
May 2019—Legislative Intelligence Update | Brokerage Firms’ Incidental Advice Guidance on 
Deck at the SEC 
  
Welcome to this edition of the Investments & Wealth Institute Legislative Intelligence. This 
month’s column examines a surprise addition to the U.S. Securities and Exchange Commission’s 
(SEC) proposed market conduct standard for brokerage firms, Regulation Best Interest (Reg BI). 
Specifically, in addition to a vote on the Reg BI rules package, the agency has proposed formally 
adopting guidance clarifying the solely incidental exemption for brokers under the Investment 
Advisers Act of 1940 (Advisers Act). 
  

Broker–Dealers’ Solely Incidental Advice Guidance: 
Wild Card in Regulation Best Interest Rule Package, or Spring Cleaning? 

  
The long-anticipated final version of the SEC’s controversial Reg BI is slated for a decisive vote 
on June 5, 2019, by the four-member Commission. And in a surprise twist, a new guidance 
proposal has been added to the meeting agenda. The original rulemaking package proposed in 
April 2018 featured three items: Reg BI—an upgraded market conduct standard for a broker’s 
retail advice, a related disclosure summary, and updated fiduciary guidance for investment 
advisers. 
  
However, Item 4 on the agenda adds a new ingredient to the regulatory mix, one in which the 
“Commission will consider whether to publish a Commission interpretation of the solely 
incidental prong” of the exemption for broker–dealers (BDs or brokerage firms) under section 
202(a)(11)(C) of the Advisers Act. This new proposed guidance comes as a surprise to many 
observers. 
  
The SEC’s proposing release for Reg BI asked a half-dozen or so questions in connection with 
the solely incidental restriction for broker-dealers. One of the questions asked whether the 
agency should propose an interpretive rule “placing express limits on investment discretion.” 
  
The answer could be as simple as a straightforward “yes”—the SEC wants to bring closure to a 
housekeeping project that it began with proposed guidance in 2007 but never finished. The 
more complicated answer is more of a query: Why is guidance even needed, given that the 
securities industry has for many years assigned discretionary trading authority to advisory—not 
brokerage—accounts? 
  
Discretionary trading authority is one of two bright lines that brokerage firms have used in 
recent years to decipher the solely incidental exemption and thereby avoid crossing the line 
that triggers registration as an investment adviser. The second prong of the BD exemption—a 
much older “bright line” relied on by the industry for decades —is the prohibition on “special 
compensation”—meaning fees instead of commissions—received by a brokerage firm for 
investment advice. A third and perhaps less likely reason for the new guidance could be a 
perceived need by the SEC to bolster a legal defense that allows brokers to provide similar retail 
advisory services as investment advisers if opponents try to overturn the rule in court. A fourth 
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and perhaps even less likely explanation is how the SEC is responding to a new Trump 
administration policyrequiring independent agencies like the SEC to submit non-rulemaking 
initiatives, such as the solely incidental guidance, to the White House for review. It is unknown 
whether the SEC submitted the solely incidental guidance to the White House first, but it is 
unusual for the SEC to add regulatory guidance to an open meeting agenda for a vote that in 
the past has been handled internally by SEC staff. 
  
Background 
When the U.S. Congress enacted the Advisers Act nearly 80 years ago it carved out a handful of 
business models that could have been subject to registration under the Advisers Act. The safe 
harbors were intended for various business entities ranging from banks to publishers, broker–
dealers, and also lawyers, accountants, engineers, and teachers, the latter group of 
professionals combined into one exemption. This group of lawyers, accountants, engineers, and 
teachers can provide a limited amount of investment advice, as long as it is “solely incidental” 
to their primary profession. It would take the SEC nearly five decades to define what that 
meant. 
  
The solely incidental exemptions warranted more attention when financial planners came on 
the scene in the 1970s; regulators weren’t sure whether they needed to register as investment 
advisers. The SEC and state securities regulators ended the debate by issuing guidance that 
required financial planners to register.  They also clarified the limitations of the solely incidental 
exemption for professionals and separately, for broker–dealers. Thus attorneys or accountants 
holding out as financial planners or investment advisers to the public via business cards, yellow 
page listings, or other advertisements also would trigger registration because “holding out” to 
the public implied their investment advice was not incidental to their primary business. 
However, the broker-dealer exemption was more complicated because part of full-service 
brokerage includes investment advice. 
  
The statutory exemption for broker–dealers, in section 202(a)(11)(C), on its own does not offer 
clear guidance. The exemption reads: 
  
(C) any broker or dealer whose performance of such services is solely incidental to the conduct 
of his business as a broker or dealer and who receives no special compensation therefor; 
  
The SEC’s treatment of broker–dealers was different from the holding out standard for the 
professional group. Instead IA Release No. 1092, written by the SEC staff and published in 1987, 
opined that 
  
If a financial planner structures his planning so as to give only generic, non-specific investment 
advice as a financial planner, but then gives specific securities advice in his capacity as a 
registered representative of a dealer or as agent of an insurance company, the person would 
not be able to assert that he was not “in the business” of giving investment advice. 
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Thus the SEC seemed to be saying that because financial planners needed to register as 
investment advisers—whether their investment advice was generic or not—it meant that a 
broker holding out as a financial planner also would have to register as an investment adviser. 
Beyond that clarification, the same release is not much help in defining “solely incidental” 
advice of a stand-alone broker. It only repeats the statutory language in 202(a)(11)(C) for the 
second prong of the exemption that prohibits receipt of special compensation when “acting 
within the scope of the business of a broker or dealer.” Nonetheless it allows investment 
advisory services provided by that person “within the scope of [their] employment with the 
broker or dealer.” 
  
In the late 1990s, a special commission looked at ways to more closely align a broker’s interests 
with its customers through fees, and in 1999 the industry was able to persuade SEC Chairman 
Arthur Levitt to sanction a proposed rule permitting broker–dealers to charge fees without 
requiring Adviser Act registration, thus upending the longstanding bright line exemption 
between advisory and brokerage services based on special compensation. However, broker–
dealers were prohibited from relying on the fee-based exemption if, among other things, a firm 
held out as offering or providing financial planning services or held discretion over customer 
accounts except in limited circumstances. 
  
The Financial Planning Association (FPA) sued in 2004, forcing the SEC to finally adopt the fee-
based rule (known in various quarters as Rule 202 or the Merrill Lynch Rule because of that 
firm’s pioneering role in establishing fee-based brokerage programs). In 2005 the FPA sued 
again after the final rule was adopted, even though the SEC sought to address the FPA’s 
concerns by narrowing the solely incidental exemption to exclude financial planning services 
under certain circumstances.   Stated another way, the SEC significantly expanded the 1092 
guidance requiring brokers to register if they provided generic financial planning advice to 
including (i) holding out generally to the public as a financial planner or providing financial 
planning services; (ii) delivering a financial plan to a brokerage customer; or (iii) representing to 
the customer that the advice is provided as part of a financial plan or in connection with 
financial planning services. 
  
In 2007 the FPA prevailed in its lawsuit by convincing the U.S. Court of Appeals for the District 
of Columbia Circuit that the SEC had exceeded its authority to create a new exemption for fee-
based brokerage programs. Because the SEC did not add a severability clause to the rule, the 
entire regulation was thrown out, including the financial planning and discretionary account 
restrictions. However, the Court did not offer any insights into the SEC’s revised interpretation 
of the solely incidental exemption. 
  
In terms of compliance, the FPA v. SEC court decision returned the industry back to the status 
quo,  but it also served to ignite the debate over the appropriate market conduct standard for a 
broker–dealer’s investment advice. Within the next few years leading brokerage firms, their 
trade groups and the Financial Industry Regulatory Authority announced their support for a 
fiduciary standard, eventually leading Congress in 2010 to grant the SEC legal authority to adopt 
a uniform fiduciary standard for both brokers and advisors providing retail investment advice. 
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In April 2018, the SEC compromised by proposing Reg BI as the new market conduct standard 
for broker–dealers providing retail investment advice. However, the SEC purposely refrained 
from calling it a fiduciary standard, stating in the proposing release that “it makes more sense 
to build upon [existing broker regulation], rather than to create a completely new standard or 
simply adopt obligations and duties that have developed [under the Advisers Act].” 
  
Challenges with Defining ‘Solely Incidental’ Advice 
An activity that is solely incidental to the primary business of a person in another line of 
business, such as investment advice provided by an attorney or accountant, was easier to 
define by the SEC. However, the agency flipped the meaning of solely incidental on its head for 
broker–dealers by concluding in in the Merrill Rule  and in separate 2007 guidance that because 
brokerage firms always have provided investment advice as part of their business, that if the 
advice is rendered “in connection with and reasonably related to the brokerage services 
provided” it is incidental advice. The 2005 release acknowledged that there are other 
definitions of “incidental.” Opponents of the rule differed with the SEC’s position, stating that 
“solely incidental” implies advice that is provided on an isolated, occasional, or limited basis. 
  
In the SEC’s 2007 proposed interpretive guidance,  published in the wake of the court decision 
overturning the Merril Rule, the SEC reaffirmed its earlier position, explaining that if the 
exemption were read narrowly, “the broker …would be unable to advise clients to stay out of 
the market or to refrain from a particular transaction, or to provide generalized market reports 
to their clients.” 
  
However, the SEC never has offered an explanation of why the solely incidental prong was put 
there by Congress in the first place if investment advice was a standard component of a 
brokerage firm’s services. Following this logic, if brokerage firms always have provided advice in 
connection with full-service brokerage, then Congress  could have relied on  special 
compensation as the distinguishing factor between the broker and adviser business models; 
there was no need for the solely incidental prong of the exemption in the Advisers Act. 
  
Which leads to the next question: If the SEC is likely to reaffirm—as it did in the Merrill Rule —
that discretionary trading authority is the bright line between solely incidental advice of a 
broker and registration as an adviser, then why is it necessary to seek formal approval of the 
Commission? If, as the SEC has stated before, most brokerage firms follow this practice, then 
why vote on what otherwise might be considered a standard operating procedure in the 
industry? 
  
Is ‘Solely Incidental’ Guidance a Defensive Measure? 
Given persistent reports that opponents of Reg BI are likely to file an administrative challenge 
in court—just as industry opponents of the U.S. Department of Labor (DOL) fiduciary rule did in 
killing that rule —is the SEC’s goal here to help “bulletproof” the rulemaking in the event of a 
lawsuit? 
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In its 2007 proposed, the SEC noted that while “the Court did not question the validity of our 
interpretive positions, it vacated the entire [Rule 202], leaving our interpretations in doubt.” 
  
Perhaps the SEC will have its chance in court, if it attempts to expand the definition of solely 
incidental advice. It is interesting to note that in its 2007 proposed guidance the SEC omitted its 
previous position that financial planning was not solely incidental advice. In a formal comment 
letter to the SEC  on Reg BI, the Financial Planning Coalition noted this omission, urging the 
Commission to reinstate its position in the new rule that “financial planning services are not 
solely incidental to brokerage services.” Given the SEC’s court loss, even 12 years later, it seems 
unlikely that it would open this can of worms again—even though its guidance in the Merrill 
Rule and in its 1092 release leaves it vulnerable to having explain this inconsistency if an 
administrative challenge is filed. 
  
Implications for Financial Planners and Wealth Managers 
If any part of the SEC’s solely incidental guidance expands the definition of “solely incidental” 
advice as a broker (beyond holding that trading discretion is a fiduciary activity subject to 
Advisers Act jurisdiction), then its guidance warrants further analysis.  Perhaps the most 
important analysis for financial planners and wealth managers will be their legal liability in the 
event of an investment dispute with a client.  For dual registrants subject to both a fiduciary 
standard and Reg BI, the issue will revolve around whether they acted as a fiduciary under the 
Advisers Act when providing the advice, or as a broker under Reg BI.  If the solely incidental 
exemption is greatly expanded, then defense counsel may argue that they were not acting as 
fiduciaries, but as agents of the broker-dealer subject to Reg BI.  
  
For independent firms registered solely as investment advisers, there is no change in legal 
standard, of course.  But rather they will need to address a marketing question, that 
is,  prospective clients attempting to discern the difference in market conduct standards 
between fiduciary status and Regulation Best Interest. 
  
Given the stakes involved, attention at the June 5th open meeting is likely to be focused on Reg 
BI. But the surprise addition of solely incidental guidance to the meeting agenda,  and extent to 
which the SEC expands the exemption for brokers, will signal whether the SEC is reducing 
coverage of advisory services under a fiduciary standard of care or merely undertaking some 
spring cleaning. 
  

About Legislative Intelligence Update 
  
The purpose of this update, prepared by Potomac Strategies for Investments & Wealth Institute, 
is to give members legislative, regulatory, and other public policy intelligence and analysis. It is 
strictly informational and should not be relied upon as legal or compliance advice. Investments 
& Wealth Institute, as an education and credentialing organization, does not lobby Congress 
and generally does not advocate for any particular legislative or regulatory position either on its 
own or through its relationship with Potomac Strategies. 
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If you have questions after reading this update, please contact the Institute by replying to this 
email. We will either respond personally to your inquiry or include a response in an upcoming 
issue. 
 


