advis-
ers navigate. This chapter describes the main features of that terrain. In the first part of the
chapter, we offer the central highlights of the regulatory environment, first for broker-dealers,
then for investment advisers. We focus on key policy issues related to fee structures, the ren-
dering of advice, and the 2005 rule change that are most relevant to this research project.! We
conclude with a summary of the results of interviews with “interested parties”—stakeholders
with a variety of perspectives on the industry, from trade groups to consumer-interest groups
and regulators—who express concern about today’s regulatory environment and help illumi-
nate the key policy issues facing the industry.

Regulation of Broker-Dealers

The Securities Exchange Act of 1934 (48 Stat. 881; herein, the 1934 act) and its implement-
ing rules comprise the most central regulatory apparatus for broker-dealers. The act defines
a broker as a “person engaged in the business of effecting transactions in securities for the
account of others” (§3[a][4]), while a dealer is a “person engaged in the business of buying and
selling securities for his own account” (§3[a][5]).

Brokers and dealers generally cannot do business unless they are registered with the SEC
(48 Stat. 881, §15[a]).2 The SEC has ability to revoke or suspend broker or dealer registration
or censure the broker or dealer if the broker or dealer has violated federal law or engaged in
other misconduct.

Although the SEC has the authority to set rules regarding broker-dealers, the commission
has delegated much of this authority to SROs—in particular, the Financial Industry Regula-
tory Authority (FINRA).? In addition, a broker-dealer must also become a member of FINRA
and must abide by applicable rules established by state law.*

' This is by no means a complete exegesis of the copious regulatory distinctions within these fields, which would require

volumes. For more extended analysis of the legal and regulatory environment, see Plaze (2006).

2 There are some exceptions, such as broker-dealers who deal with municipal and government securities only or broker-
dealers who do business entirely within one state.

3 FINRA was created in 2007 through the consolidation of the National Association of Securities Dealers (NASD) and
the member regulation, enforcement, and arbitration functions of the New York Stock Exchange (NYSE).

4 If a broker-dealer conducts business on only one national securities exchange (and meets certain other requirements), it
is not required to become a member of FINRA if it is a member of that exchange.
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Both the SEC and FINRA have several rules that govern the conduct of broker-dealers.
The “regulatory-conduct” duties for broker-dealers are significant.> We begin with discussion
of registration requirements for broker-dealers. We then list some of the more important regu-
latory requirements in the sections that follow.5 We conclude the section on regulation of
broker-dealers with discussion of the extension of fiduciary duties to broker-dealers handling
discretionary (or “discretionary-like”) accounts.

Registration Requirements

Applications for FINRA membership involve several filed forms and documents. Membership
applications must include Form BD, the Uniform Application for Broker-Dealer Registration,
which requires information on the broker-dealer; its business practices; persons, firm, and
organizations that are controlled, controlling, or under common control; and criminal, civil,
and other actions (for more information on Form BD, see Appendix A). Included in the appli-
cation materials that registrants must also submit are a detailed business plan that describes all
material aspects of the business, such as monthly projections of income and expenses for the
first 12 months, an organizational chart, and a list of the types of securities to be offered and
the types of customers to be solicited. Other required information includes names and finger-
prints for all “associated persons” and any regulatory, civil, or criminal actions against the firm
or any associated persons. Furthermore, each associated person must register with FINRA.

For active members, Form BD must be updated “not later than 30 days after learning
of the facts or circumstances giving rise to the amendment” (FINRA, 2007b). SEC rules
require that all registered broker-dealers file an annual audit report that includes a statement
of financial condition, a statement of income, a statement of cash flow, a statement of changes
in stockholders’, partners’, or sole proprietor’s equity, and a statement of changes in liabilities
subordinated to claims of general creditors. SEC rules also require that broker-dealers file the
FOCUS report monthly or quarterly.” The main sections of the FOCUS report include a state-
ment of financial condition describing assets, liabilities, and ownership equity; computation of
net capital; statement of income or loss; and computation for determination of reserve require-
ments (for more details on the FOCUS report, see Appendix A).

All professionals—including partners, officers, directors, branch managers, department
supervisors, and salespersons—associated with a registered broker-dealer must register with
FINRA. As part of the registration process, individuals are required to submit information
on prior employment and any disciplinary history as well as pass mandatory examinations

5 Note that these conduct regulations do not necessarily give investors direct, actionable legal rights against a broker-
dealer. In particular, when a broker-dealer violates the suitability requirement, it does not necessarily follow that the client
(as opposed to FINRA) has the authority to take legal action. Traditionally, legal actions for suitability violations have
followed a case-by-case assessment (Colonial Realty Corp. v Bache and Co., 358 F.2d 178, 2nd Cir., 1966). But in many
jurisdictions, courts have come down more firmly on the side of an absolute prohibition on private rights of action (Jablon
v Dean Witter and Co., 614 F.2d 677, 9th Cir., 1980). On the other hand, courts have found that violation of the suitability
requirement (even if not directly actionable itself) may bear on other legal rights that an investor possesses, such as implied
rights of action under securities-fraud laws (such as SEC Rule 10b-5, 48 Stat. 881, §10[b]), contractual rights, or fiduciary
obligations (Clark v Lamula, 583 F.2d 594, 2nd Cir., 1978).

¢ FINRA rules include both NASD rules and certain NYSE rules. In this report, we follow FINRA’s convention of speci-
fying whether rules are NASD rules or NYSE rules.

7 Whether a broker-dealer is required to file monthly or quarterly depends on whether he or she clears transactions and
holds customer accounts.
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administered by FINRA. Topics on the qualification exams include the markets, the securities
industry, and securities regulation. Principals of broker-dealers, such as officers, partners, or
managers, must pass additional examinations.

Suitability
Under NASD rule 2310, the broker-dealer making a recommendation to a retail customer
must have grounds for believing that the recommendation is suitable for that customer with
respect to his or her portfolio, financial situation, and needs.

Before executing a transaction recommended to a customer, the broker-dealer is required
to make “reasonable efforts” to discover

i. the customer’s financial status; ii. the customer’s tax status; iii. the customer’s investment
objectives; and iv. such other information used or considered to be reasonable by such
member or registered representative in making recommendations to the customer. (NASD
rule 2310)

Broker-dealers may also have additional suitability requirements, depending on the prod-
ucts that they offer. For example, a new rule that is scheduled to become effective in May
2008 establishes suitability standards for transactions related to variable annuities (NASD rule
2821).

Reasonable Basis
Before recommending a specific security, a broker-dealer must ensure that an investment is suit-
able for some investors (as opposed to being made suitable for a specific customer). A broker-

dealer cannot recommend a security unless there is an “adequate and reasonable basis” for such
a recommendation (Hanly v Securities and Exchange Com., 415 F.2d 589, 2nd Cir., 1969).

Prohibition of Excessive Markups

NASD rule IM-2440-1 describes the markup policy. Since 1943, FINRA has used the “5 per-
cent policy,” which states that a markup of 5 percent for a security is a reasonable one. But the
5 percent policy is a guide, not a rule. In evaluating whether a markup is excessive, FINRA
considers a number of factors, including the following:

* type of security involved?

* availability of the security in the market

* price of the security

* amount of money involved in a transaction
* disclosure

* pattern of markups

* nature of the member’s business.

Prohibition of Excessive Trading Activities
NASD rule IM-2310-2 prohibits excessive trading, or “churning.” In general, churning involves
three elements:

8 For example, the 5 percent policy may be too generous for certain instruments, such as government bonds.
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* 'The broker-dealer must have control of the account (e.g., a “discretionary” account).

* Once the account is turned over more than four times its total value annually (this is
called excessive trading), a presumptively suspect case arises.

* The intent of trading is to generate commissions.

Supervision of Registered Representatives
FINRA imposes strict regulations on broker-dealers to supervise the activities of their employ-

ees (NASD rule 3010).

Best Execution

There are also requirements that broker-dealers who receive orders from customers must exe-
cute them promptly and with reasonable diligence and must seek the most favorable terms for
customers available under the circumstances (NASD rule 2320).

Record-Keeping Requirements

Registered broker-dealers are also required to make and keep a number of records relating
to their business. Such records include account-record information, records of transactions,
statements of financial accounts, memoranda of orders, transaction confirmations, records of
associated persons of the firm (including disciplinary history), and a list of beneficial owners
of securities held in street name (17 C.E.R. §240.17a-3).

Broker-Dealers and Fiduciary Duties

An important factor in the legal obligations of financial service providers (and the rights of
their clients) is the extent to which such financial professionals owe fiduciary duties to their
clients. Unlike a contractual duty (which allows a party relatively broad discretion to pursue
its own self-interest, subject to a loose good-faith constraint), fiduciary duties require a height-
ened duty to act on another’s behalf, in good faith, with honesty, with trust, with care, and
with candor. Nearly 80 years ago, U.S. Supreme Court Justice Benjamin N. Cardozo famously
described the distinct nature of the fiduciary duty:

Many forms of conduct permissible in a workaday world for those acting at arm’s length are
forbidden to those bound by fiduciary ties. A trustee is held to something stricter than the
morals of the market place. Not honesty alone, but the punctilio of an honor the most sen-
sitive is then the standard of behavior. (Meinhard v Salmon, 249 N.Y. 458, 1928, p. 458)

Unlike the case of investment advisers (addressed below), broker-dealers are not categori-
cally bound—Dby statute, regulation, or precedent—to a per se rule imposing fiduciary obliga-
tions toward clients. Instead, the existence of fiduciary obligations within a broker-client rela-
tionship has historically been significantly more contingent, turning ultimately on the factual
nature of the relationship (usually as interpreted by courts and arbitrators).

Perhaps the most critical distinction along these lines is that between nondiscretionary
accounts (for which the broker-dealer simply carries out specific market or limit orders on
behalf of its client) and discretionary accounts (for which the client has given consent for the
broker-dealer to purchase and sell securities on his or her behalf without consent for each
transaction—often with restrictions on the categorical domain of such securities). By both
title and description, discretionary accounts give a broker-dealer significantly more freedom to
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exercise judgment for the client. Instead of merely executing the client’s transactional instruc-
tions, a broker for a discretionary account will tend to make trades on his or her own accord,
on an ongoing basis, on the client’s behalf. It is not surprising, then, that such freedom comes
at additional potential risk that the broker may abuse that discretion or otherwise run afoul of
the client’s best interests. Accordingly, brokers who handle discretionary accounts are generally
thought to owe fiduciary obligations to their clients. Not only do such duties transcend the
basic regulatory constraints placed on the broker, but they also give rise to individual enforce-
ment rights by the client.?

In contrast, brokers handling nondiscretionary accounts are generally thought to owe a
much more limited and shallow pool of duties to the customer, principally concerning many
of the rules that apply to all registrants, including prompt order execution, knowing one’s secu-
rity, knowing one’s customer, disclosing conflicts of interest, and refraining from engaging in
securities fraud.'® Significantly, this set of duties is generally perceived not to rise to the level of
a fiduciary relationship (see, e.g., Independent Order of Foresters v Donald, Lufkin and Jenrette,
157 E.3d 933, 2nd Cir., 1998, pp. 940-941).

At least two additional factors further cloud this landscape. First, some brokerage accounts
may possess some characteristics of both discretionary and nondiscretionary accounts. For
example, a broker handling a putatively nondiscretionary account may simply begin to make
decisions on behalf of his or her client, effectively exercising de facto control over not only
executions of client orders but also over the contents of those orders themselves. Even when
the client is continuously apprised of such orders, courts have, on occasion, found that the
broker’s course of performance in exercising control created a fiduciary obligation (see Hechr v
Harris, Upham and Co., 430 F.2d 1202, 9th Cir., 1970). Over the years, courts have developed
a number of tests to diagnose whether fiduciary-like control exists, usually turning on multi-
factor tests that are sometimes difficult to predict in practice.!!

2 One oft-cited federal-court opinion has ruled that brokers handling discretionary accounts owe a broad spectrum of
fiduciary duties, including the duties to

(1) manage the account in a manner directly comporting with the needs and objectives of the customer as stated in the
authorization papers or as apparent from the customer’s investment and trading history, . . . (2) keep informed regarding
the changes in the market which affect his customer’s interest and act responsively to protect those interests[,] (3) keep
his customer informed as to each completed transaction; and ([4]) explain forthrightly the practical impact and potential
risks of the course of dealing in which the broker is engaged. . .. (Leib v Merrill Lynch, Pierce, Fenner and Smith, Inc., 461
E. Supp. 951, E.D. Mich., 1978, p. 951).

10 Brokers handling nondiscretionary accounts have been held to owe more limited duties:

(1) the duty to recommend a stock only after studying it sufficiently to become informed as to its nature, price and financial
prognosis; (2) the duty to carry out the customer’s orders promptly in a manner best suited to serve the customer’s inter-
ests; (3) the duty to inform the customer of the risks involved in purchasing or selling a particular security; (4) the duty
to refrain from self-dealing or refusing to disclose any personal interest the broker may have in a particular recommended
security; (5) the duty not to misrepresent any fact material to the transaction; and (6) the duty to transact business only
after receiving prior authorization from the customer. (Leib v Merrill Lynch, Pierce, Fenner and Smith, Inc., 461 F. Supp.
951, E.D. Mich., 1978, p. 953)

11 These tests include such factors as

(1) the broker’s past activities as investment advisor; (2) the extent to which the customer followed the broker’s advice; (3)
the extent to which the broker trades without the customer’s prior approval; (4) the frequency of communication between
the broker and customer; (5) the investment sophistication of the customer; and (6) the degree of trust and confidence

reposed in the broker. (Goforth, 1989, pp. 428—429)
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Second, for nearly two decades, the jurisprudential tests for divining the existence and
extent of fiduciary obligations among brokers have remained in a form of doctrinal stasis, with
little or no evolutionary development of legal precedents. The reason for this hiatus is that
virtually all disputes in this period involving brokers’ allegedly breached duties to their clients
have been adjudicated through arbitration, a process that does not generate published, written
opinions. Challenges to the validity of such binding arbitration requirements, moreover, are
both rare and rarely successful, leaving much of the current set of disputes beyond the public
view. It is difficult to tell with much certainty, then, whether courts hearing such cases today
would adopt a fiduciary-duty jurisprudence for brokers that is stronger, weaker, or roughly
the same as the one that developed during the 1970s and early 1980s (see, e.g., Markham and
Hazen, 2006, §12:33).

Regulation of Investment Advisers

The federal Investment Advisers Act of 1940 (54 Stat. 847, herein the 1940 act) regulates the
collection of financial professions that typically includes financial planners, money managers,
and investment consultants. The act (§202[a][11]) defines an investment adviser as any person
who, for compensation, is engaged in a business of providing advice to others or issuing reports
or analyses regarding securities. This test is conjunctive (and thus both parts must be satisfied
for a party to be deemed an investment adviser under the act). However, the SEC—which is
authorized under statute to administer the act—has interpreted its ambit relatively broadly.

Falling under the 1940 act’s prescriptions entails three sets of general obligations: height-
ened fiduciary duties, reporting and record-keeping obligations, and other requirements. We
discuss registration requirements as well as these obligations below.

Registration Requirements
Under the 1940 act, any investment adviser who does not fall under a specific exception must
register with the SEC.2 Those whose assets under management amount to less than $25 mil-
lion are specifically precluded from federal registration and are subject to state requirements (if
they exist), while those managing more than $25 million are required to file under federal law,
and state registration requirements are preempted.'? (It is important to note, however, that,
while federal law may preempt state registration requirements, it generally does not supersede
other state mandates, such as licensing or renewal fees and state blue-sky antifraud laws.)
When applicable, SEC registration takes place at the firm level, and employees and others
under control of the firm are deemed to be registered by the advisory firm’s registration. The
precise vehicle for registration is Form ADV, which must be filed at least once a year (and, in
some cases, more frequently). The form contains two parts. Part I contains general informa-

12 Exceptions include advisers who do all of their business within a state and not pertaining to securities sold on a national
exchange, private advisers with fewer than 15 clients, hedge-fund advisers, commodity-trading advisers, and investment
advisory firms that are themselves charitable organizations. Some of these exceptions are not as clear as they first appear. For
example, in assessing the number of clients maintained by the adviser, the SEC has had difficulty determining whether to
treat corporate clients as a single client or to pierce through to the actual number of shareholders. See Pekarek (2007) and

Markham (2006, pp. 101-105).

13 In special cases, such as with Wyoming, which has no state requirements, investment advisers are required to register
under federal law.
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tion about the nature and size of the adviser’s business and disciplinary history within the firm
(pertaining to either the company or individual employees). Information on Part II includes

disclosures of conflicts, such as the practice of using of an affiliate firm to execute client trades.
(See Appendix A for more about Form ADV.))

Fiduciary Duties

In addition to registration requirements, and unlike broker-dealers, federally registered invest-
ment advisers owe fiduciary obligations to their clients as a categorical matter. As noted already,
such obligations require the adviser to act solely with the client’s investment goals and interests
in mind, free from any direct or indirect conflicts of interest that would tempt the adviser to
make recommendations that would also benefit him or her. Although the specific standards for
fiduciary obligations are not laid out clearly in the statute, they are unambiguously a center-
piece of the 1940 act’s differential treatment of investment advisers, and their categorical appli-
cation has since been upheld in numerous specific circumstances (see, e.g., Lowe v SEC, 472
U.S. 181, 1985, p. 210). Some of these requirements are similar to those that apply to nonfidu-
ciary broker-dealers, including a suitability requirement, a requirement that the adviser have a
reasonable basis for his or her recommendations, and a best-execution requirement. However,
the universal duties imposed on investment advisers differ in number, degree, and mechanism
of enforcement. As noted, the kernel of the fiduciary obligations that investment advisers owe
to clients is to refrain from any undisclosed conflicts of interest, a requirement that constrains
only some broker-dealers. In addition, even for those requirements that appear similar to those
for broker-dealers, violation may be viewed as much more significant.'

The fiduciary duties imposed on investment advisers require any adviser either to refrain
from acting with a conflict of interest or to fully disclose the conflict and receive specific con-
sent from the client to so act. Examples of such conflicts include various practices in which
an adviser may have pecuniary interest (through, e.g., fees or profits generated in another
commercial relationship, finder’s fees, outside commissions or bonuses) in recommending a
transaction to a client. Moreover, these duties have been held to apply both to current and to
prospective clients, and thus even deceptive advertising falls under the act’s proscriptions.

Record-Keeping Requirements

The SEC also requires investment advisers to keep and maintain a significant number of records
pertaining to client accounts, interactions, and business operations for no less than five years.
The types of records required to be maintained include both typical records reflecting specific
client interactions as well as records that the SEC deems to be pertinent to discharging fidu-
ciary obligations. These include (among other things) records of an investment advisory firm’s
transactions and its employees’ personal transactions, copies of advertisements, copies of client
communications, and evidence substantiating performance-based advertising. Although these
records are not required to be filed with the SEC, the commission has significant inspection
rights and can demand access to an adviser’s records as frequently as every other year (and more
frequently if the commission has cause to believe that an ongoing violation is occurring).

14 The commission takes the position that violation of suitability requirements is tantamount to committing securities

fraud.
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Other Requirements

Finally, the SEC and the 1940 act require investment advisers to refrain from particular sorts
of business practices that have been deemed inconsistent with the adviser’s role as a fiduciary.
For example, the commission has placed significant restrictions on the advertising practices
of investment advisers when soliciting new clients. Moreover, the 1940 act restricts the use of
various types of fee structures—and, in particular, performance fees beyond a simple asset-
management fee—to relatively sophisticated or high—net-worth (HN'W) clients. In addition,
advisory contracts are required to prohibit the adviser from assigning client accounts without
consent.

The Dividing Line Between Investment Advisers and Broker-Dealers

Because of the distinct regulatory structures of registration, disclosure, and legal duties placed
on investment advisers and broker-dealers, the dividing line between these two categories has
always been an important (though also an elusive) one. Under the 1940 act, registered brokers
and dealers are excluded from the terms of the 1940 act so long as the following are true:

* Any advice that the broker-dealer gives to clients is “solely incidental” to its business as a
broker-dealer.
* 'The broker-dealer does not receive any “special compensation” for rendering such advice.

The proscription on special compensation has traditionally meant that broker-dealers
receive compensation from their brokerage clients in the form of commissions, markups, and
markdowns on specific trades. In essence, then, investment advisers” business practice of charg-
ing a general fee, rather than broker-dealers’ practice of charging transaction-specific fees, has
evolved into one of the hallmark distinctions between investment advisers and broker-dealers.
Although a broker-dealer could, in theory, charge a management fee and avoid being deemed
an investment adviser by giving solely incidental investment advice, the judicial interpretation
of solely incidental is fraught with ambiguity, and thus the mechanism by which broker-dealers
and investment advisers charge clients for services has become a significant issue from a regula-
tory perspective. Consequently, over the past two decades, broker-dealers have begun to drift
subtly into a domain of activities that (at least under the regulatory regime) have historically
been the province of investment advisers.

Simultaneously, investment advisers have also begun to enhance the scope of advisory
activities they offer in a way that has not been part of the traditional norm. Some investment
advisers, for example, may offer services that employ computerized trading programs and may
take an active, discretionary management role over customer accounts. From the retail inves-
tor’s prospective, these activities may not be obviously distinct from those in which brokers
typically engage.

Adding further ambiguity to the mix is the emergence, also during the past 20 years, of a
category of financial service provider known as financial planners. This field is itself highly pro-
fessionalized, with a certification program that involves rigorous training and testing. More-
over, the financial planner is sometimes identified as an entity independent of either the broker-
dealer or the investment adviser, offering generalized advice about a general financial plan for a
client and not handling client accounts or executing transactions (see SEC, 1988, at €89,011).
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However, it is widely acknowledged that financial planners typically offer a range of services,
which need not correspond with this description (see SEC, 1988, at 89,011).

In the 1990s, a number of other types of brokerage accounts, including “discount” bro-
kerage accounts and “fee-based” accounts, further blurred the distinction between broker-
dealers and investment advisers. The popularity of discount brokerage programs grew in the
1990s because they were attractive to brokerage customers who wanted to trade securities at
a lower commission rate and who did not want assistance from a registered representative.
Full-service broker-dealers began to introduce discount brokerage accounts to compete with
discount broker-dealers. However, they continued to offer full-service brokerage accounts that
still included assistance from registered representatives, for a higher commission rate than
that charged for discount brokerage accounts. There was concern that offering both discount
and full-service brokerage accounts would require full-service accounts to come under the pro-
scription of the 1940 act. This concern arose because, with a two-tiered commission structure,
the difference in commission rates between full-service and discount brokerage accounts could
be viewed as special compensation in return for investment advice.

During this same period, fee-based brokerage programs were gaining popularity as well,
in part as reaction to the 1995 Tully-Levitt report (Tully and Levitt, 1995). In 1994, at the
request of then—SEC chair Arthur Levitt, a committee was formed to identify conflicts of
interest in the retail brokerage industry and to identify best practices to reduce these con-
flicts. Formation of the Committee on Compensation Practices was, in part, motivated by
concerns that commission-based compensation may encourage registered representatives to
churn accounts or make unsuitable recommendations. The chair of the committee was Daniel
Tully, and the resulting report (Tully and Levitt, 1995) came to be known as the Tully report.
In terms of compensation policies, the Tully report defined besz practices as those “designed to
align the interest of all three parties in the relationship—the client, the registered representa-
tive, and the brokerage firm” (Tully and Levitt, 1995, p. 1). Among the best practices that the
committee found was “paying a portion of [registered-representative] compensation based on
client assets in an account, regardless of transaction activity, so the [registered representatives]
received some compensation even if they advise a client to ‘do nothing”™ (Tully and Levitt,
1995, p. 1). In further discussion of compensation based on client assets, the report specifically
mentions fee-based accounts as potentially being “particularly appropriate for investors who
prefer a consistent and explicit monthly or annual charge for services received, and whose level
of trading activity is moderate” (Tully and Levitt, 1995, p. 10).

Fee-based brokerage accounts typically provide customers with a bundle of broker-
age services for either a flat fee or a fee based on assets in the account. As with discount
brokerage accounts, there was concern that the introduction of fee-based accounts would trig-
ger the 1940 act, due to violation of the special-compensation exemption.

The burgeoning size, scale, and intertwined scope of activities among various financial
service providers likely enhanced a general sense of uncertainty about the regulatory catego-
rization of such providers. This sense of uncertainty, in turn, contributed to additional rule-
making activity by the SEC. The most pertinent for this study concerns the proposed rule
regarding the creation of a safe harbor for the certain exceptions to the 1940 act. We give an
overview of that activity below."

15 In addition, we should note that the SEC also briefly adopted a rule that required hedge funds to register under the 1940
act. That rule was subsequently struck down in 2006 (Goldstein v SEC, 371 U.S. App. D.C. 358, 2000). It is not directly
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Policy Response to Blurring of the Line

In 1999, the SEC issued a notice of proposed rule making (NOPR) that exempted broker-
dealers offering fee-based accounts from being deemed to be investment advisers under the
1940 act. Although the proposed rule change would not alter the determination that asset-
based or flat fees constituted special compensation, the receipt thereof would not trigger the
1940 act’s requirements so long as three requirements were met:

1. The broker-dealer did not exercise investment discretion over the brokerage accounts.
Any advice provided by the broker-dealers with respect to the accounts was incidental
to the brokerage services provided to those accounts.

3. Prominent disclosure was made to the client regarding the fact that the account was a
brokerage account and not an advisory account.

The 1999 NOPR further allowed full-service broker-dealers to offer discount broker-
age accounts “without having to treat full-price, full-service brokerage customers as advisory
clients” (SEC, 2005, p. 10). The 1999 NOPR was issued in concert with a no-action position
taken by the SEC, effectively assuring brokers even before the rule was finalized that they
would be fully protected in abiding by the NOPR. In January 2005, the SEC reproposed the
rule with some key changes: The revised version of the proposed rule expanded the disclosure-
statement requirements and further clarified the circumstances under which investment advice
from a broker-dealer is solely incidental to its business as a broker or a dealer. In particular, a
broker-dealer must register as an investment adviser if it charges a separate fee or offers sepa-
rate contracts for advisory services (such as sponsors of wrap-fee programs), holds itself out as
a financial planner, or if it offers discretionary accounts. In April 2005, the commission final-
ized its proposal as “Certain Broker-Dealers Deemed Not to Be Investment Advisers” (SEC,
2005).

A short time later, the Financial Planning Association (FPA) challenged the new rule in
court. In March 2007, the U.S. Court of Appeals for the District of Columbia Circuit invali-
dated it on a split 2-1 decision (Fin. Planning Assn v SEC, 375 U.S. App. D.C. 389, 2007).
A core aspect of the FPA challenge was that, by excluding from the definition of investment
adviser any broker-dealers who offer fee-based accounts, the rule exceeded what the SEC, as
an administrative agency, was empowered to do. Furthermore, it claimed, even if within the
SEC’s power, the rule constituted an unreasonable interpretation of the empowering statutes.
These two challenges correspond to what is known as the Chevron test for challenging rule-
making in administrative agencies (and is named after the case Chevron, USA, Inc. v NRDC,
Inc., 467 U.S. 837, 1984).

In the March 30 opinion, the FPA prevailed on the first part of a Chevron challenge—i.e.,
that the statutory acts at issue, in particular §202(a)(11) of the Investment Advisers Act, was
very specific on the issue of who could be exempted from the definition of investment adviser
and thus limited the SEC’s power. On this basis, the rule was vacated. In addition, the court
vacated the rule in full because it did not have a severability clause, which would have allowed
the court to deem only the offending portion of the rule to be invalid.

pertinent to our study, but it does have some effect on the interpretation of our larger data set in Chapter Four. We shall
revisit this topic there.
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The court’s opinion revolved exclusively (or nearly so) around statutory interpretation,
using a set of interpretational canons—such as plain-meaning interpretation, dictionary defi-
nitions, contextual interpretation, observations of grammatical differences among the subsec-
tions, and the like—to conclude that §202(a)(11)(C) made up the sole and exclusive exemption
for broker-dealers and that §202(a)(11)(F), which gives the SEC broad discretionary powers
over future exemptions, could not be used to broaden that tailored and precise exemption for
broker-dealers in §202(a)(11)(C).

In May 2007, the SEC announced that it would not seek appeal of the Fin. Planning
Assn v SEC ruling and instead asked the court for a 120-day stay of the ruling so that firms
and investors would have adequate time to review their options, because clients with fee-based
brokerage accounts would have to decide what to do with their assets in these accounts. The
SEC also announced its intention to review the regulation of broker-dealers and investment
advisers.

Prior to the vacating of the rule, the SEC adopted a temporary rule and proposed a new
rule 202(a)(11)-1. Temporary rule 206(3)-3T allows that broker-dealers that are also registered
as investment advisers may engage in principal trading on nondiscretionary advisory accounts
under several conditions. Principal trades are transactions in which a broker fills customer
orders with the firm’s own inventory rather than with shares it obtains on the open market.
Dually registered firms are required to provide disclosures on the conflicts of interest that may
arise in principal transactions, obtain the customer’s consent before engaging in any principal
transactions, identify principal trades on confirmation statements, and provide the customers’
annual reports showing principal-trading activity in the account. The temporary rule, which
expires in 2009, allows for dually registered firms to offer fee-based brokerage clients an alter-
native account that offers similar services.

Proposed rule 202(a)(11)-1 reinstates guidance from the now-vacated rule on the clarifica-
tion that

(i) a broker-dealer provides investment advice that is not “solely incidental to” the conduct
of its business as a broker-dealer if it exercises investment discretion (other than on a tem-
porary or limited basis) with respect to an account or charges 