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participants all managed their investments 
primarily through a broker or investment adviser. 
While the surveys covered larger groups of 
respondents, the surveys did not assess whether the 
respondents had any experience with broker-
dealers or investment advisers. The surveys did not 
exclude investors who, for example, held only 
mutual funds acquired directly from the fund 
complex (or in the case of the CFA Survey, who 
acquired them through an employer-sponsored 
401(k) plan), acquired fund investments directly 
from a state 529 plan, or acquired Treasury 
securities through Treasury Direct.

215 SIA Letter, supra note 29; Northwestern 
Mutual Letter, supra note 29. In addition, our focus 
group participants generally indicated that they 
were confused by the use of legal terms in the 
disclosure, such as ’’fiduciary,’’ ’’rights,’’ and 
’’obligations.’’

216 FPA Letter, supra note 27.
217 See supra note 95 and accompanying text.

218 See supra note 144 and accompanying text.
219 Typically, in these arrangements, the broker-

dealer is charging a separate fee for comprehensive 
financial planning. See SIA Letter, supra note 29; 
Merrill Lynch Letter, supra note 29; Morgan Stanley 
Letter, supra note 29; UBS Letter, supra note 29.

220 While several commenters argued in favor of 
a rule requiring separately-contracted-for advisory 
services to be subject to the Advisers Act (see supra 
note 145), no commenters supplied data on the 
costs of compliance with this approach.

221 As discussed above in Section VI.A.1.a of this 
Release, these costs include preparing and 
submitting Part 1 of Form ADV, the adviser 
registration form; preparing and distributing client 
disclosures under Part II of Form ADV; modifying 
their compliance programs to address the Advisers 
Act and its requirements, and establishing adviser 
codes of ethics.

addition, other commenters argued that 
it would be unworkable to expand the 
disclosures to give additional detail 
about potential differences, since the 
duties of a broker-dealer are determined 
by, in large part, a customer’s agreement 
with the broker-dealer and the 
circumstances of the relationship.215

One commenter urging withdrawal of 
the rule also encouraged us to assess the 
costs to investors that could arise if 
broker-dealers engage in abusive sales 
practices in fee-based accounts.216 
While fee-based brokerage accounts are 
not suitable for all broker-dealer 
customers, the NASD has issued a 
notice to members identifying potential 
problems and indicating that NASD 
members should have supervisory 
procedures in place to assess and 
monitor them.217 Given that there are no 
forms of broker-dealer compensation 
that are immune to potential abuse, it is 
necessary to eliminate the costs of such 
abuse directly through preventative 
measures and remedial action against 
abusive market participants, rather than 
indirectly by banning a particular form 
of compensation. Importantly, the direct 
approach allows investors whose 
accounts are appropriate for fee-based 
treatment to obtain the benefits of it.

B. Advice That Is Not Solely Incidental 
to Brokerage

Rule 202(a)(11)–(b) identifies three 
circumstances in which the provision of 
advisory services by a broker-dealer is 
not solely incidental to brokerage, 
making the broker-dealer ineligible for 
the exception from the definition of an 
investment adviser in section 
202(a)(11)(C) of the Advisers Act, and 
making such advisory services ineligible 
for the fee-based account exception 
under rule 202(a)(11)–1(a). First, a 
broker-dealer that charges a separate fee 
or separately contracts with a customer 
for investment advisory services may 
not rely on the exception in the statute 
or the rule. Second, a broker-dealer that 

holds itself out generally to the public 
as a financial planner or as providing 
financial planning services must 
generally register as an investment 
adviser under the Act, and a broker-
dealer that delivers a financial plan to 
a customer or represents to a customer 
that its advice is part of a financial plan 
or in connection with financial planning 
services must also generally register 
under the Act and treat that customer as 
an advisory client. Third, a broker-
dealer may not rely on the exceptions 
for any accounts over which it exercises 
investment discretion. 

1. Separate Advisory Services 

a. Benefits 

Under rule 202(a)(11)–1(b), brokers 
that enter into separate contracts for, or 
obtain separate compensation to 
provide, advisory services to an account 
will be subject to the Advisers Act with 
respect to those accounts. This 
provision will benefit broker-dealers by 
creating greater transparency with 
regard to whether particular customer 
relationships are subject to the Advisers 
Act. As discussed above, a separate 
contract or fee reflects the recognition 
that the advisory services are 
independent of other brokerage services 
being provided to the investor.218 By 
clarifying that such separate services are 
advisory services, the rule will provide 
certainty for broker-dealers as to 
whether the Advisers Act applies to 
their activities.

b. Costs 

Broker-dealers entering into separate 
contracts for, or obtaining separate 
compensation to provide, advisory 
services will incur compliance costs 
under the Advisers Act with respect to 
the affected accounts. Commenters on 
the Reproposing Release confirmed, 
however, that broker-dealers generally 
treat these kinds of arrangements as 
advisory activities subject to the Act.219 
Accordingly, we believe few broker-
dealers will incur new compliance costs 
in connection with this aspect of rule 
202(a)(11)–1(b).

For the remaining broker-dealers that 
may currently be entering into these 
arrangements without treating them as 
advisory activities under the Act, 
compliance costs will be lower if they 
are dually-registered broker-dealers that 
have already established a compliance 
infrastructure under the Advisers Act 

(or that could shift affected accounts to 
an affiliated investment adviser), and 
will be higher for broker-dealers that 
will have to become newly-registered 
under the Advisers Act, as discussed 
below. Because these costs of 
compliance and registration will vary 
from firm to firm depending on its size 
and complexity, these costs are difficult 
to quantify: 220

• Affected broker-dealers that are 
already dually-registered as investment 
advisers will incur the costs of handling 
these accounts through their existing 
Advisers Act infrastructure. For 
example, under the Advisers Act, they 
will be required to deliver brochures 
and make other required disclosures 
with respect to these accounts, and 
comply with principal trading 
restrictions. Nonetheless, we believe 
these costs will be mitigated because, as 
registered advisers, these broker-dealers 
already have systems in place to satisfy 
such requirements, and the costs are 
account-specific. Dually-registered 
broker dealers shifting these accounts 
over to their Advisers Act infrastructure 
may also incur additional 
documentation costs to execute new 
account agreements with affected 
clients. 

• Other affected broker-dealers may 
not be dually-registered, but may be 
affiliated with investment advisers. 
These broker-dealers could implement 
the requirements of the rule by shifting 
the advisory activities to their advisory 
affiliates. In so doing, they will incur 
the lesser compliance costs similar to 
dual registrants, rather than the greater 
costs discussed below for new 
registrants. 

• For affected broker-dealers that will 
be required to register as investment 
advisers for the first time, the rule will 
result in costs associated with 
registration under the Advisers Act and 
compliance with the Act’s requirements. 
Although we acknowledge that the costs 
of registration and compliance under 
the Advisers Act are significant,221 we 
believe that such costs will be mitigated 
by the fact that these firms can build 
upon the infrastructure they already 
have in place as broker-dealers, much of 
which overlaps with Advisers Act 
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222 See, e.g., NASD Conduct Rule 3013 (chief 
compliance officer); NASD Conduct Rule 3010(b) 
(compliance procedures); NASD Conduct Rule 3050 
(personal trading); NASD Conduct Rule 3110 (books 
and records). See also Exchange Act rule 17a–3 [17 
CFR 240.17a–3] (records to be maintained by 
brokers and dealers); Exchange Act rule 17a–4 [17 
CFR 240.17a–4] (records to be preserved by brokers 
and dealers); Exchange Act rule 17a–7 [17 CFR 
240.17a–7] (records of non-resident brokers and 
dealers); New York Stock Exchange Rule 342 
(personal trading).

223 Rule 206(4)–2. See Custody of Funds or 
Securities of Clients by Investment Advisers, 
Investment Advisers Act Rel. No. 2176 (Sept. 25, 
2003) [68 F.R. 56692 (Oct. 1, 2003)] at n.23 and 
n.49, and accompanying text.

224 See The Consortium Letter, supra note 114; 
Morgan Stanley Letter, supra note 29; Merrill Lynch 
Letter, supra note 29; UBS Letter, supra note 29.

225 Id.
226 Morgan Stanley Letter, supra note 29; Letter of 

Steven K. McGinnis (Feb. 14, 2005); Demming 
Letter, supra note 206; Letter of Paul E. Coan (Jan. 
11, 2005); Letter of Joseph F. Fessler (Jan. 18, 2005).

227 Comment Letter of Donald S. Loveless (Jan. 20, 
2005); Comment Letter of Nicholas B. Rowe (Jan. 
17, 2005).

228 Commenters did not supply any data 
concerning these costs.

229 In the Reproposing Release, we estimated that 
approximately 100 broker-dealers will be required 
to register under the Advisers Act as a consequence 
of holding themselves out as financial planners. See 
Reproposing Release, supra note 6, at n. 149–151 
and accompanying text. We received no comments 
on this estimate, and since we issued the 
Reproposing Release, we have encountered no other 
information that would cause us to re-evaluate this 
estimate, or the estimates we discuss in notes 239 
and 240, infra.

230 See supra note 221.
231 See supra note 222. In addition, we expect 

these firms that will be required to register are 
likely to be smaller firms; larger firms are more 
likely to be dually-registered already or to be 
affiliated with registered investment advisers to 
which they can shift accounts, as discussed above. 
These smaller firms’ costs to comply with the 
Advisers Act should be further mitigated by the fact 

requirements. For example, these 
broker-dealers are already subject to 
rules requiring designation of a chief 
compliance officer, establishment and 
maintenance of written compliance 
procedures, maintenance of books and 
records, and oversight of employee 
personal securities trading.222 These 
broker-dealers will ordinarily also be in 
compliance with the adviser custody 
rule.223

2. Holding Out as a Financial Planner 

a. Benefits 
As a consequence of rule 202(a)(11)–

1(b), a broker-dealer that holds itself out 
generally to the public as a financial 
planner or as providing financial 
planning services must generally 
register as an investment adviser under 
the Act, and a broker-dealer that 
delivers a financial plan to a customer 
or represents to a customer that its 
advice is part of a financial plan or in 
connection with financial planning 
services must also generally register 
under the Act and treat that customer as 
an advisory client. Rule 202(a)(11)–1(b) 
will benefit these customers by making 
these services subject to the protections 
of the Advisers Act. 

b. Costs
Broker-dealers that deliver financial 

plans or make representations to 
customers causing their firms to fall 
within the provisions of rule 202(a)(11)–
1(b) will incur costs to provide that 
investment advice to those customers in 
compliance with the Advisers Act. 
Commenters’ descriptions of current 
industry practices lead us to believe this 
aspect of rule 202(a)(11)–1(b) will 
impose new costs on relatively few 
broker-dealers. Several commenters 
indicated it is existing practice in the 
brokerage industry to use a two-tiered 
approach to financial planning 
activities. In the first tier, broker-dealers 
use certain tools (often questionnaires) 
to analyze customer financial situations 
as an aid to meeting the broker-dealers’ 
suitability obligations, and broker-
dealers also provide full-service 

brokerage customers with basic 
financial assessment tools (often 
computer-assisted evaluations) as an 
integral part of the brokerage process.224 
In the second tier, broker-dealers offer 
comprehensive financial plans as a 
separate option, for a separate fee, and 
treat this second-tier service as an 
advisory activity subject to the Act.225 
So long as broker-dealers treat the first-
tier activities as an integral part of the 
brokerage account relationship, and do 
not represent these activities to be 
financial plans, financial planning, or 
financial planning services, they will 
not be obligated to treat these first-tier 
activities as advisory services under the 
Advisers Act.

Broker-dealers whose operations vary 
from these industry practices will face 
increased costs as a result of rule 
202(a)(11)–1(b), in the form of costs to 
comply with the Advisers Act. Similar 
to the costs discussed above in 
connection with separately-contracted-
for advisory services (in Section VI.B.1.b 
of this Release, above), these 
compliance costs will be lower for 
dually-registered broker-dealers that 
have already established a compliance 
infrastructure under the Advisers Act 
(or that could shift affected accounts to 
an affiliated investment adviser), and 
will be higher for broker-dealers that 
will have to become newly-registered 
under the Advisers Act, as discussed 
below. Most commenters addressing the 
costs of treating financial planning 
activities as an advisory activity under 
the Act characterized the costs as 
significant,226 while other commenters 
indicated they were not significant.227 
Because these costs of compliance and 
registration will vary from firm to firm 
depending on its size and complexity, 
these costs are difficult to quantify: 228

• To the extent that dually-registered 
broker-dealers will be required to treat 
financial planning activities as advisory 
activities, they will incur costs 
associated with subjecting such 
activities to the Advisers Act and its 
requirements (similar to the costs to 
dual registrants of separately-
contracted-for advisory services, as 
discussed in Section VI.B.1.b of this 
Release, above). For example, under the 

Advisers Act, they will be required to 
deliver brochures and make other 
required disclosures with respect to 
financial planning clients, and comply 
with principal trading restrictions. 
Nonetheless, we believe these costs will 
be mitigated because as advisers, these 
broker-dealers already have systems in 
place to satisfy such requirements, and 
the costs are account-specific. These 
dually-registered broker-dealers may 
also incur additional documentation 
costs to execute new account 
agreements with financial planning 
clients. 

• Other affected broker-dealers may 
not be dually-registered, but may be 
affiliated with investment advisers. 
These broker-dealers could implement 
the requirements of the rule by shifting 
the financial planning activities to their 
advisory affiliates. In so doing, they will 
incur the lesser compliance costs 
similar to dual registrants, rather than 
the greater costs discussed below for 
new registrants. 

• For broker-dealers whose financial 
planning activities will require them to 
register as investment advisers for the 
first time, the rule will result in costs 
associated with registration under the 
Advisers Act and compliance with the 
Act’s requirements.229 Although we 
acknowledge (as discussed above in 
connection with separately-contracted-
for advisory services) that the costs of 
registration and compliance under the 
Advisers Act are significant,230 we 
believe that such costs will be mitigated 
by the fact that these firms can build 
upon the infrastructure they already 
have in place as broker-dealers, much of 
which overlaps with Advisers Act 
requirements. For example, these 
broker-dealers are already subject to 
rules requiring designation of a chief 
compliance officer, establishment and 
maintenance of written compliance 
procedures, maintenance of books and 
records, and oversight of employee 
personal securities trading.231 These 
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that their operations are unlikely to be complex or 
widespread.

232 See supra note 223.
233 Some broker-dealers have limited their 

acceptance of discretionary accounts in accordance 
with our staff’s view that only broker-dealers who 
hold a limited number of such accounts, as opposed 
to those whose accounts are almost exclusively 
discretionary, can avoid being deemed an 
investment adviser. To the extent that broker-
dealers have done so, there would be a 
correspondingly limited amount of account-specific 
costs for broker-dealers in complying with rule 
202(a)(11)–1(b). However, one commenter indicated 
that the majority of accounts at his broker-dealer 
were discretionary accounts. Comment Letter of 
Arthur S. Pesner (Feb. 3, 2005) (‘‘Pesner Letter’’).

234 SIA Letter, supra note 29; Merrill Lynch 
Letter, supra note 29; Pesner Letter, supra note 233.

235 Commenters did not supply any data 
concerning these costs.

236 One commenter focused on additional 
recordkeeping requirements applicable under 
Advisers Act rule 204–2 (such as retaining copies 
of any written recommendations to clients). SIA 
Letter, supra note 29. Dually-registered broker 
dealers converting discretionary accounts may also 
incur additional documentation costs to execute 
new account agreements with clients whose 
accounts are affected by the new rule.

237 These commenters noted that some market 
sectors, such as fixed income, are dominated by 
principal trading, and applying principal 
transaction restrictions might negatively affect 
liquidity in these markets. They also expressed 
concerns that the notice procedures applicable to 
principal transactions under the Advisers Act might 
make it impossible for them to obtain best 
execution for these fixed income investors. SIA 
Letter, supra note 29; Morgan Stanley Letter, supra 
note 29; UBS Letter, supra note 29.

238 See supra notes 178–181 and accompanying 
text.

239 In the Reproposing Release, we estimated that 
there are only 145–290 broker-dealers 
(approximately) that are not dually-registered as 
investment advisers and accept discretionary 
accounts. We estimated that approximately one-
third of this group will transfer their discretionary 
accounts to their advisory affiliates. (We also 
estimated approximately one-fifth of this group will 
be able to reach agreements with their customers 
that allow the firms to operate their accounts on a 
non-discretionary basis.) See Reproposing Release, 
supra note 6, at n. 139–142 and accompanying text. 
We received no comments on these estimates.

240 In the Reproposing Release, we estimated that 
approximately 95 broker-dealers will be required to 
register under the Advisers Act as a consequence 
of continuing to maintain discretionary accounts. 
See Reproposing Release, supra note 6, at n. 138–
142 and accompanying text. We received no 
comments on this estimate.

241 See supra note 221.

broker-dealers will ordinarily also be in 
compliance with the adviser custody 
rule.232

3. Discretionary Brokerage 

a. Benefits 

Rule 202(a)(11)–1(b) also requires 
broker-dealers to treat discretionary 
brokerage accounts as advisory accounts 
under the Advisers Act. The rule will 
benefit investors to the extent they are 
confused as to the nature of 
discretionary brokerage. As previously 
noted, in many respects discretionary 
brokerage relationships are difficult to 
distinguish from investment advisory 
relationships. By definitively treating 
such accounts as advisory accounts, the 
rule will promote understanding by 
investors of the nature of the service 
they are receiving. More importantly, 
we believe that it will ensure that 
accounts that have the supervisory or 
managerial character we have identified 
as warranting Advisers Act coverage are, 
in fact, covered. 

b. Costs 

Rule 202(a)(11)–1(b) will entail costs 
for broker-dealers that maintain 
discretionary accounts, in the form of 
Advisers Act compliance costs for these 
accounts. Similar to the costs discussed 
above in connection with separately-
contracted-for advisory services and 
financial planning services (in Sections 
VI.B.1.b and VI.B.2.b of this Release, 
above), these costs will be lower for 
dually-registered broker-dealers that 
have already established a compliance 
infrastructure under the Advisers Act 
(or that can shift affected accounts to an 
affiliated investment adviser), and will 
be higher for broker-dealers that will be 
required to register under the Advisers 
Act.233 Commenters addressing the 
costs of treating discretionary accounts 
as advisory accounts under the Act 
characterized the costs as significant.234 
Because these costs of compliance and 
registration vary from firm to firm 

depending on its size and complexity, 
these costs are difficult to quantify: 235

• For broker-dealers already dually-
registered as investment advisers, rule 
202(a)(11)–1(b) will result in costs to 
treat discretionary accounts as advisory 
accounts. Based on staff experience, we 
believe that many dual registrants 
currently treat discretionary accounts as 
advisory accounts, and will be in 
compliance with the new rule without 
further action. To the extent that other 
dually-registered broker-dealers will be 
required to treat discretionary accounts 
as advisory accounts, they will incur 
costs associated with subjecting such 
accounts to the Advisers Act and its 
requirements (similar to the costs to 
dual registrants of separately-
contracted-for advisory services and 
financial planning services, as discussed 
in Sections VI.B.1.b and VI.B.2.b of this 
Release, above). For example, under the 
Advisers Act, they will be required to 
deliver brochures and make other 
required disclosures with respect to 
these accounts, and observe principal 
trading restrictions.236 Nonetheless, we 
believe these costs would be mitigated 
because as advisers, these broker-dealers 
already have systems in place to satisfy 
such requirements, and the costs are 
account-specific. Several commenters 
focused specifically on principal trading 
restrictions, urging that such restrictions 
would be particularly inconsistent with 
current practices of certain fixed income 
institutional investors, who grant 
broker-dealers discretion in view of the 
firm’s ability to effect trades on a 
principal basis.237 However, we believe 
the exceptions we discuss above for 
limited discretion will accommodate 
these investors, if they wish to grant 
their broker-dealers limited types of 
discretion focused on obtaining the 
benefits of efficient execution or access 
to types of securities not widely 
available in the market, as opposed to 
the kind of supervisory or managerial 

discretionary authority we have 
concluded is properly subject to the 
Advisers Act.238

• In many instances, broker-dealers 
that are not dually registered are 
affiliated with investment advisers. 
Based on staff experience, we believe 
that many of these broker-dealers have 
refrained from engaging in the 
discretionary brokerage business, and 
have instead looked to their advisory 
affiliates to provide portfolio 
management to investors seeking this 
kind of service. Other broker-dealers 
that have not refrained from accepting 
discretionary brokerage services could 
implement the requirements of rule 
202(a)(11)–1(b) by shifting these 
customers to their advisory affiliates.239 
In so doing, they will incur the lesser 
compliance costs of the types discussed 
above for dual registrants, rather than 
the greater costs discussed below for 
new registrants.

• For broker-dealers whose 
maintenance of discretionary accounts 
will require them to register as 
investment advisers for the first time, 
rule 202(a)(11)–1(b) will result in costs 
associated with registration under the 
Advisers Act and compliance with the 
Act’s requirements.240 Although we 
acknowledge (as discussed above in 
connection with separately-contracted-
for advisory services and financial 
planning services in Section VI.B.1.b 
and VI.B.2.b of this Release) that the 
costs of registration and compliance 
under the Advisers Act are 
significant,241 we believe that such costs 
will be mitigated by the fact that these 
firms can build upon the infrastructure 
they already have in place as broker-
dealers, much of which overlaps with 
Advisers Act requirements. For 
example, these broker-dealers are 
already subject to rules requiring 
designation of a chief compliance 
officer, establishment and maintenance 
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242 See supra note 222. In addition, (similar to the 
costs for broker-dealers engaged in financial 
planning, supra note 231,) we expect these firms 
that will be required to register are likely to be 
smaller firms; larger firms are more likely to be 
dually-registered already or to be affiliated with 
registered investment advisers to which they can 
shift accounts, as discussed above. These smaller 
firms’ costs to comply with the Advisers Act should 
be further mitigated by the fact that their operations 
are unlikely to be complex or widespread.

243 See supra note 223.
244 15 U.S.C. 80b–2(c).
245 Rule 202(a)(11)–1(c) further provides that a 

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

246 See supra note 12 and accompanying text.
247 Northwestern Mutual Letter, supra note 29.

248 See supra Sections VI.B.1.b, VI.B.2.b, and 
VI.B.3.b of this Release.

249 44 U.S.C. 3501 to 3520.
250 Rule 202(a)(11)–1(b) describes three scenarios 

in which a broker-dealer may not rely on the 
broker-dealer exception from the definition of an 
‘‘investment adviser’’ under the Advisers Act and 
rule 202(a)(11)–1(a). First, a broker-dealer that 

of written compliance procedures, 
maintenance of books and records, and 
oversight of employee personal 
securities trading.242 These broker-
dealers will ordinarily also be in 
compliance with the adviser custody 
rule.243

C. Wrap Fee Sponsorship 
We are re-affirming our current 

interpretation regarding wrap program 
sponsorship. Since this does not change 
existing obligations or relationships, no 
new costs or benefits result. 

VII. Effects of Competition, Efficiency 
and Capital Formation 

Section 202(c) of the Advisers Act 
mandates that the Commission, when 
engaging in rulemaking that requires it 
to consider or determine whether an 
action is necessary or appropriate in the 
public interest, consider, in addition to 
the protection of investors, whether the 
action will promote efficiency, 
competition, and capital formation.244

A. Fee-Based and Discount Brokerage 
Programs 

Rule 202(11)(a)–1(a) provides that a 
broker-dealer providing advice that is 
incidental to its brokerage services can 
retain its exception from the Advisers 
Act regardless of whether it charges an 
asset-based or fixed fee (rather than 
commissions, mark-ups, or mark-
downs) for its services. The rule also 
provides that broker-dealers are not 
subject to the Act solely because in 
addition to offering full-service 
brokerage they offer discount brokerage 
services, including execution-only 
brokerage, for reduced commission 
rates.245

We do not anticipate that rule 
202(11)(a)–1(a) will negatively affect 
competition. Many commenters 
addressing our 1999 Proposal and our 
Reproposing Release raised concerns 
that the proposed rule would grant 
broker-dealers who give investment 
advice without registering under the 
Advisers Act a competitive advantage 

over investment advisers subject to the 
Advisers Act. However, as discussed in 
Section III.A.1 of this Release, above, 
broker-dealers have historically 
provided advisory services to their 
brokerage customers. As discussed in 
Section III.A.2 of this Release, above, 
broker-dealers do so subject to the cost 
implications of compliance with broker-
dealer regulation. Because the rule does 
not change the types of advice broker-
dealers may provide (which advice must 
continue to be solely incidental to 
brokerage) or materially change their 
compliance costs, we do not anticipate 
it will create a competitive advantage. 

Rule 202(a)(11)–1(a) may increase 
efficiency by removing impediments to 
fee-based brokerage programs. Fee-based 
brokerage programs, as we discuss 
above, respond to changes in the market 
place for retail brokerage, and concerns 
that we have long held about the 
incentives that commission-based 
compensation provides for broker-
dealers to churn accounts, recommend 
unsuitable securities, and engage in 
aggressive marketing.246 The availability 
of fee-based brokerage programs may 
better align the interests of broker-
dealers and their customers. The 
availability of fee-based and discount 
brokerage programs should also enable 
brokerage customers to choose these 
new programs when they represent a 
more efficient alternative than 
commission-based brokerage. One 
commenter agreed, arguing that pricing 
flexibility generally promotes economic 
efficiency.247

If rule 202(a)(11)–1(a) has any effect 
on capital formation, it will be indirect, 
and positive. By removing impediments 
to fee-based and discount brokerage 
programs which may be more desirable 
for customers than commission-based 
programs, rule 202(a)(11)–1(a) may open 
the door to greater investor participation 
in the securities markets. 

B. Discretionary Brokerage and 
Financial Planning 

Rule 202(a)(11)–(1)(b) specifies three 
situations in which the provision of 
advisory services by a broker-dealer is 
not solely incidental to brokerage, and 
such advisory services are thus 
ineligible for the fee-based account 
exception under rule 202(a)(11)–1(a) or 
the exception from the definition of an 
investment adviser in section 
202(a)(11)(C) of the Advisers Act. First, 
a broker-dealer that charges a separate 
fee or separately contracts with a 
customer for investment advisory 
services may not rely on the exceptions. 

Second, a broker-dealer that holds itself 
out generally to the public as a financial 
planner or as providing financial 
planning services must generally 
register as an investment adviser under 
the Act, and a broker-dealer that 
delivers a financial plan to a customer 
or represents to a customer that it is a 
financial planner or providing a 
financial plan or financial planning 
services must also generally register 
under the Act and treat that customer as 
an advisory client. Third, a broker-
dealer may not rely on the exceptions 
for any accounts over which it exercises 
investment discretion.

Rule 202(a)(11)–1(b) will not 
negatively affect competition. Some 
broker-dealers would be required to 
begin treating as advisory clients those 
customers with whom they make 
separate contractual or compensation 
arrangements for advisory services, or to 
whom they provide certain financial 
planning or discretionary account 
services. However, as discussed above, 
we believe the majority of broker-
dealers already apply the Advisers Act 
in the circumstances covered by rule 
202(a)(11)–1(b), so we expect the effects 
of the rule will not be widespread.248 As 
the remaining firms begin applying the 
Advisers Act to these relationships as a 
result, they will be competing on a more 
even footing with broker-dealers who 
already do so. We do not believe rule 
202(a)(11)–1(b) will have any 
measurable effect on efficiency or 
capital formation.

VIII. Paperwork Reduction Act 
Rule 202(a)(11)–1(a) contains 

‘‘collection of information’’ 
requirements within the meaning of the 
Paperwork Reduction Act of 1995.249 
The title of this new collection is ‘‘Rule 
202(a)(11)–1 under the Investment 
Advisers Act of 1940—Certain Broker-
Dealers Deemed Not To Be Investment 
Advisers,’’ and the Commission, at the 
time of its 1999 Proposal, submitted it 
to the Office of Management and Budget 
(‘‘OMB’’) for review in accordance with 
44 U.S.C. 3507(d) and 5 CFR 1320.11. 
OMB has approved, and subsequently 
extended, this collection under control 
number 3235–0532 (expiring on October 
31, 2006).

Rule 202(a)(11)–1(b) will have the 
effect of requiring certain broker-dealers 
to register under the Advisers Act.250 
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charges a separate fee or separately contracts with 
a customer for investment advisory services may 
not rely on the exceptions. Second, a broker-dealer 
that holds itself out generally to the public as a 
financial planner or as providing financial planning 
services may not generally rely on the exceptions 
to avoid registration under the Act, and a broker-
dealer that delivers a financial plan to a customer 
or represents to a customer that its advice is part 
of a financial plan or in connection with financial 
planning services must also generally register under 
the Act and treat that customer as an advisory 
client. Third, a broker-dealer may not rely on the 
exceptions for any accounts over which it exercises 
investment discretion. See rule 202(a)(11)–1(b).

251 See Reproposing Release, supra note 6, at 
Section VII. Specifically, rule 202(a)(11)–1(a)(i) and 
rule 202(a)(11)–1(b)(3) have the effect of limiting 
the application of rule 202(a)(11)–1(a) to accounts 
over which a broker-dealer does not exercise 
investment discretion. Rule 202(a)(11)–1(a)(1)(ii) 
also requires a prominent statement be made in 
agreements governing the accounts to which the 
rule applies. Under Exchange Act rules, broker-
dealers are already required to maintain all 
’’evidence of the granting of discretionary authority 
given in any respect of any account’’ [17 CFR 
240.17a–4(b)(6)] and all ’’written agreements * * * 
with respect to any account’’ [17 CFR 240.17a–
4(b)(7)].

252 As discussed in the Reproposing Release, 
broker-dealers already are required to maintain 
records regarding their advertisements under 
existing self-regulatory organizations’ rules.

253 Rule 202(a)(11)–1(a)(1)(ii).

254 See Reproposing Release, supra note 6, at 
Section VII.

255 0.083 hours × 8,100 broker-dealers = 673 
hours.

256 See supra note 250.

Rule 202(a)(11)–1(b) will therefore 
likely increase the number of 
respondents under several existing 
collections of information, and, 
correspondingly, increase the annual 
aggregate burden under those existing 
collections of information. The 
Commission has submitted to OMB, in 
accordance with 44 U.S.C. 3507(d) and 
5 CFR 1320.11, the existing collections 
of information for which the annual 
aggregate burden would 
correspondingly increase as a result of 
rule 202(a)(11)–1(b). The titles of the 
affected collections of information are: 
‘‘Form ADV,’’ ‘‘Form ADV–W and Rule 
203–2,’’ ‘‘Rule 203–3 and Form ADV–
H,’’ ‘‘Form ADV–NR,’’ ‘‘Rule 204–2,’’ 
‘‘Rule 204–3,’’ ‘‘Rule 204A–1,’’ ‘‘Rule 
206(4)–3,’’ ‘‘Rule 206(4)–4,’’ ‘‘Rule 
206(4)–6,’’ and ‘‘Rule 206(4)–7,’’ all 
under the Advisers Act. The existing 
rules that will be affected by rule 
202(a)(11)–1(b) contain currently 
approved collection of information 
numbers under OMB control numbers 
3235–0049, 3235–0313, 3235–0538, 
3235–0240, 3235–0278, 3235–0047, 
3235–0596, 3253–0242, 3235–0345, 
3235–0571 and 3235–0585, respectively.

An agency may not conduct or 
sponsor, and a person is not required to 
respond to, a collection of information 
unless it displays a currently valid OMB 
control number.

A. Certain Broker-Dealers Deemed Not 
To Be Investment Advisers 

Under rule 202(a)(11)–1(a), broker-
dealers will be deemed not to be 
‘‘investment advisers’’ as defined in the 
Advisers Act with respect to certain 
accounts. With respect to these 
accounts, such broker-dealers will not 
be subject to the provisions of the 
Advisers Act, including the various 
registration, disclosure and 
recordkeeping requirements under the 
Act. Under rule 202(a)(11)–1(a), a 
broker-dealer will not be deemed to be 
an investment adviser with respect to an 
account for which it receives special 
compensation, provided that the broker-
dealer’s investment advice is solely 
incidental to the brokerage services 
provided to the account and the broker-

dealer makes certain disclosures in its 
advertising and agreements for such 
accounts. 

In the Reproposing Release, we noted 
that broker-dealers taking advantage of 
the proposed exception would need to 
maintain certain records that establish 
their eligibility to do so, but that rules 
under the Exchange Act already require 
the maintenance of those records.251 
Therefore, we concluded that this facet 
of the proposed exception would not 
increase the recordkeeping burden for 
any broker-dealer.

To rely on the rule 202(a)(11)–1(a) 
with respect to a particular brokerage 
account, advertisements 252 and 
contracts or agreements for the account 
must contain a prominent disclosure 
statement. The disclosure consists of a 
brief plain English statement that 
indicates the account is a brokerage 
account, not an advisory account, and 
encourages the customer to ask 
questions and gain an understanding of 
his or her rights and the broker-dealer’s 
obligations, including the broker-
dealer’s obligations to disclose conflicts 
of interest. The disclosure also discusses 
compensation issues, including the fact 
that the firm’s profits and salespersons’ 
compensation may depend on what the 
customer buys and may include 
compensation from other persons. The 
disclosure statement must also direct 
the customers to a contact person who 
can discuss with the customers the 
differences between brokerage and 
advisory accounts.253 This information 
is necessary to prevent customers and 
prospective customers from mistakenly 
believing that the account is an advisory 
account subject to the Advisers Act, and 
will be used to assist customers in 
making an informed decision on 
whether to establish an account. The 
collection of information requirement 
under rule 202(a)(11)–1(a) is mandatory. 
In general, the information collected 
pursuant to the rule will be held by the 
broker-dealers. Staff of the Commission, 

self-regulatory organizations, and other 
securities regulatory authorities would 
gain access to the information only 
upon request. Any collected information 
received by the Commission will be 
kept confidential subject to applicable 
law, including the provisions of the 
Freedom of Information Act [5 U.S.C. 
552].

The burden to comply with this 
provision of rule 202(a)(11)–1(a) will be 
insignificant. In preparing model 
contracts and advertisements, for 
example, compliance officials will be 
required to verify that the appropriate 
disclosure is made. In the Reproposing 
Release, we estimated that the average 
annual burden for ensuring compliance 
is five minutes per broker-dealer taking 
advantage of the rule.254 We estimated 
that if all of the approximately 8,100 
broker-dealers registered with us took 
advantage of the rule, the total estimated 
annual burden would be 673 hours.255 
In our 1999 Proposal, the rule only 
required a prominent statement that the 
account is a brokerage account. In our 
Reproposing Release, we proposed to 
add disclosures that the account is not 
an advisory account; that the firm’s 
obligations with respect to such 
accounts may differ; and that, as a 
consequence, the customer’s rights and 
the firm’s duties and obligations to the 
customer, including the scope of the 
firm’s fiduciary obligations, may differ. 
We also proposed to require the broker-
dealer to identify an appropriate person 
at the firm with whom the customer can 
discuss the differences. The rule today 
modifies the prominent statement 
slightly to put the prominent disclosure 
statement into plain English, and to 
discuss broker compensation issues 
briefly. However, these modifications to 
the disclosure obligations under rule 
202(a)(11)–1(a) do not increase the 
estimated paperwork burden for this 
collection.

B. Broker-Dealers Providing 
Discretionary Advice or Financial Plans 

As discussed above, under rule 
202(a)(11)–1(b), broker-dealers 
providing advisory services in three 
scenarios will be deemed advisers 
subject to the Advisers Act.256 Rule 
202(a)(11)–1(b) will therefore increase 
the number of respondents under the 
existing collections of information 
identified above, and, correspondingly, 
increase the annual aggregate burden 
under those existing collections of 
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257 See Reproposing Release, supra note 6, at 
Section VII.

258 195 filings of the complete form at 22.25 hours 
each, plus 195 amendments at 0.75 hours each, plus 
6.7 hours for each of the 195 broker-dealer/advisers 
to deliver copies of their codes of ethics to 10 
percent of their 670 clients annually who request 
it, at 0.1 hours per response. (195 × 22.25) + (195 
× 0.75) + (195 × (670 × 0.1) × 0.1) = 5,791.5.

259 32 filings (195 × 0.16), consisting of 16 full 
withdrawals at 0.75 hours each and 16 partial 
withdrawals at 0.25 hours each. (16 × 0.75) + (16 
× 0.25) = 16.

260 2 filings at 1 hour each.
261 1 filing at 1 hour each.

information. All of these collections of 
information are mandatory, and 
respondents in each case are investment 
advisers registered with us, except that 
(i) respondents to Form ADV are also 
investment advisers applying for 
registration with us; (ii) respondents to 
Form ADV-NR are non-resident general 
partners or managing agents of 
registered advisers; (iii) respondents to 
rule 204A–1 include ‘‘access persons’’ 
of an adviser registered with us, who 
must submit reports of their personal 
trading to their advisory firms; (iv) 
respondents to rule 206(4)–3 are 
advisers who pay cash fees to persons 
who solicit clients for the adviser; (v) 
respondents to rule 206(4)–4 are 
advisers with certain disciplinary 
histories or a financial condition that is 
reasonably likely to affect contractual 
commitments; and (vi) respondents to 
rule 206(4)–6 are only those SEC-
registered advisers that vote their 
clients’ securities. Unless otherwise 
noted below, responses are not kept 
confidential.

We cannot quantify with precision the 
number of broker-dealers that will be 
new registrants with the Commission 
under the Advisers Act as a result of 
Rule 202(a)(11)–1(b). In the Reproposing 
Release, we set out our analysis that an 
estimated 195 broker-dealers would be 
required to register, and requested 
public comments.257 We received no 
comments on this analysis, and have 
encountered no information since the 
time of the Reproposing Release that 
would cause us to re-evaluate it. Thus, 
for purposes of this analysis, we have 
estimated 195 new firms would be 
required to register with the SEC as 
investment advisers as a result of rule 
202(a)(11)–1(b).

1. Form ADV
Form ADV is the investment adviser 

registration form. The collection of 
information under Form ADV is 
necessary to provide advisory clients, 
prospective clients, and the Commission 
with information about the adviser, its 
business, and its conflicts of interest. 
Rule 203–1 requires every person 
applying for investment adviser 
registration with the Commission to file 
Form ADV. Rule 204–1 requires each 
SEC-registered adviser to file 
amendments to Form ADV at least 
annually, and requires advisers to 
submit electronic filings through the 
IARD. This collection of information is 
found at 17 CFR 275.203–1, 275.204–1, 
and 279.1. The currently approved 
collection of information in Form ADV 

is 131,611 hours. We estimate that 195 
new respondents will file one complete 
Form ADV and one amendment 
annually, and comply with Form ADV 
requirements relating to delivery of the 
adviser code of ethics. Accordingly, we 
estimate rule 202(a)(11)–1(b) will 
increase the annual aggregate 
information collection burden under 
Form ADV by 5,792 hours 258 for a total 
of 137,403 hours.

2. Form ADV–W and Rule 203–2 
Rule 203–2 requires every person 

withdrawing from investment adviser 
registration with the Commission to file 
Form ADV–W. The collection of 
information is necessary to apprise the 
Commission of advisers who are no 
longer operating as registered advisers. 
This collection of information is found 
at 17 CFR 275.203–2 and 17 CFR 279.2. 
The currently approved collection of 
information in Form ADV–W is 578 
hours. We estimate that the 195 broker-
dealer/advisers that will be new 
registrants will withdraw from SEC 
registration at a rate of approximately 16 
percent per year, the same rate as other 
registered advisers, and will file for 
partial and full withdrawals at the same 
rates as other registered advisers, with 
approximately half of the filings being 
full withdrawals and half being partial 
withdrawals. Accordingly, we estimate 
the rule 202(a)(11)–1(b) will increase the 
annual aggregate information collection 
burden under Form ADV–W and rule 
203–2 by 16 hours 259 for a total of 594 
hours.

3. Rule 203–3 and Form ADV–H 
Rule 203–3 requires that advisers 

requesting either a temporary or 
continuing hardship exemption submit 
the request on Form ADV–H. An adviser 
requesting a temporary hardship 
exemption is required to file Form 
ADV–H, providing a brief explanation of 
the nature and extent of the temporary 
technical difficulties preventing it from 
submitting a required filing 
electronically. Form ADV–H requires an 
adviser requesting a continuing 
hardship exemption to indicate the 
reasons the adviser is unable to submit 
electronic filings without undue burden 
and expense. Continuing hardship 
exemptions are available only to 

advisers that are small entities. The 
collection of information is necessary to 
provide the Commission with 
information about the basis of the 
adviser’s hardship. This collection of 
information is found at 17 CFR 275.203–
3, and 279.3. The currently approved 
collection of information in Form ADV–
H is 11 hours. We estimate that 
approximately one broker-dealer/
adviser among the new registrants will 
file for a temporary hardship exemption 
and one will file for a continuing 
exception. Accordingly, we estimate the 
rule 202(a)(11)–1(b) will increase the 
annual aggregate information collection 
burden under Form ADV–H and rule 
203–3 by 2 hours 260 for a total of 13 
hours.

4. Form ADV–NR 
Non-resident general partners or 

managing agents of SEC-registered 
investment advisers must make a one-
time filing of Form ADV–NR with the 
Commission. Form ADV–NR requires 
these non-resident general partners or 
managing agents to furnish us with a 
written irrevocable consent and power 
of attorney that designates the Secretary 
of the Commission, among others, as an 
agent for service of process, and that 
stipulates and agrees that any civil suit 
or action against such person may be 
commenced by service of process on the 
Secretary of the Commission. The 
collection of information is necessary 
for us to obtain appropriate consent to 
permit the Commission and other 
parties to bring actions against non-
resident partners or agents for violations 
of the federal securities laws. This 
collection of information is found at 17 
CFR 279.4. The currently approved 
collection of information in Form ADV–
NR is 17 hours. We estimate that 
approximately one broker-dealer/
adviser among the new registrants will 
make this filing. Accordingly, we 
estimate the rule 202(a)(11)–1(b) will 
increase the annual aggregate 
information collection burden under 
Form ADV–NR by one hour 261 for a 
total of 18 hours.

5. Rule 204–2 
Rule 204–2 requires SEC-registered 

investment advisers to maintain copies 
of certain books and records relating to 
their advisory business. The collection 
of information under rule 204–2 is 
necessary for the Commission staff to 
use in its examination and oversight 
program. Responses provided to the 
Commission in the context of its 
examination and oversight program are 
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262 See section 210(b) of the Advisers Act [15 
U.S.C. 80b–10(b)].

263 See rule 204–2(e).
264 195 broker-dealer/advisers × 191.78 hours per 

adviser = 37,397 hours.
265 We note that the average number of clients per 

adviser reflects a small number of advisers who 
have thousands of clients, while the typical SEC-
registered adviser has approximately 76 clients.

266 195 broker-dealer/advisers × 694 hours per 
adviser = 135,330.

267 195 broker-dealer/advisers × 117.95 hours per 
adviser annually = 23,000.

268 39 respondents (195 × 0.2) × 7.04 hours 
annually per respondent = 275.

269 34 respondents (195 × 0.173) × 7.5 hours 
annually per respondent = 255.

270 We estimate that 195 broker-dealer/advisers 
would spend 10 hours each annually documenting 
their voting policies and procedures, and would 
provide copies of those policies and procedures to 
10 percent of their 670 clients annually at 0.1 hours 
per response. (195 × 10) + 195 × (0.1 × 67) = 3,257.

generally kept confidential.262 The 
records that an adviser must keep in 
accordance with rule 204–2 must 
generally be retained for not less than 
five years.263 This collection of 
information is found at 17 CFR 275.204–
2. The currently approved collection of 
information for rule 204–2 is 1,724,870 
hours, or 191.78 hours per registered 
adviser. We estimate that all 195 broker-
dealer/advisers that will be new 
registrants will maintain copies of 
records under the requirements of rule 
204–2. Accordingly, we estimate rule 
202(a)(11)–1(b) will increase the annual 
aggregate information collection burden 
under rule 204–2 by 37,397 hours 264 for 
a total of 1,762,267 hours.

6. Rule 204–3 
Rule 204–3, the ‘‘brochure rule,’’ 

requires an investment adviser to 
deliver to prospective clients a 
disclosure statement containing 
specified information as to the business 
practices and background of the adviser. 
Rule 204–3 also requires that an 
investment adviser deliver, or offer, its 
brochure on an annual basis to existing 
clients in order to provide them with 
current information about the adviser. 
The collection of information is 
necessary to assist clients in 
determining whether to retain, or 
continue employing, the adviser. This 
collection of information is found at 17 
CFR 275.204–3. The currently approved 
collection of information for rule 204–
3 is 6,089,293 hours, or 694 hours per 
registered adviser, assuming each 
adviser has on average 670 clients.265 
We estimate that all 195 broker-dealer/
advisers that will be new registrants will 
provide brochures as required by rule 
204–3. Accordingly, we estimate rule 
202(a)(11)–1(b) will increase the annual 
aggregate information collection burden 
under rule 204–3 by 135,330 hours 266 
for a total of 6,224,623 hours.

7. Rule 204A–1 
Rule 204A–1 requires SEC-registered 

investment advisers to adopt codes of 
ethics setting forth standards of conduct 
expected of their advisory personnel 
and addressing conflicts that arise from 
personal securities trading by their 
personnel, and requiring advisers’ 
‘‘access persons’’ to report their 

personal securities transactions. The 
collection of information under rule 
204A–1 is necessary to establish 
standards of business conduct for 
supervised persons of investment 
advisers and to facilitate investment 
advisers’ efforts to prevent fraudulent 
personal trading by their supervised 
persons. This collection of information 
is found at 17 CFR 275.204A–1. The 
currently approved collection of 
information for rule 204A–1 is 
1,060,842 hours, or 117.95 hours per 
registered adviser. We estimate that all 
195 broker-dealer/advisers that will be 
new registrants will adopt codes of 
ethics under the requirements of rule 
204A–1 and require personal securities 
transaction reporting by their ‘‘access 
persons.’’ Accordingly, we estimate rule 
202(a)(11)–1(b) will increase the annual 
aggregate information collection burden 
under rule 204A–1 by 23,000 hours 267 
for a total of 1,083,842 hours.

8. Rule 206(4)–3 

Rule 206(4)–3 requires advisers who 
pay cash fees to persons who solicit 
clients for the adviser to observe certain 
procedures in connection with 
solicitation activity. The collection of 
information under rule 206(4)–3 is 
necessary to inform advisory clients 
about the nature of a solicitor’s financial 
interest in the recommendation of an 
investment adviser, so the client may 
consider the solicitor’s potential bias, 
and to protect investors against 
solicitation activities being carried out 
in a manner inconsistent with the 
adviser’s fiduciary duties. This 
collection of information is found at 17 
CFR 275.206(4)–3. The currently 
approved collection of information for 
rule 206(4)–3 is 12,355 hours. We 
estimate that approximately 20 percent 
of the 195 broker-dealer/advisers that 
will be new registrants will be subject 
to the cash solicitation rule, the same 
rate as other registered advisers. 
Accordingly, we estimate rule 
202(a)(11)–1(b) will increase the annual 
aggregate information collection burden 
under rule 206(4)–3 by 275 hours 268 for 
a total of 12,630 hours.

9. Rule 206(4)–4 

Rule 206(4)–4 requires registered 
investment advisers to disclose to 
clients and prospective clients certain 
disciplinary history or a financial 
condition that is reasonably likely to 
affect contractual commitments. This 
collection of information is necessary 

for clients and prospective clients in 
choosing an adviser or continuing to 
employ an adviser. This collection of 
information is found at 17 CFR 
275.206(4)–4. The currently approved 
collection of information for rule 
206(4)–4 is 11,383 hours. We estimate 
that approximately 17.3 percent of the 
195 broker-dealer/advisers that will be 
new registrants will be subject to rule 
206(4)–4, the same rate as other 
registered advisers. Accordingly, we 
estimate rule 202(a)(11)–1(b) will 
increase the annual aggregate 
information collection burden under 
rule 206(4)–4 by 255 hours 269 for a total 
of 11,638 hours.

10. Rule 206(4)–6 
Rule 206(4)–6 requires an investment 

adviser that votes client securities to 
adopt written policies reasonably 
designed to ensure that the adviser votes 
in the best interests of clients, and 
requires the adviser to disclose to 
clients information about those policies 
and procedures. This collection of 
information is necessary to permit 
advisory clients to assess their adviser’s 
voting policies and procedures and to 
monitor the adviser’s performance of its 
voting responsibilities. This collection 
of information is found at 17 CFR 
275.206(4)–6. The currently approved 
collection of information for rule 
206(4)–6 is 119,873 hours. We estimate 
that all 195 broker-dealer/advisers that 
will be new registrants will vote their 
clients’ securities. Accordingly, we 
estimate rule 202(a)(11)–1(b) will 
increase the annual aggregate 
information collection burden under 
rule 206(4)–6 by 3,257 hours 270 for a 
total of 123,130 hours.

11. Rule 206(4)–7 
Rule 206(4)–7 requires each registered 

investment adviser to adopt and 
implement written policies and 
procedures reasonably designed to 
prevent violations of the Advisers Act, 
review those policies and procedures 
annually, and designate an individual to 
serve as chief compliance officer. This 
collection of information under rule 
206(4)–7 is necessary to ensure that 
investment advisers maintain 
comprehensive internal programs that 
promote the advisers’ compliance with 
the Advisers Act. This collection of 
information is found at 17 CFR 
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271 195 broker-dealer/advisers at 80 hours per 
adviser annually = 15,600.

272 5 U.S.C. 603(a).
273 First, a broker-dealer that charges a separate 

fee or separately contracts with a customer for 
investment advisory services may not rely on the 
exception. Second, a broker-dealer that holds itself 
out generally to the public as a financial planner or 
as providing financial planning services may 

generally not rely on the exceptions to avoid 
registration under the Act, and a broker-dealer that 
delivers a financial plan to a customer or represents 
to a customer that its advice is part of a financial 
plan or in connection with financial planning 
services must also generally register under the Act 
and treat that customer as an advisory client. Third, 
a broker-dealer may not rely on the exceptions for 
any accounts over which it exercises investment 
discretion. See rule 202(a)(11)–1(b).

274 Section X of this Release lists the statutory 
authority for the proposed rule and rule 
amendments.

275 See Sections II and III of this Release, supra.
276 17 CFR 240.0–10(c).
277 This estimate is based on the most recent data 

available, taken from information provided by 
broker-dealers in Form X–17A–5 Financial and 
Operational Combined Uniform Single Reports filed 
pursuant to section 17 of the Exchange Act and 
Rule 17a–5 thereunder.

278 See supra note 273 for a description of these 
three categories of advisory services.

279 17 CFR 240.17a–4(b)(7). As previously 
discussed, although rule 202(a)(11)–1(a) would also 
limit its application to accounts that a broker-dealer 
does not exercise investment discretion over, under 
Exchange Act rules, broker-dealers are already 
currently required to maintain all ‘‘evidence of the 
granting of discretionary authority given in any 
respect of any account.’’ 17 CFR 240.17a–4(b)(6). 
Thus, this provision of the rule would not create an 
additional recordkeeping requirement for broker-
dealers.

280 See supra note 273 for a description of these 
three scenarios.

281 For Paperwork Reduction Act purposes, we 
have estimated that approximately 195 broker-
dealers could be required to register as investment 
advisers as a result of the proposed rule and 
interpretation. See supra Section VIII.B of this 
Release.

275.206(4)–7. The currently approved 
collection of information for rule 
206(4)–7 is 701,200 hours, or 80 hours 
annually per registered adviser. We 
estimate all 195 broker-dealer/advisers 
that will be new registrants will be 
required to maintain compliance 
programs under rule 206(4)–7. 
Accordingly, we estimate rule 
202(a)(11)–1(b) will increase the annual 
aggregate information collection burden 
under rule 206(4)–7 by 15,600 hours 271 
for a total of 716,800 hours.

IX. Regulatory Flexibility Analysis 

The Commission proposed rule 
202(a)(11)–1 and related proposed 
interpretations of section 202(a)(11)(C) 
of the Advisers Act, in a release on 
January 6, 2005 (‘‘Reproposing 
Release’’). An Initial Regulatory 
Flexibility Analysis (‘‘IRFA’’) was 
published in the Reproposing Release. 
No comments were received specifically 
on the IRFA. The Commission has 
prepared the following Final Regulatory 
Flexibility Analysis (‘‘FRFA’’) in 
accordance with section 3(a) of the 
Regulatory Flexibility Act.272 It relates 
to rule 202(a)(11)–1.

A. Reasons for Action 

Sections I through III of this Release 
describe the reasons for and objectives 
of rule 202(a)(11)–1. As discussed in 
detail above, rule 202(a)(11)–1(a) is 
designed to permit broker-dealers to 
offer new types of accounts, which 
charge asset-based or fixed fees for full-
service brokerage services or make 
available discount brokerage services, 
without unnecessarily triggering 
regulation under the Advisers Act. Rule 
202(a)(11)–1(b) identifies three 
situations in which provision of 
investment advisory services to broker-
dealers’ customers is not ‘‘solely 
incidental to’’ brokerage business within 
the meaning of the broker-dealer 
exception from the definition of an 
investment adviser in section 
202(a)(11)(C) of the Advisers Act or 
within the exception provided by rule 
202(a)(11)–1(a), making the broker-
dealer ineligible for the exception from 
the definition of an investment adviser 
in section 202(a)(11)(C) of the Advisers 
Act, and making such advisory services 
ineligible for the fee-based account 
exception under rule 202(a)(11)–1(a).273 

Our objectives with rule 202(a)(11)–1 
include fostering the availability of fee-
based and discount brokerage programs 
to brokerage customers and reducing 
investor confusion as to whether they 
are receiving brokerage services or 
advisory services.274

B. Significant Issues Raised by Public 
Comment 

We received no comments on our 
IRFA. We discuss comments we 
received on the substantive rulemaking 
above.275

C. Small Entities 

Rule 202(a)(11)–1 applies to all 
brokers-dealers registered with the 
Commission, including small entities. 
Under Commission rules, for purposes 
of the Regulatory Flexibility Act, a 
broker-dealer generally is a small entity 
if it had total capital (net worth plus 
subordinated liabilities) of less than 
$500,000 on the date in the prior fiscal 
year as of which its audited financial 
statements were prepared and it is not 
affiliated with any person (other than a 
natural person) that is not a small 
entity.276

The Commission estimates that as of 
December 31, 2003, approximately 905 
Commission-registered broker-dealers 
were small entities.277 The Commission 
assumes for purposes of this FRFA that 
all of these small entities could rely on 
the exceptions provided by rule 
202(a)(11)–1(a), although it is not clear 
how many would actually do so. 
Additionally, it is not clear how many 
of these small entities would be affected 
by proposed rule 202(a)(11)–1(b), which 
results in certain advisory services not 
being exempt from the Advisers Act.278 
Therefore, for purposes of this FRFA, 
the Commission also assumes that all of 
these small entities could be affected by 
the new rules.

D. Reporting, Recordkeeping, and Other 
Compliance Requirements 

The provisions of rule 202(a)(11)–1(a), 
pertaining to fee-based and discount 
brokerage accounts, impose no new 
reporting or recordkeeping 
requirements, and will not materially 
alter the time required for broker-dealers 
to comply with the Commission’s rules. 
Rule 202(a)(11)–1(a) is designed to 
prevent unnecessary regulatory burdens 
from being imposed on broker-dealers. 
Broker-dealers taking advantage of rule 
202(a)(11)–1(a) with respect to fee-based 
brokerage accounts will be required to 
make certain disclosures to customers 
and potential customers in advertising 
and contractual materials. Under 
Exchange Act rules, however, broker-
dealers are already required to maintain 
these documents as ‘‘written agreements 
* * * with respect to any account.’’ 279

Under rule 202(a)(11)–1(b), advisory 
services provided by broker-dealers will 
be outside the broker-dealer exception 
from the Advisers Act under three 
scenarios. Thus, broker-dealers 
providing advisory services as described 
in any of these three scenarios will be 
subject to the Advisers Act.280 Although 
some broker-dealers providing advisory 
services as described in one or more of 
these three scenarios are already 
registered as investment advisers, rule 
202(a)(11)–1(b) will result in other 
broker-dealers having to newly register 
as advisers, and will subject these 
brokers to the reporting, recordkeeping, 
and other compliance requirements 
under the Advisers Act.281 For these 
broker-dealers, registration under the 
Advisers Act and compliance with its 
requirements will constitute new 
reporting, recordkeeping, and other 
compliance requirements. For broker-
dealers already registered as investment 
advisers, rule 202(a)(11)–1(b) will 
require that broker-dealers treat affected 
accounts as advisory accounts. Thus, for 
these broker-dealers, rule 202(a)(11)–
1(b) will impose new reporting, 
recordkeeping, and other compliance 
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282 5 U.S.C. 603(c).

283 Rule 202(a)(11)–1(b)(1) focuses on whether the 
broker-dealer separately contracts for the advisory 
services or charges a separate fee. Rule 202(a)(11)–
1(b)(2) focuses on how the broker-dealer holds itself 
out generally to the public or represents its services 
to a customer. Rule 202(a)(11)–1(b)(3) focuses on 
whether the broker-dealer exercises investment 
discretion over customer accounts.

284 Because we are using our authority under 
section 202(a)(11)(F), broker-dealers relying on the 
rule would not be subject to state adviser statutes. 
Section 203A(b)(1)(B) of the Act provides that ’’[n]o 
law of any State or political subdivision thereof 
requiring the registration, licensing, or qualification 
as an investment adviser or supervised person of an 
investment adviser shall apply to any person * * * 
that is not registered under [the Advisers Act] 
because that person is excepted from the definition 
of an investment adviser under section 202(a)(11).’’ 
(emphasis added). 

We also have authority under section 206A, 
which is available as an alternative ground, because 
the rule we are adopting is in the public interest 
and consistent with the protection of investors and 
the purposes intended in the Act.

requirements with respect to these 
accounts.

Small entities registered with the 
Commission as broker-dealers will be 
subject to these new reporting, 
recordkeeping, and other compliance 
requirements to the same extent as 
larger broker-dealers. In developing 
these requirements over the years, we 
have analyzed the extent to which they 
would have a significant impact on a 
substantial number of small entities, 
and included flexibility wherever 
possible in light of the requirements’ 
objectives, to reduce the corresponding 
burdens imposed.

E. Duplicative, Overlapping, or 
Conflicting Federal Rules 

The Commission believes that there 
are no rules that duplicate or conflict 
with rule 202(a)(11)–1. 

F. Significant Alternatives 
The Regulatory Flexibility Act directs 

the Commission to consider significant 
alternatives that would accomplish the 
stated objectives, while minimizing any 
adverse impact on small entities.282 In 
connection with rule 202(a)(11)–1, the 
Commission considered the following 
alternatives: (i) The establishment of 
differing compliance or reporting 
requirements or timetables that take into 
account the resources available to small 
entities; (ii) the clarification, 
consolidation, or simplification of 
compliance and reporting requirements 
under the rule for such small entities; 
(iii) the use of performance rather than 
design standards; and (iv) an exemption 
from coverage of the rule, or any part 
thereof, for such small entities.

With respect to the first alternative, 
the Commission presently believes that 
establishment of differing compliance or 
reporting requirements or timetables for 
small entities would be inappropriate in 
these circumstances. The provision rule 
202(a)(11)–1(a) requiring prominent 
disclosures to customers and potential 
customers is designed to prevent 
investors from being confused about the 
nature of the services they are receiving. 
To specify less prominent disclosures 
for small entities would only serve to 
diminish investor protection to 
customers of small broker-dealers. Such 
a course would be inconsistent with the 
purposes of the Advisers Act. With 
respect to rule 202(a)(11)–1(b), the 
compliance and recordkeeping 
requirements are those generally 
applicable to any adviser registered 
under the Act. In developing these 
requirements over the years, the 
Commission has analyzed the extent to 

which they would have a significant 
impact on a substantial number of small 
entities, and included flexibility 
wherever possible in light of the 
requirements’ objectives, to reduce the 
corresponding burdens imposed. It 
would be inconsistent with this design, 
and contrary to its purpose, to create 
special rules for small broker-dealers 
who would be subject to the Act as a 
result of proposed rule 202(a)(11)–1(b). 

With respect to the second alternative, 
the Commission presently believes that 
clarification, consolidation, or 
simplification of the compliance and 
recordkeeping requirements under 
proposed rule 202(a)(11)–1(a) for small 
entities unacceptably compromises the 
investor protections of the rule. As 
discussed above, the rule’s prominent 
disclosure requirement is designed to 
prevent investor confusion. We believe 
this requirement is already adequately 
clear and simple for those seeking to 
make use of the rule’s exception for fee-
based accounts. To further consolidate 
this requirement would potentially 
impede our objective of preventing 
investor confusion. With respect to rule 
202(a)(11)–1(b), clarification, 
consolidation, or simplification would 
involve modification of the compliance 
and recordkeeping requirements 
generally applicable to registered 
investment advisers under the Act. As 
discussed above in connection with the 
first alternative, the Commission, in 
developing these requirements over the 
years, has included as much flexibility 
as can be introduced in light of the 
investor protection objectives 
underlying them. 

With respect to the third alternative, 
the Commission presently believes that 
the compliance requirements contained 
in rule 202(a)(11)–1 already 
appropriately use performance 
standards instead of design standards. 
The rule is crafted to make regulation 
under the Advisers Act turn on the 
services offered by a broker-dealer 
rather than strictly on the type of 
compensation involved. Thus, eligibility 
for rule 202(a)(11)–1(a)’s exception 
hinges on the services offered by the 
broker-dealer. Likewise, under rule 
202(a)(11)–1(b), the treatment of the 
advisory activities in question also focus 
on the services offered.283 The 
reporting, recordkeeping, and other 
compliance requirements stemming 

from these of rule 202(a)(11)–1 are 
triggered by the performance of services 
by the entity in question, including 
small businesses.

Finally, with respect to the fourth 
alternative, the Commission presently 
believes that exempting small entities 
would be inappropriate. To the extent 
rule 202(a)(11)–1(a) eliminates 
unnecessary regulatory burdens that 
might otherwise be imposed on broker-
dealers, small entities, as well as large 
entities, will benefit from the rule. 
Small broker-dealers should be 
permitted to enjoy this benefit to the 
same extent as larger broker-dealers. 
Furthermore, the Commission believes 
the provisions of rule 202(a)(11)–1(b) 
should apply to small entities to the 
same extent as larger ones. Rule 
202(a)(11)–1(b) is grounded in the view 
that the advice described in the rule’s 
three scenarios is not solely incidental 
to brokerage. Because the protections of 
the Advisers Act are intended to apply 
equally to clients of both large and small 
advisory firms, it would be inconsistent 
with the purposes of the Advisers Act 
to exempt small entities further from the 
rule.

X. Statutory Authority 

The Commission is adopting rule 
202(a)(11)–1 pursuant to sections 
202(a)(11)(F) and 211(a) of the Advisers 
Act.284

Text of Rule

List of Subjects in 17 CFR Part 275 

Investment advisers, Reporting and 
recordkeeping requirements.

� For the reasons set out in the preamble, 
Title 17, Chapter II of the Code of Federal 
Regulations is amended as follows:

PART 275—RULES AND 
REGULATIONS, INVESTMENT 
ADVISERS ACT OF 1940

� 1. The authority citation for Part 275 
continues to read as follows:
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Authority: 15 U.S.C. 80b–2(a)(11)(F), 80b–
2(a)(17), 80b–3, 80b–4, 80b–4a, 80b–6(4), 
80b–6a, and 80b–11, unless otherwise noted.

* * * * *
� 2. Section 275.202(a)(11)–1 is added to 
read as follows:

§ 275.202(a)(11)–1 Certain broker-dealers. 
(a) Special compensation. A broker or 

dealer registered with the Commission 
under section 15 of the Securities 
Exchange Act of 1934 (15 U.S.C. 78o) 
(the ‘‘Exchange Act’’): 

(1) Will not be deemed to be an 
investment adviser based solely on its 
receipt of special compensation (except 
as provided in paragraph (b)(1) of this 
section), provided that: 

(i) Any investment advice provided 
by the broker or dealer with respect to 
accounts from which it receives special 
compensation is solely incidental to the 
brokerage services provided to those 
accounts (including, in particular, that 
the broker or dealer does not exercise 
investment discretion as provided in 
paragraphs (b)(3) and (d) of this section); 
and 

(ii) Advertisements for, and contracts, 
agreements, applications and other 
forms governing, accounts for which the 
broker or dealer receives special 
compensation include a prominent 
statement that: ‘‘Your account is a 
brokerage account and not an advisory 
account. Our interests may not always 
be the same as yours. Please ask us 
questions to make sure you understand 

your rights and our obligations to you, 
including the extent of our obligations 
to disclose conflicts of interest and to 
act in your best interest. We are paid 
both by you and, sometimes, by people 
who compensate us based on what you 
buy. Therefore, our profits, and our 
salespersons’ compensation, may vary 
by product and over time.’’ The 
prominent statement also must identify 
an appropriate person at the firm with 
whom the customer can discuss the 
differences. 

(2) Will not be deemed to have 
received special compensation solely 
because the broker or dealer charges a 
commission, mark-up, mark-down or 
similar fee for brokerage services that is 
greater than or less than one it charges 
another customer. 

(b) Solely incidental to. A broker or 
dealer provides advice that is not solely 
incidental to the conduct of its business 
as a broker or dealer within the meaning 
of section 202(a)(11)(C) of the Advisers 
Act or to the brokerage services 
provided to accounts from which it 
receives special compensation within 
the meaning of paragraph (a)(1)(i) of this 
section if the broker or dealer (among 
other things, and without limitation): 

(1) Charges a separate fee, or 
separately contracts, for advisory 
services; 

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

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

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

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

(3) Exercises investment discretion, as 
that term is defined in paragraph (d) of 
this section, over any customer 
accounts. 

(c) Special rule. A broker or dealer 
registered with the Commission under 
section 15 of the Exchange Act is an 
investment adviser solely with respect 
to those accounts for which it provides 
services or receives compensation that 
subject the broker or dealer to the 
Advisers Act. 

(d) Investment discretion. For purpose 
of this section, the term investment 
discretion has the same meaning as 
given in section 3(a)(35) of the 
Securities Exchange Act of 1934 (15 
U.S.C. 78c(a)(35)), except that it does 
not include investment discretion 
granted by a customer on a temporary or 
limited basis.

Dated: April 12, 2005.
By the Commission. 

Jill M. Peterson, 
Assistant Secretary.
[FR Doc. 05–7641 Filed 4–18–05; 8:45 am] 
BILLING CODE 8010–01–P
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