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Beginning January 31 of this year, the rules changed for broker-
dealers offering investment advice, as the last provisions of SEC Rule 
202(a)(11)-1 swung into effect. The rule, adopted in April 2005, 
remaps the regulation of broker-dealers offering investment advice in 
two respects: it casts certain discretionary brokerage and comprehen-
sive fi nancial planning services as “investment advice” subject to the 
Investment Advisers Act of 1940, and it carves out from regulation 
under the Advisers Act fee-based brokerage services that comply with 
specifi ed conditions. Although according the SEC’s adopting release, 
the rule was designed to address “confusion regarding the differences 
between broker-dealers and investment advisers,”1 the rule and the 
related SEC staff guidance arguably raise as many questions as they 
answer. In fact, Rule 202(a)(11)-1 and SEC staff guidance leave 
open a broad range of important issues that, depending on future 
interpretations by regulators and the courts, have the potential to limit 
the ability of broker-dealers to provide investment advice alongside 
principal or dealer-based execution services, which are effectively 
prohibited under the Advisers Act.

This article describes the historical context for the rulemaking, 
key provisions of the fi nal rule, the new framework for regulation of 
brokers-dealers offering investment advice, and the complexities and 
questions that remain.

Overview of Rule 202(a)(11)-1

The SEC adopted Rule 202(a)(11)-1 to address the application of 
the Investment Advisers Act to certain types of advisory programs and 
services offered by broker-dealers. The rule was fi rst proposed in 19992 
to respond to perceived uncertainties under Section 202(a)(11)(C) of the 
Advisers Act, which provides an exception for broker-dealers from the 
defi nition of investment adviser. That proposal quickly became the focus 
of intense lobbying efforts by the securities, investment management, 
and fi nancial planning industries. Financial planners rallied together 
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in opposition to the proposal, launching a letter writing 
campaign that resulted in the submission of over 1,700 
comment letters. The Financial Planning Association upped 
the ante by fi ling a petition for judicial review of the SEC 
proposal.3 This prompted the SEC to repropose the rule in 
January 2005,4 and to adopt the rule in fi nal form two months 
later.5 In response, the FPA fi led another suit on April 28, 
2005. The briefi ng of that case just started in March 2006. 
Consumer advocacy groups also have joined the industry in 
commenting on the rulemaking and have submitted letters 
to the SEC that are sharply critical of both the rule and the 
SEC guidance.6

The fi nal rule represents a surprising metamorphosis in 
the SEC’s regulation of broker-dealers providing investment 
advice. It allows a broker-dealer to charge asset-based or 
fi xed fees without falling under the Advisers Act so long as 
the investment advice is “solely incidental” to the broker-
age services provided and the customer receives (and all 
marketing around the fi xed-fee brokerage accounts uses) 
standardized disclosure. However, as discussed below, under 
Rule 202(a)(11)-1, activities in which broker-dealers have 
routinely engaged and that have been widely understood to 
be a customary aspect of “full service brokerage” are now 
subject to regulation under the Advisers Act.

When Does a Broker-Dealer’s Advice Trigger 
Application of the Advisers Act?

Section 202(a)(11)(C) of the Advisers Act defi nes an 
“investment adviser” to exclude broker-dealers if the invest-
ment advice they provide is “incidental” to their brokerage 
business and they do not charge “special compensation” 
(e.g., a clearly defi nable charge) for such advice. Thus, 
historically, the determination of whether a broker-dealer 
was offering an investment advisory service or a brokerage 
service has turned on the nature of the compensation. A 
broker-dealer receiving “special compensation” for provid-
ing services that included an element of investment advice 
was unable to rely on the broker-dealer exception from 
the defi nition of an investment adviser, and therefore was 
subject to investment adviser regulation.

The exclusion in Section 202(a)(11)(C) recognizes that 
broker-dealers “commonly give a certain amount of advice 
to their customers in the course of their regular business 
and that it would be inappropriate to bring them within the 
scope of the [Advisers Act] merely because of this aspect 
of their business.”7 Indeed, as the SEC has recognized, the 
advice provided by broker-dealers “is substantial in amount, 
variety, and importance to their customers” and was “well 
understood in 1940 when Congress passed the Advisers 
Act.”8

Following this statutory scheme, the SEC and its staff 
has historically drawn the line between broker-dealer and 
investment adviser activity primarily by focusing on the form 
of compensation rather than the substance of a broker-dealer’s 
activity. For at least two decades, the SEC and its staff have 

taken the stance that a broker-dealer may be viewed as 
receiving special compensation in the context of multi-tiered 
commission schedules if a higher commission rate is primarily 
attributable to investment advice provided, regardless of the 
character of that advice. As the staff commented in 1985, 
“[i]f two general fee 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[,] there is special compensation.”9 
This conclusion was reached despite the fact, now conceded 
by the SEC, that “[a]t the time the Advisers Act was enacted, 
Congress understood ‘special compensation’ to mean com-
pensation other than commissions.”10

The SEC’s approach to distinguishing between broker-
dealer and investment adviser activity led to regulatory 
uncertainties in the early 1990s, as increasing numbers of 
broker-dealers launched non-traditional commission 
arrangements, including discount (and later electronic) 
and fee-based brokerage arrangements. To the extent the 
related brokerage services included an advice component, 
broker-dealers generally were careful to make clear that they 
intended to provide the same types of advice as they provided 
to customers paying traditional commissions in an effort to 
skirt the investment adviser status issue. These arrangements 
were already well established in the marketplace by the time 
the SEC proposed Rule 202(a)(11)-1.11

The New Status Quo: Functions to Which the 
Advisers Act May or May Not Apply

In the fi nal rule, the SEC ultimately staked out a functional 
approach to deciding which brokerage activities may fall 
within the scope of the Advisers Act, but not without a 
few surprises. The approach is based on the SEC’s view 
that “broker-dealers and advisers should be held to similar 
standards depending not upon the statute under which they 
are registered, but upon the role they are playing.”12

The fi nal rule also expressly precludes certain activities 
from being deemed solely incidental, including exercising in-
vestment discretion over an account, providing advice as part 
of a fi nancial plan, or charging a separate fee or separately 
contracting for advisory services. As discussed below, the 
SEC’s new stance on the fi rst two of these activities represents 
a remarkable change from its past interpretations.

Different and non-traditional commissions

The fi nal rule clarifi es that offering both discount and 
full-service brokerage services does not bring a broker-dealer 
under the Advisers Act. In doing so, the SEC wisely backed 
away from its previous stance that fi rms offering multiple 
commission schedules, including higher commissions where 
investment advice was given as part of a “full service” 
offering, would create “special compensation.” In addition, 
a broker-dealer may charge asset- or fee-based commissions 
without triggering the Advisers Act so long as the investment 
advice is “solely incidental” to the brokerage services provided 
and the broker-dealer provides a standardized disclosure to 
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This reversal is remarkable given that discretionary 
brokerage existed before Congress enacted the Advisers Act 
(and chose to focus on a broker-dealer’s means of compensa-
tion as the primary factor in deciding applicability of the 
statute). In addition, SEC and self-regulatory organization 
(“SRO”) rules, in the SEC’s own words, “provide substantial 
protections for broker-dealer customers that in many cases 
are more extensive than those provided by the Advisers Act 
and the rules thereunder.”17 For example, both NYSE and 
NASD rules impose heightened supervisory requirements for 
transactions effected on behalf of discretionary brokerage ac-
counts.18 Moreover, discretionary brokerage transactions are 
governed by the suitability and best execution standards for 
registered broker-dealers, which parallel those for registered 
investment advisers in many respects, as well as state and 
common law fi duciary standards. Indeed, when formulating 
proposed Rule 206(4)-5 under the Advisers Act, which would 
have created an express suitability obligation for investment 
advisers, the SEC looked primarily to interpretations of the 
scope of broker-dealer suitability obligations under the 
Exchange Act.19

“Temporary or limited” discretionary authority

As noted above, the final rule does not classify all 
discretionary activity as investment advisory services. The 
SEC carved out the exercise of discretion on a “temporary 
or limited basis.” This carve-out provides fl exibility to 
broker-dealers by allowing them to exercise discretion for 
execution purposes so long as the discretion is “limited to a 
transaction or series of transactions and [does] not extend to 
setting investment objectives or policies for the customer.” 
Responding to industry comments,20 the SEC listed the 
following examples as instances in which it would treat a 
broker-dealer’s discretion as temporary or limited:

• When the broker-dealer is given discretion as to the 
price or the time to execute an order given by a cus-
tomer for the purchase or sale of a definite amount or 
quantity of a specified security;

• When the broker-dealer is given discretion on an iso-
lated or infrequent basis to purchase or sell a security 
or type of security when a customer is unavailable for 
a limited period of time not to exceed a few months;

• When the broker-dealer is given discretion as to cash 
management, such as to exchange a position in a money 
market fund for another money market fund or cash 
equivalent;

• When the broker-dealer is given discretion to purchase 
or sell securities to satisfy margin requirements;

• When the broker-dealer is given discretion to sell 
specific bonds and purchase similar bonds in order to 
permit a customer to take a tax loss on the original 
position;

customers in advertisements, contracts and applications, and 
other forms governing the program.13

The standard disclosure must recite, in 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.

The prominent statement also must identify an appropri-
ate person at the fi rm with whom the customer can discuss 
the differences between brokerage services and advisory 
services subject to regulation under the Advisers Act. The 
rule does not, however, specify what type of person would be 
an appropriate contact for customer questions. Accordingly, 
it would be permissible to designate a customer’s broker or 
fi nancial adviser as the person to whom a customer should 
address questions. Firms also are free to designate a help 
line or other centralized customer service resource to address 
these questions, assuming the help line staff has appropriate 
expertise.

Discretionary brokerage accounts

Before Rule 202(a)(11)-1 was adopted, a broker-dealer 
was regarded as providing incidental investment advice, 
and was not treated as an investment adviser subject to the 
Advisers Act, when exercising discretionary authority over 
the accounts of a limited number of customers, so long as 
the customers did not pay special compensation for these 
services. However, if a broker-dealer’s business consisted 
“almost exclusively of managing accounts on a discretionary 
basis,” the SEC staff would not regard the broker-dealer as 
providing “incidental” investment advice for purposes of the 
exclusion in Advisers Act Section 202(a)(11)(C).14

The fi nal rule reverses that approach and treats discretion-
ary brokerage as an advisory service subject to the Advisers 
Act. Under the fi nal rule, a broker-dealer is not excepted from 
the Advisers Act for any account over which it exercises in-
vestment discretion as that term is defi ned under the Securities 
Exchange Act of 1934,15 unless such discretion is exercised 
on a “temporary or limited basis.” Although the meaning of 
“temporary or limited basis” discretion does allow for some 
fl exibility for broker-dealers to execute transactions without 
receiving specifi c trade-by-trade directions from the customer 
prior to execution, the language makes clear that this sort 
of limited discretion excludes broad management authority 
or discretionary grants “seeking to obtain discretionary 
supervisory services.”16
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• When the broker-dealer is given discretion to purchase 
a bond with a specified credit rating and maturity; 
and

• When the broker-dealer is given discretion to purchase 
or sell a security or type of security limited by specific 
parameters established by the customer.

Since the rule was adopted, the SEC staff has issued two 
letters interpreting the scope of the concept of temporary or 
limited discretion. First, in UBS Financial Services, Inc.,21 the 
SEC staff confi rmed that it would deem a cash management 
program to involve “temporary or limited” discretion where, 
among other things, UBS agreed to:

• Provide cash management services only for institutional 
accounts (as defined by NASD Rule 3110(c)(4));

• Obtain from each customer a written grant of discre-
tion limited to compliance with written guidelines set 
and provided by the customer;

• Exercise discretion in accordance with such written 
guidelines and any subsequent customer instruc-
tions;

• Disclose to each such customer that UBS may act as 
principal in transactions effected for the customer’s 
account;

• Exercise discretion only for those customers that re-
quire, pursuant to the customer’s written guidelines, 
that the weighted average maturity of the customer’s 
account not exceed 18 months;

• Limit discretionary trading in each such customer’s 
account to fixed-income and similar instruments, such 
as U.S. Treasury securities, municipal securities, debt 
obligations issued by U.S. federal agencies or U.S. 
government-sponsored enterprises, interests in money 
market funds, investment grade corporate debt, com-
mercial paper, variable rate demand obligations, auc-
tion rate certificates, auction preferred stock, repurchase 
and reverse repurchase transactions, and certificates of 
deposit;

• With respect to fixed-income instruments and auction 
preferred shares, exercise discretion only for such cus-
tomers that limit the grant of discretion, according to 
the customer’s written guidelines, to instruments (a) 
bearing credit ratings of A1/P1 or higher for short-term 
investments and A2/A or higher for long-term invest-
ments and (b) with maturities of three years or less;

• Treat the accounts of such customers as discretionary 
brokerage accounts under applicable SRO rules; and

• Clearly inform each such customer that the account is 
a brokerage account.

UBS is interesting because it is by no means clear that 
this relief was legally needed given the SEC’s guidance in the 

adopting release for Rule 202(a)(11)-1, and because several 
of the conditions—such as the limitation to institutional ac-
counts—may not be legally relevant to whether a broker-dealer 
is deemed an investment adviser by virtue of its exercise of 
discretion. Accordingly, although the UBS letter is a helpful 
illustration of the kinds of discretion that may be exercised 
consistent with the notion of temporary or limited discretion, 
its conditions should not be read as modifying the guidance 
provided by the SEC or as necessarily limiting other arrange-
ments.

The second SEC staff letter interpreting the scope of the 
concept of “temporary or limited discretion” addressed 
whether a broker-dealer would be deemed exercising 
investment discretion over client accounts if employees of 
the broker-dealer exercised discretion over “friends and fam-
ily” accounts. In Morgan, Lewis & Bockius LLP,22 the SEC 
staff confi rmed that a broker-dealer would not be deemed to 
exercise investment discretion for purposes of the Advisers 
Act if an associated person exercises investment discretion 
over an account due to his or her position as executor, 
conservator, trustee, attorney-in-fact, or other agent as a 
result of a family or personal relationship, and not due to 
his or her employment with the broker-dealer.

Financial planning services

The aspect of Rule 202(a)(11)-1 generating the most 
controversy and consternation in the securities industry is 
the classifi cation of fi nancial planning as investment advice 
subject to the Advisers Act. In the past, the SEC said that a 
broker-dealer would not be acting as an investment adviser 
for Advisers Act purposes when the broker-dealer provides 
fi nancial planning advice without charging a separate fee for 
the services. In other words, the activity was considered to be 
“solely incidental” to the brokerage services if a broker-dealer 
provided fi nancial planning advice to brokerage customers 
but charged only transaction-based compensation for 
executing transactions. The rule reversed this earlier stance. 
Specifi cally, the rule states that advice is not considered solely 
incidental to brokerage services if it is provided as part of 
a fi nancial plan or in connection with providing fi nancial 
planning services, and the broker-dealer:

• Holds itself out as a financial planner or as providing 
financial planning services to the general public;

• Delivers a financial plan to the customer; or

• Represents to the customer that the advice is part of a 
financial plan or provided in connection with financial 
planning services.

Neither the rule nor the adopting release seeks to defi ne 
“fi nancial planning services” or “fi nancial plan” except 
in purely conceptual terms. As described in the release, 
fi nancial planning services typically involve assisting clients in 
identifying long-term economic goals, analyzing their current 
fi nancial situation, and preparing a comprehensive fi nancial 
plan to achieve those goals. Whether a particular document 
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is a fi nancial plan, according to the SEC, turns on whether 
it bears the “characteristics” of a fi nancial plan. Specifi cally, 
a fi nancial plan generally seeks to address a wide spectrum 
of a client’s long-term fi nancial needs, including insurance, 
savings, tax and estate planning, and investments, taking 
into consideration the client’s goals and situation, including 
anticipated retirement or other employee benefi ts.23

The adopting release cites a 1987 release jointly issued by 
the SEC and the North American Securities Administrators 
Association24 that similarly describes fi nancial planning 
services as involving a fi nancial program prepared for a 
client based on the client’s fi nancial circumstances and 
objectives, normally covering present and anticipated assets 
and liabilities, including insurance, savings, investments, 
and anticipated retirement or other employee benefi ts. The 
program developed for the client also would usually include 
general recommendations for a course of activity, or specifi c 
actions, to be taken. For example, the plan may recommend 
that the client obtain insurance or revise existing coverage, 
establish an individual retirement account, increase or 
decrease funds held in savings accounts, or invest funds in 
securities. A fi nancial planner also may develop tax or estate 
plans or refer clients to an accountant or attorney for these 
services.

After months of discussions between industry representa-
tives and the SEC staff, the staff issued a letter to the Securities 
Industry Association in December 2005 addressing four issues 
in connection with the implementation and operation of the 
portion of Rule 202(a)(11)-1 relating to fi nancial planning 
activities of broker-dealers.25

Holding out. The SEC staff made clear that “[h]olding 
itself out as providing advisory services does not by itself 
require a broker-dealer to register under the Advisers Act. 
Under Rule 202(a)(11)-1(b), a broker-dealer is an investment 
adviser subject to the Advisers Act if it portrays itself, in 
advertisements or otherwise, to the public (i.e., holds itself 
out) as a fi nancial planner and also provides investment 
advice as part of a fi nancial plan or in connection with 
providing fi nancial planning services.”26

Differentiated from brokerage tools. The SEC staff also 
explained its views of the ways in which a fi nancial plan 
differs from fi nancial tools offered by broker-dealers as part 
of their brokerage services:

[A financial plan] 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, but that is not applied in the context of the 
more comprehensive plan described above. When used 
in this more limited way, a financial tool would be 
viewed as part of a broker-dealer’s brokerage relation-
ship with its customer. Where the financial tool is used 
with, or made available to, a brokerage customer, the 
fact that a broker-dealer discloses to the customer 
that the financial tool is a brokerage service and not a 

financial plan can be helpful in determining whether the 
broker-dealer is providing brokerage services. How a 
reasonable investor would perceive the services would 
also be an important consideration.27

In this context, a “fi nancial tool” may include questionnaires, 
fi nancial calculators, or tools that generate asset allocation 
and cash fl ow analyses.

Moving from “adviser” to broker. Critically, the SEC 
staff provided guidance and some credence to the principle 
that a broker-dealer could, having previously acted as an 
investment adviser, resign from the “advisory” role and act 
only as a broker-dealer in the implementation of a customer’s 
fi nancial plan. According to the SEC staff:

As a general matter, a broker-dealer/investment adviser 
may discontinue its advisory relationship with its client 
and then assume a brokerage relationship. An advisory 
contract, for example, may contain a provision under 
which both parties agree to terminate the advisory 
relationship, or either party may initiate the termination 
of the advisory relationship. The parties may agree that 
the advisory relationship terminates with the delivery 
of a financial plan. The extent to which the broker-
dealer/investment adviser would thereby limit the scope 
of its fiduciary obligations to the client would turn, 
in our view, on whether the broker-dealer/investment 
adviser has provided the client full disclosure about 
the change in the relationship and any consequent 
change in the obligations assumed by the broker-
dealer. Disclosure by a broker to a customer should be 
sufficient to enable the client to reasonably understand 
that the broker-dealer/investment adviser is removing 
itself from a position of trust and confidence with its 
client. In our view, a mere statement of a change in the 
capacity in which the firm is acting would be inadequate 
ordinarily to effectively alter the fundamental nature 
of the relationship.28

Although the SEC staff commented that the client 
disclosure should address whether the broker-dealer was 
removing itself from a position of trust and confi dence with 
its client, the staff conceded that “there are circumstances 
under which broker-dealers have been held to fi duciary 
standards similar to advisers,”29 leading many to believe that 
such stark disclosure should only be necessary or appropriate 
where no comparable fi duciary obligations would apply to 
the broker-dealer’s continued dealings with the client.

Use of CFP or similar credentials. The SEC staff explained 
that the use of “Certifi ed Financial Planner” (CFP) or similar 
professional credentials will not alone be deemed to create 
an investment advisory relationship.30

Sponsoring a wrap program

Wrap sponsors generally are subject to investment 
adviser registration, although the SEC briefly held out 
the possibility that there could be circumstances in which 
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such registration ought not to be required. For the most 
part, past SEC statements on the subject point to the need 
for registration. For instance, in a 1995 release, the SEC 
stated that a broker-dealer sponsoring a wrap fee program 
“generally cannot rely” on the broker-dealer exception 
from the defi nition of investment adviser in Advisers Act 
Section 202(a)(11)(C) because “the staff is of the view that a 
[wrap fee program] generally is not incidental to a sponsor’s 
broker-dealer business and . . . the sponsor’s portion of the 
wrap fee is special compensation.”31

This principle was left undisturbed in the SEC’s 1997 
release adopting Rule 3a-4,32 and in the SEC’s 1999 release 
proposing Rule 202(a)(11)-1. In the 1999 proposing release, 
the SEC stated that, even if broker-dealer sponsors do not 
have discretionary authority, the advice the sponsor provides 
on asset allocation or selection of portfolio managers could 
not be viewed as incidental to its brokerage services.33

By contrast, a prior SEC staff interpretation merely sug-
gested that sponsors of a wrap fee program are, in most cases, 
viewed as providing investment advice, without ruling out 
the possibility that a wrap fee program could be structured so 
that the sponsor played a non-investment advisory role.34

Most recently, in the 2005 re-proposal of Rule 202(a)(11)-
1, the SEC acknowledged that although a wrap fee involves the 
receipt of “special compensation,” sponsoring broker-dealers 
“may have available the exception provided by [proposed] rule 
202(a)(11)-1 if, among other things, the portfolio manager 
selection and asset allocation services typically provided by 
the broker-dealer sponsor could be viewed as solely incidental 
to the business of brokerage.”35 However, the SEC noted that 
it has “not viewed the asset allocation or portfolio manager 
selection advice as incidental to the brokerage transactions 
initiated by the portfolio manager,”36 and requested comment 
on whether it should reexamine its past approach to wrap fee 
program sponsors.

After reviewing the comments generated in response to 
this question, the SEC appears to have foreclosed the pos-
sibility of a wrap sponsor not being deemed an investment 
adviser after all. The adopting release for Rule 202(a)(11)-1 
“reaffi rms” the Commission’s interpretation “that portfolio 
manager selection and asset allocation services involved in 
wrap fee programs are advisory services that are not solely 
incidental to brokerage services.”37

Soliciting advisory accounts

The SEC staff has taken the position that broker-dealers 
receiving cash fees for referring clients to investment advisers 
are not receiving “special compensation” for purposes of the 
exclusion from the term “investment adviser” in Advisers Act 
Section 202(a)(11)(C).38 However, this stance may not apply 
if the broker-dealer gets so involved in the advice provided 
by the investment advisers that any advice provided by 
the broker-dealers is no longer incidental to the brokerage 
business.39

Broker-dealer representatives who solicit clients for an 
investment adviser may be subject to state investment adviser 
registration requirements because, unlike the broker-dealers 
that employ them, they may not enjoy federal preemption 
from state licensing or qualifi cation requirements. However, 
the SEC has stated it would interpret the broker-dealer excep-
tion as available not only to a broker-dealer, but also to any 
of its registered representatives whose investment advisory 
activities are subject to the control and supervision of the 
broker-dealer40—fi nessing what may have been a tricky state 
registration issue.

When Does a Broker’s Advice Create 
Fiduciary Status?

Both investment advisers and broker-dealers are subject 
to extensive legal and regulatory requirements that obligate 
them to act for the benefi t of their clients rather than in 
their own self-interest. These fi duciary (or fi duciary-like) 
obligations vary depending on the client relationship and 
may apply broadly or be limited only to specifi c aspects of 
the relationship. Specifi cally, broker-dealers and advisers alike 
may be deemed fi duciaries where they take on positions of 
trust and confi dence vis-à-vis their customers.

The courts have held that broker-dealers that exercise 
discretion or control over client assets owe clients a broad 
fi duciary duty similar to that imposed on advisers.41 But the 
typical broker-dealer has a principal/agent relationship with 
clients that does not involve discretion or control of client 
assets. The courts and the SEC have observed that, in these 
situations, a non-discretionary broker-dealer is subject to 
limited, specifi c fi duciary obligations under common law. 
These obligations are transaction-related, are limited in scope 
and nature, and cease upon completion of a transaction. The 
courts and the SEC generally have concluded that the broker-
dealer does not owe clients a broad fi duciary duty in such 
situations, even when the broker-dealer provides investment 
advice incidental to its broker-dealer activities.42

Similarly, making a recommendation is a form of 
investment advice that triggers suitability obligations under 
specifi c NASD and other SRO suitability rules. However, 
these fi duciary-like obligations do not signify that a broker-
dealer necessarily is a common law fi duciary when making 
recommendations.

If a Broker-Dealer’s Activity Triggers Fiduciary or 
Adviser Regulation, How Far Does It Reach?
The Advisers Act does not extend to purely 
brokerage activity

A broker-dealer registered as an investment adviser is 
not, because of that registration, automatically an investment 
adviser to customers to whom the broker-dealer provides 
advisory services on a solely incidental basis and without 
special compensation. The SEC has long recognized that 
“[t]he relationship of a broker or dealer to his brokerage 
customers does not become an investment advisory relation-
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ship merely because the broker or dealer is a registered invest-
ment adviser.”43 In keeping with its functional approach, the 
SEC plainly acknowledged in the adopting release for Rule 
202(a)(11)-1 that it has “viewed the Advisers Act, and the 
protections afforded by the Act, as applying only to those 
accounts to which the broker-dealer provides investment 
advice that is not solely incidental to brokerage services or 
for which the fi rm receives special compensation.”44 The fi nal 
rule specifi cally provides that a broker-dealer registered under 
both the Exchange Act and the Advisers Act is an investment 
adviser solely with respect to those accounts for which it 
provides services or receives compensation that subject the 
broker-dealer to the Advisers Act.

Reach of advisory capacity may be unclear

If a broker-dealer is deemed to be acting as an investment 
adviser to a customer with respect to one or more accounts, 
there are complicated and unresolved issues surrounding the 
reach of the broker-dealer’s adviser capacity, including:

• Does the broker-dealer’s advisory capacity extend to 
its affiliates?

• Does the broker-dealer’s advisory capacity extend to 
unrelated dealings?

• Does the broker-dealer’s advisory capacity reach other 
brokerage accounts of the customer—even those ac-
counts with respect to which the broker-dealer gives 
no advice?

• How does a broker-dealer distinguish a non-discretion-
ary advisory account from a “full service” brokerage 
account where the broker-dealer provides investment 
advice “solely incidental” to brokerage services?

Can an Advisory Relationship be Limited 
or Confi ned?

The ordinary broker-dealer executing a non-discretionary 
order is viewed as having a relationship that is transactional 
in nature and ceases when the transaction is completed. 
Correspondingly, any fi duciary or fi duciary-like obligations 
are transaction-related, are limited in scope and nature, 
and cease on completion of a transaction. As one court has 
observed: “The agency relationship between customer and 
broker normally terminates with the execution of the order 
because the broker’s duties, unlike those of an investment 
advisor or those of a manager of a discretionary account, 
are only to fulfi ll the mechanical, ministerial requirements 
of the purchase and sale of the security or future contract 
on the market.”45

Consistent with this notion, broker-dealers have argued 
that, regardless of the capacity in which they may be 
acting when providing fi nancial planning services, in the 
implementation phase of a fi nancial plan, they execute 
specifi c investment ideas stemming from the fi nancial plan 
in the customer’s brokerage account and are acting as 
broker-dealers (not investment advisers or fi duciaries), unless 

the customer expressly elects to execute the plan through a 
discretionary or other type of advisory account. While there 
is growing acceptance of the principle that a broker-dealer 
and its customers should be able to consensually defi ne their 
relationship in this manner,46 the ultimate effectiveness of 
an approach where a broker-dealer is an “adviser” when 
providing fi nancial planning services but a “broker” when 
implementing the plan is unclear. At the very least, a broker-
dealer’s agreements and Form ADVs would have to be clear 
on the point and the broker-dealer’s course of dealing with 
the customer would have to be consistent with its different 
roles during the different phases. In addition, given the 
SEC’s concern about dispelling customer confusion about 
the nature of the relationship, broker-dealers need to be 
prepared to explain their different roles to their customers. 
Even with clear disclosures and a course of dealing consistent 
with a broker-dealer acting as “adviser” during the fi nancial 
planning phase but a “broker” during implementation, the 
relationship between the customer and the broker-dealer 
could easily be misunderstood, and may be undermined if the 
conduct of a registered representative or other broker-dealer 
employee suggests, perhaps inadvertently, the continuation 
of an advisory relationship.

Inconsistencies in Regulation

Being deemed an investment adviser means more than 
just being presumptively deemed a fi duciary, even though 
that may mischaracterize the customer relationship (and 
will complicate the defense of customer disputes). It means 
being subject to an additional regulatory scheme that in some 
respects confl icts with the regulatory scheme for broker-deal-
ers and the practical realities of carrying on a brokerage 
business. Both broker-dealers and investment advisers are 
subject to extensive regulation, but in many, if not most, 
respects, the regulation of broker-dealers is more robust 
than that covering investment advisers. This disparity has 
prompted regulatory arbitrage, as registered representatives 
have given up their brokerage licenses for adviser licenses. 
Indeed, the SEC has recognized that, “[a]though . . . the 
Advisers Act contains some restrictions, and thus imposes 
some costs on investment advisers that are not a part of 
broker-dealer regulation, broker-dealer regulation is much 
more detailed and involves signifi cantly more regulatory costs 
than investment adviser regulation.”47

Because the framework for investment adviser regulation 
is less robust than that for broker-dealers, it sometimes 
takes a more blunt or restrictive approach. As a result, if a 
broker-dealer is deemed an investment adviser with regard 
to an account or activity, it has to ensure that it is complying 
with the regulatory provisions of the Advisers Act and that its 
policies and procedures and related internal controls promote 
compliance with the Advisers Act, including allocation of 
investment opportunities and burdensome requirements 
under Advisers Act Section 206(3) with regard to principal 
and agency cross transactions (the non-compliance with which 
creates a “put” right in the hands of the customer). Moreover, 
there are important differences in the regulatory schemes for 
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broker-dealers and investment advisers in other respects, and 
these are refl ected in inconsistent approaches on certain issues, 
including:

• Personal securities trading and code of ethics issues;

• Performance fees;

• Compensation;

• Advertising and communications with the public, in-
cluding reference in ads to past specific recommenda-
tions, testimonials and related performance, and use 
of investment analysis tools;

• Supervision rules;

• Records and e-mail;

• Custody;

• Gifts and gratuities; and

• Political contributions.

Arguably broker-dealer regulation provides more 
comprehensive disclosure requirements than the Advisers 
Act. Broker-dealers are, in a number of situations, required 
to provide specifi c disclosure to customers at the point of 
sale. In contrast, the Advisers Act relies in large part on an 
adviser’s Form ADV for important disclosures. The ADV is 
required to be delivered to customers only at inception of 
the advisory relationship and, thereafter, only upon customer 
request. Examples of point of sale disclosure requirements 
applicable to broker-dealers but not to investment advisers 
include:

• Confirmation Disclosure, including specific disclosure 
of compensation, conflicts, and capacity;

• Statement Disclosure, including updated information 
regarding customer holdings, past transactions, and 
position values; and

• Special disclosures regarding conflicts relating to equity 
research.

What’s Next?

The new rule, which was designed to clarify the legal 
landscape for broker-dealers and investment advisers and 
their customers, has made it signifi cantly more complex 
for broker-dealers to provide investment advice as part of 
“full service brokerage.” Although the securities industry is 
working diligently to provide customers with clear disclosure 
about the nature of their relationships for different sorts 
of services, the line between “advisory” and “brokerage” 
services has been a diffi cult one to draw. The jury is still 
out as to whether customers better understand their 
relationships with their broker-dealers as a result of the rule 
changes. Moreover, the rule has limited the choices available 
to customers who elect to have their broker-dealers manage 
their accounts with discretion. In addition, the rule has 

created substantial uncertainty around how broker-dealers 
provide fi nancial planning to their customers as an adjunct 
to brokerage services.

Given the open issues raised by the new rule and SEC 
guidance to date, it seems likely that the “solely incidental 
to brokerage” concept will continue to evolve, and there will 
continue to be some measure of legal uncertainty for broker-
dealers offering investment advice as part of their brokerage 
services. The SEC recognized that there are important issues 
raised by the different regimes regulating investment advice 
that need to be addressed. In the adopting release, the SEC 
asked the SEC staff to provide suggestions for a study to 
“compare the levels of protection afforded retail customers 
of fi nancial service providers under the Securities Exchange 
Act and the Investment Advisers Act, and to recommend 
ways to address any investor protection concerns arising from 
material differences between the two regulatory regimes.”48 
On the heels of the new rule’s full effectiveness, the SEC 
announced in March 2006 that, based on the SEC staff’s 
input, it will conduct a broad-based study of the framework 
for regulation of broker-dealers and investment advisers for 
the purpose of determining, among other things, whether 
requirements on dual registrants should modifi ed to eliminate 
regulatory overlap and reduce regulatory burdens.49 Although 
the details of the SEC study remain sketchy, this is a welcome 
message for an industry that continues to wrestle with the 
new “rules of the road” for broker-dealers providing invest-
ment advisory services.
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