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Don’t Let Unsupervised IA Activities Trip Up Your BD
In 1994 (with the publication of Notice to Members #94-44) and 1996 (with the follow-up Notice,  
#96-33) the NASD began expressing its concern about the oversight of broker-dealer registered 
representatives who had as an outside business activity their own registered investment advisory firm.

That was all well before the name Bernard Lawrence Madoff became a “four-letter” word for so many. In his 
name, federal lawmakers and the regulators have been burning the midnight oil in an attempt to thwart 
any potential Madoff-wannabes and the ramifications, both on personal and business levels, will continue 
for years to come. 

FINRA, however, has not bided its time waiting for legislative changes that would allow it to address 
this issue. The regulator’s claims that it did not uncover Bernie’s scheme due to the fact that FINRA did 
not have the authority to examine the books and records of Madoff’s IA, led initially to their stance that 
investment advisory firms affiliated with FINRA member broker-dealers are sufficiently “connected” so as 
to allow for FINRA reviews.

FINRA announced in 2011 that beginning in 2012 they would be substantially increasing the number 
of branch audits they conduct. Broker-dealers should take note of this increased interest in their branch 
locations. While the regulators did not indicate what “type” of branch office locations it was most 
interested in, it would not be too great a stretch to assume that branches housing an independently 
registered investment advisory firm would be one of the priorities.

Cementing FINRA’s authority to review investment advisory activities are the recently SEC-approved 
amendments to FINRA Rule 8210. Effective February 26, 2013, Rule 8210 gives FINRA authority to 
inspect and copy the books, records and accounts of its member firms, associated persons and other 
persons subject to FINRA’s jurisdiction. 

The Rule’s Supplementary Material. Paragraph .01 was amended to expand the materials FINRA may 
demand to include “records relating to a FINRA investigation of outside business activities, private 
securities transactions, and possible violations of just and equitable principles of trade, other FINRA rules, 
MSRB rules and the federal securities laws.” In plain English, this amendment makes all aspects of the 
relationship between a broker-dealer and its associated persons subject to a document request.

While all investment activities engaged in by individuals who are also registered representatives of  
broker-dealers are subject to broker-dealer oversight, for which appropriately written supervisory  
policies and procedures should be developed, some remain arbitrary and risk-related. However, for  
broker-dealer registered representatives who are independently licensed as investment advisers there  
are specific requirements.
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Registered Reps Independently Registered as Investment Advisers
Broker-dealers who permit registered representatives to independently operate their own investment 
advisers should currently be the most concerned about this expanded scope of oversight. These firms 
would be well advised to dust off NASD Notices to Members 94-44 and 96-33, read them carefully and 
then review their supervisory oversight procedures. 

While a registered representative’s independent investment adviser is an outside business activity (“OBA”), 
a lot more than simple prior approval (under old NASD Rule 3020) or the more involved OBA approval 
process (required under FINRA Rule 3270) is necessary to have satisfactory oversight procedures in place. 

OBA Conflicts of Interest and Perception of an Activity of the BD
Under FINRA Rule 3270 (effective 12/15/2010), OBA approvals must have documentation that no 
inherent conflict was found in the OBA requested and therefore there is no on-going conflict to be 
managed. In addition, documentation must be maintained that a determination was made that the OBA 
requested would not be deemed to be perceived as an activity undertaken by the broker-dealer. This latter 
decision will be more difficult to make.

Given that two studies each concluded that investors have little to no understanding as to the differences 
between broker-dealers and investment advisers, it’s not too much of a stretch to imagine that an investor 
would simply assume – if any thought at all was even given to the issue – that the broker-dealer and the 
investment advisory firm were, at least affiliated, if not one in the same.

It is clear that investors relate much to the individual providing the service than their individual or firm’s 
registration “category” or status (i.e. BD or IA, or both).

“Broker-dealers who permit registered representatives to independently 
operate their own investment advisers should currently be the most 
concerned about this expanded scope of oversight.”
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Review of OBAs Approved Prior to Rule 3270’s Effective Date
From Regulatory Notice 10-49: “Registered persons who are actively engaged in an outside business  
activity prior to December 15, 2010, firms have until June 15, 2011, to review such pre-existing activities 
under the standards set forth in FINRA Rule 3270, including the requirement that firms keep a record of  
their compliance with such standards.”

Broker-dealers who have not yet reviewed all OBAs approved prior to 12/15/10 should immediately do so 
and make a determination as to which, if any, OBA activities should be terminated, limited, more closely 
monitored or require any other oversight action. In order to undertake meaningful reviews concerning  
conflicts or other factors to be taken into account whether it is In terms of continuing to allow a previously-
approved OBA or giving consideration to approving a new OBA request for a rep to have an independently 
registered investment advisory firm, the individual(s) undertaking the review must have more than a 
rudimentary understanding of the IA activities engaged in, down to the smallest detail, the specific IA 
activities being engaged in (or requested to be engaged in), and, perhaps most importantly, the fees  
charged for each service provided. Conflicts of interest should be addressed and policies and procedures  
put into effect to manage such conflicts.

The following is a minimal list of all items which must be included in the request for an OBA involving an 
independently registered investment advisory firm.

 • The names of all individuals associated with or employed by the IA, including which individuals 
registered with the BD will also be registered with the IA

 • The nature of the IA business that will be performed, in detail, including the identity of any third-
party asset managers, sub-advisers, financial planning or asset allocation software or vendors or 
broker-dealers that will be used

 • A description of whether the investment advisory activities will involve

 - placing orders

 - providing custody for customer securities or funds

 - proxy voting on behalf of customers

 - use of soft dollar arrangements

 - creation of asset management portfolios 

 • Compensation arrangements pertinent to each type of investment advisory service that will be offered

 • The identity of each customer who will be serviced by the IA

 • Any outside third-party broker-dealer to be utilized

 • The identity of each dually registered person who will place trades at any approved outside third-
party broker-dealer, provide any investment advice to clients, or solicit on behalf of the IA

 • An agreement by the investment advisory firm and the individuals affiliated with it that each 
will cooperate with the supervisory requirements of the broker-dealer the rep is registered with 
and further agree to arrange for that broker-dealer to receive all books and records necessary 
to conduct its supervisory responsibilities, including but not limited to duplicate copies of all 
confirmations and account statements for IA customer accounts held away from the employing 
broker-dealer. 
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Future OBA Reviews
If they have not already done so, firms should review all previously approved OBAs involving independent 
investment advisory firms to ensure that all the requirements of Rule 3270 have been completed for those 
registered representatives who continue to receive approval to have an independently registered investment 
advisory firm, oversight policies and procedures should be reviewed to ensure that the requirements (where 
selling compensation is received) outlined in Notices to Members 94-44 and 96-33 are being fulfilled.

Selling Compensation
Selling compensation is broadly defined to include any compensation paid directly or indirectly from 
whatever source in connection with, or as a result of, the purchase or sale of a security. If salary payments 
are direct or indirect compensation for an RR/RIA’s participation in the execution of securities transactions 
away from the broker-dealer with which s/he is registered (licensed), the salary payments would be deemed 
“selling compensation” subject to direct oversight by the broker/dealer with which the RR/RIA is registered. 
Independent investment advisory firms which limit their business SOLELY to financial planning services are  
not deemed to be receiving selling compensation requiring broker/dealer oversight.

Oversight Responsibilities
The supervisory requirements for the oversight of independent investment advisory firms go well beyond OBA 
supervision requirements and should be documented, perhaps as separate WSPs.  

In addition, branch office audit procedures should be specialized for those branches at which independent 
advisory services are offered and the personnel carrying out these branch audits should be sufficiently trained 
in order to adequately conduct these “dual” branch reviews.

Finally, the individuals operating the independent IAs should be given a manual highlighting their 
responsibilities to the broker-dealer and the specific books and records they must maintain, minimizing to 
some effect their “independence” in terms of their IA firm.

“Firms should review previously approved OBAs involving independent 
investment advisory firms to ensure the requirements of Rule 3270 
have been completed for those registered representatives who 
continue to have an independently registered investment advisory firm.”



Conclusion
While it may be tempting for some Compliance Departments to want to prohibit any registered 
representatives from opening an independent investment advisory firm, in perhaps the majority of cases, 
management will not be happy with that recommendation. The competition to retain experienced sales 
personnel is significant and broker-dealers will not be anxious to create an atmosphere resulting in the 
loss of these individuals.

Compliance is going to have to ensure that they are armed with adequate training, personnel and tools in 
order to successfully meet the challenges of supervising these specific OBAs.

Most importantly, compliance and branch office audit staff will have to expand their knowledge and 
become familiar with investment advisory rules and how they impact the broker-dealer.

In terms of immediately resources, broker-dealers should consider engaging a qualified consulting firm to 
undertake reviews of the independent IAs. These reviews can indicate which IAs may be non-compliant, 
thereby holding out the greatest risk to the broker-dealer (due to the complexity of their services or the 
laxity of compliance with the applicable SEC or state regulations) and which appear to be fully-compliant 
and fully aware of their responsibilities under both the IA and BD rules and requirements.

About NRS
National Regulatory Services (NRS) is the nation’s leader in compliance and registration products and 
services for investment advisers, broker-dealers, hedge funds, investment companies and insurance 
institutions. NRS has the practical expertise, proven capability and unparalleled reach to deliver 
integrated and effective compliance solutions to a wide range of users within the financial services 
industry. NRS delivers these solutions through three interrelated offerings —comprehensive education, 
best-in-class technology and expert consulting services—enabling our clients to meet their regulatory 
requirements and minimize risk.

For more information, visit www.NRS-inc.com or call 1-860-435-0200.
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