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ABSTRACT 

 

The study of Investment Advisors is important to practitioners, government 

legislators, regulators, and household consumers.  This three essay dissertation examines 

Registered Investment Advisors in the United States.  The first essay examines the 

association between type of compensation and type of clientele. The second essay 

examines what type of clients hire RIA firms with more agency costs. The third essay 

explores the shifts in assets under management and clients in the 2 years after the 

economic downturn in 2008.  

This dissertation adds to our understanding of Registered Investment Advisors in 

the United States and provides insights about the type of clients associated with various 

types of RIA firms.  This study supports the notion that RIA firms charging commissions 

are more likely to work with lower net worth clients, and have more employees.  RIA 

firms charging commissions are also more likely to provide financial planning services to 

their clients.  In light of recent regulatory reforms in the United Kingdom, Australia, 

Holland, and other nations considering eliminating commissions in financial services it 

should be noted that doing so needs to be complemented with efforts to increase the 

availability of financial planning services to lower net worth clients.  Perhaps this is done 

by increasing the number of professionals offering financial advice (without sacrificing 

competency standards), or by providing incentives to either professionals or lower net 

worth clients to seek professional advice.   

This study finds that lower net worth consumers are more likely to hire 

investment advisory firms with agency costs like previous ethical violations, dual 

registration as a broker-dealer, or opaque forms of compensation.  This study finds the 
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opposite association between high net worth clients and firms with agency costs, 

suggesting that lower net worth clients either need to increase their monitoring or become 

more aware of the variance in quality and costs associated with selecting one investment 

advisor over another.  This study further finds that in the two years after the economic 

downturn of 2008, that clients did appear to pay closer attention to their investment 

advisors and any potential conflicts of interest.  From July 2008 to July 2010, clients 

appear to have shifted their assets and accounts towards RIA firms charging fees (AUM 

fees, fixed fees, hourly fees, and other fees) and clients appeared to shift assets away 

from firms with agency costs and opaque forms of compensation.   

The findings of these studies should assist practitioners, regulators, legislators, 

and consumers as they examine the association between certain forms of compensation 

and types of clients.  Consistent with the literature, it appears that less informed 

consumers need to be protected from themselves as much as they need to be protected 

from potential conflicts of interest.  Consumers appear to have an implicit trust that 

anyone holding themselves out to be a professional investment advisor is competent, 

ethical, and has their best interests at heart when they make recommendations.  

Regulatory authorities in various countries are making efforts to elevate or regain that 

trust amongst consumers. 
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CHAPTER I 

 
INTRODUCTION 

 

An investment advisor is a person or firm that gets paid to provide investment 

advice to clients (SEC, 2009).  Individuals or firms that fit the definition of investment 

advisor must register with the SEC or the state securities agency where they have their 

principal place of business and comply with regulations designed to protect investors 

under the Investment Advisers Act of 1940 (Barbash & Massari, 2008; Schubert, 2005).   

Generally, advisors who have less than $25 million in assets under management must 

register with the state securities agency, and advisors with over $30 million under 

management must register with the SEC (Blake, 2008).  Firms that manage between $25-

$30 million in assets have some flexibility to choose which regime they would prefer to 

register with
1
.   

Firms that register with the SEC are required to fill out the ―Form ADV‖ at least 

annually, and are required to update their ADV information whenever they experience a 

substantive change in their firm.  The Form ADV has two parts:  Part 1 has information 

about the adviser‘s business and whether they have had previous problems with 

regulators or clients.  Part 2 outlines the adviser‘s services, fees, and investment 

strategies.  This information is publicly available to those who request them via the 

individual advisers, via the SEC website, and also by visiting the public reference room at 

the SEC‘s headquarters in Washington, DC.   

                                                 
1
 Dodd-Frank legislation requires that beginning July 21

st
, 2011 RIA firms with less than $100M in AUM will 

have 90 days to transition to required registration with the state government instead of the SEC/Federal 
government. 
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Registered Investment Advisors (RIA‘s) are held to a fiduciary standard under the 

Investment Advisers Act of 1940
2
, requiring them to place the interests of the client 

above their own and to disclose any potential conflicts of interest.  Broker/dealers are 

regulated under separate legislation known as the Securities and Exchange Act of 1934.  

This act stipulates that broker/dealer investment recommendations need to be ―suitable‖ 

for clients, but allows the financial professional to place the interests of the firm as 

primary to the interests of the client.  Research indicates that most American consumers 

are unaware of the difference between the two standards of care, and expect all financial 

service professionals to act in their best interests (Hung, et al., 2008; TD Ameritrade, 

2009; Opiela, 2007).  The present studies include data from all RIA‘s registered with the 

SEC as of July 2008.  While all of the RIA‘s in this sample are held to a fiduciary 

standard of care, and regulated under the Investment Advisers Act of 1940 – it should be 

noted that approximately 17%
3
 of the firms in the current sample are dually-registered as 

an RIA firm and as a broker-dealer and can alternate operating under both standards of 

care with the same clients as long as they disclose to the client when they are operating as 

an RIA under the Investment Advisers Act of 1940, and when they are operating as a 

broker-dealer under the Securities and Exchange Act of 1934. 

Description of Studies 

 

These studies employ samples of all RIA‘s registered with the SEC as of July 

2008 to provide an overview and comprehensive analysis of RIA firms across the United 

                                                 
2
 The Investment Advisers Act of 1940 does not mention a fiduciary duty.  However, the Supreme Court in 

1968 ruled that RIA’s accepting remuneration for financial advice were obligated to act as a fiduciary. 
3
 Dean (2010) Paper 2/Chapter 3 indicates that while dually registered firms comprise 17.7 % of RIA firms 

with individual clients, they account for 45.1% of all accounts at RIA firms. 
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States and compare the differences between RIA firms of different size, compensation 

arrangements, services, and clientele.    

The first study examines compensation arrangements, average account size, type 

of client, number of clients, firm size, and assets under management to determine if 

certain types of compensation are associated with high or low net worth clientele.    

The second study examines whether clients avoid firms with higher agency costs.  

The second study also examines the differences in agency costs between firms who have 

a high proportion of net worth
4
 clients in contrast to RIA‘s who have a low proportion of 

high net worth clients. 

The third study examines the changes in AUM, clients, and total assets per 

account by compensation type and agency cost from July 2008-July 2010.  

Although the information in the current dataset is publicly available in a number 

of formats, the present studies are the first designed for academic journals to prepare an 

overview and analysis of all RIA‘s in the United States to date. 

 

 

  

                                                 
4
 High net worth is defined as a household with $750,000 in investable assets according to the Form ADV 

General Instructions provided by the SEC. 



Texas Tech University, Lukas R. Dean, August 2011 

4 

 

References: 

 

 

Barbash, B.P., & Massari, J. (2008).  ―The Investment Advisers Act of 1940:  Regulation  

By accretion‖.  Rutgers Law Journal, 39, pp. 627-656. 

Blake, M.R. (2008).  ―SEC staff highlights areas of focus in broker-dealer investment  

Adviser and investment company exams.”  Journal of Investment Compliance, 9, 

pp. 33-38. 

Hung, A.A., Clancy, N., Dominitz, J., Talley, E., Berrebi, C., & Suvankulov, F. (2008).   

Investor and industry perspectives on investment advisers and broker-dealers.  

RAND Institute for Civil Justice, sponsored by the U.S. Securities & Exchange  

Commission.   

Opiela, N. (2007).  Paving the Way.  Journal of Financial Planning, 20, 26-33. 

Schubert, E.M. (2005).  ―An introduction to the Investment Advisers Act of 1940‖.  The  

Journal of Alternative Investments, 7, pp. 92-97. 

Securities and Exchange Commission (2009).  ―Protect your money:  check out brokers  

and investment advisers‖  http://sec.gov/investor/brokers.htm .  Accessed March 

2009. 

TD Ameritrade.  http://www.tdainstitutional.com/pdf/FinancialAdvice.pdf  Accessed July  

2009. 

 

  

http://sec.gov/investor/brokers.htm
http://www.tdainstitutional.com/pdf/FinancialAdvice.pdf


Texas Tech University, Lukas R. Dean, August 2011 

5 

 

CHAPTER II 

COMPENSATION AND CLIENT WEALTH AMONG U.S. INVESTMENT 

ADVISORS 

 

 

Abstract 

This study uses disclosure data from 7,043 Registered Investment Advisors 

(RIAs) in the United States to examine differences in client wealth by type of 

compensation.  Results suggest that firms charging commissions and hourly fees have a 

higher proportion of low net worth clients.  Wealthier clients are more likely to be 

charged performance-based fees and fees based on assets under management.  RIA firms 

that charge commissions are more likely to have a larger number of employees and lower 

assets under management.  Results indicate that investment advisors who cater to lower 

net worth clients are more likely to rely on commission compensation suggest that policy 

restricting compensation may impact the provision of advising services to average 

investors. 
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Introduction 

The global financial crisis has spurred governments to take a closer look at 

financial service policy and the regulation of investment advisors (Inderst, 2009).  

Recently, the Financial Services Authority (FSA) in the United Kingdom banned 

financial advisors from receiving commissions on retail investment products and volume-

based sales beginning in 2013 (FSA, 2010).  This was done in an effort to tie charges to 

―the level of service provided‖ to the consumer as opposed to the ―particular provider or 

product‖ being recommended by the financial advisor (FSA, 2010). Australia enacted 

similar legislation which will take effect in July 2012
5
.  New Zealand is currently 

considering a ban on large upfront commissions to reduce potential conflicts of interest 

between policy holders and sellers of life insurance products (see Good Returns, 2011). 

Holland recently enacted a ban on commissions for all financial service products 

(including investments, insurance, and mortgages) and the Dutch are considering raising 

advisors‘ minimum qualifications requirements for the 2
nd

 time in the last 5 years (see 

Holt, 2011).  The United States took a different approach to the issue of consumer 

protection and enacted the Dodd-Frank Wall Street Reform and Consumer Protection 

Act, which gave the SEC explicit authority to impose a fiduciary duty on all investment 

advisors and brokers (U.S. Senate Committee on Banking, Housing, and Urban Affairs, 

2010).    

                                                 
5
 Australia requires advisors to report total fees charged and services provided to their clients every 2 

years to see if clients wish to “opt in” for continued service.  Australia is considering additional reforms 
that would implement a fiduciary duty on financial advisors, eliminate commissions on insurance products 
for Super Fund members, and would eliminate commissions, kickbacks, rebates, and “sweeteners” on all 
financial products (see Sampson, 2011). 
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Opponents of legislation to limit commissions argue that restricting compensation 

will reduce the amount of financial service professionals in the industry (see Udanga, 

2011).  Since commissions can provide greater compensation per initial dollar invested, it 

is possible that fewer advisors will be willing to cater to low or moderate net worth 

households.  Small investors may also be less willing to seek out and pay for professional 

advice if its cost is more readily apparent since commission expenses are more opaque 

than other advising fees.   

The purpose of this study is to empirically test whether there is an association 

between client wealth and investment advisor compensation.  Using data from required 

SEC disclosure from the population of U.S. investment advisors with at least $25 million 

in assets, we find that commission and hourly fee compensation is associated with 

advisors who cater to lower net worth clients.  Advisors who cater to higher wealth 

clients are more likely to charge performance-based fees.  Of most importance to policy, 

our findings suggest that commission compensation is most common among advisors 

who provide financial planning services, have more employees, and cater to lower-wealth 

clients. 

Investment Advisor Compensation 

Commissions and asset fees each involve potential costs and benefits to 

consumers and firms.  Commission compensation provides a strong sales incentive and 

while this provides operational benefits to the firm (Nisar, 2007), it may emphasize 

product over advice (Gravelle, 1994).  Tying employee compensation to product sales 

creates an incentive to recommend inferior products that provide a more generous 

commission (Mantel, 2005).  Firms may favor commissions to improve sales force 
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productivity (Holmstrom & Milgrom, 1994).  Commissions also allow firms to hire a 

larger number of new employees because the under-producing employees leave on their 

own volition when they are not receiving any compensation for their labor.  Commissions 

(like mutual fund loads with breakpoints and 12b-1 fees) have also proven to be 

somewhat shrouded to individual investors (Beshears et al., 2009; Malmendier & 

Shanthikumar, 2007), and if consumers perceive fewer costs associated with a product or 

service they will demand more of it. 

Asset fees have their own advantages and disadvantages.  Firms that charge asset 

fees can anticipate revenue streams more accurately, and benefit from increasing 

economies of scale.  Clients feel more comfortable and secure with advisor 

recommendations because the advisor‘s compensation is tied to the actual performance of 

the underlying investments.  If advisors lose half a client's money, they also lose half 

their revenue stream.  While virtually all Registered Investment Advisor (RIA) firms in 

the U.S. charge a percentage of assets under management (98.5%), only a small portion 

of RIA firms receive compensation in the form of commissions (12.7%)
6
.  The 

prevalence of assets under management (AUM) fees suggests that this is by far the 

preferred form of compensation for RIA firms.  Considering the operational benefits of 

the expected annual revenue stream and the increasing economies of scale associated 

with managing more assets, the advantages of this form of compensation to the firm are 

evident.  However, there are disadvantages to clients associated with charging a 

percentage of assets under management.  The most common criticism is that firms 

                                                 
6
 Although commissions are charged by only 12.7% of RIA firms with individual clients, they account for 

38.6% of all accounts. 
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compensated based on assets will be less likely to provide advice that would decrease the 

assets under management.   

The recent regulatory changes in Australia and England highlight another concern 

with asset fees which could have larger ramifications in a policy context.  A recent 

RAND research study sponsored by the SEC determined that RIAs reported not 

providing service to many investors because the investors could not meet the account 

minimums (Hung, Clancy, Dominitz, Talley, Berrebi & Suvankulov, 2008).  More than 

half the RIA firms responding to the survey indicated a minimum requirement of $1 

million in investable assets.  A small number of firms are willing to have account 

minimums between $100,000 and $500,000, and the authors reported typical fee 

structures of 1.25% for assets under $1 million, 1% for $1M - $5M, .75% for $5M - 

$10M, and .25% for more than $10M (pg. 73).  Therefore, the typical RIA firm charging 

a percentage of AUM needs a minimum expected income stream of at least $10,000 

annually in order to accept a client.  According to recent data from the Survey of 

Consumer Finances (SCF), fewer than 22% of American workers have more than 

$100,000 in savings and investments, and only 11% have more than $250,000 (Helman, 

Copelan & VanDerhei, 2010).  When the sample is limited to retirees, only 27% report 

having more than $100,000 and 42% report having less than $10,000 (Helman et al. 

2010).  A survey of 661 Certified Financial Planners® indicates that their clients had a 

mean annual income of $131,000 and a median net worth of $390,000 (CFP Board of 

Standards, 1999).  Data from the 1998 SCF and 2006 NLSY suggests that only 1 in 5 

Americans uses professional investment advice (Elmerick, Montalto & Fox, 2002; 

Chatterjee, & Zahirovic-Herbert, 2010).   
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RIA firms appear to cater to a small (but very high net worth and financially 

sophisticated) slice of the U.S. population (see Hung et al., 2008; Chatterjee & Zahirovic-

Herbert, 2010).  Even for the few firms willing to accept lower to moderate net worth 

clients with $100,000 in investable assets with a 1.25% AUM fee, the minimum annual 

compensation is expected to be at least $1,250 per year, a cost which some consumers 

may be unwilling to pay.  

In contrast, the authors of the RAND research report also examine broker-dealers 

who are primarily compensated via commissions and find that more than half of them had 

no account minimums and are willing to assist investors with small sums (pg. 69).  The 

broker-dealers' willingness to serve clients without any minimum investment amount 

suggests that the commissions from the current transaction(s) are sufficient compensation 

for their services.   

It is possible that low net worth clients are willing to pay a relatively high portion 

of their investable assets as commissions because the fees associated with the service are 

opaque (Gabaix & Laibson, 2006).  Even highly educated consumers examining 

simplified disclosure documents do not understand the impact of mutual fund loads 

(Beshears, Choi, Laibson, & Madrian, 2009) or mutual fund fees (Choi, Laibson and 

Madrian, 2010; Gil-Baso & Ruiz-Verdu, 2009).  Consumers tend to underreact to 

payments that are automatically levied and less easily perceived (Chetty, Looney & 

Kroft, 2009; Finkelstein, 2009).  It is plausible and even likely that the average consumer 

might be less willing to seek professional financial advice if the fees associated with the 

advice are more salient or transparent to the consumer.  Hung et al. (2008) find that 

broker-dealers tend to make the required compensation disclosures at the point of sale 
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(which effectively shrouds the cost until the end of the client-agent interaction), as 

opposed to doing so at the beginning of their first meeting with the client when most 

RIAs make their required compensation disclosures.    

There are effectively three parties involved when a principal seeks professional 

advice from an agent - the principal, the agent, and the agent's firm.  This creates a 

dilemma where the agent has a duty to both the principal and the firm (Jackson, 2008; see 

Figure 1).  Compensation arrangements impact the incentives among the firm, agent and 

client (Jensen & Meckling, 1994; Burton, 1994; Robinson, 2007; Golec, 1992; Record & 

Tynan, 1987).  From the firm‘s perspective, a straight commission compensation 

arrangement creates incentive for its agents to be consistently productive for the firm 

(Kurland, 1991).  For the client-agent relationship, a flat fee, hourly fee, or percentage of 

AUM creates incentive for the agent to provide higher quality advice.  Information 

asymmetry between clients and agents creates its own incentive for experts to extract 

rents from clients who are unable to determine a low quality solution from a high quality 

solution (Dulleck & Kerschramer, 2006).  Shrouded costs like 12b-1 fees, dealer 

concessions, and commissions tend to be criticized because consumers don‘t realize the 

costs of the payments they make to the agent (Jackson, 2008).   

Registered investment advisors with high net worth clients tend to prefer 

compensation schemes that will generate a long-term stream of income like wrap fees
7
 or 

a percentage of assets under management.  Advisors who are solely reliant on these types 

of fees will be less likely to accept clients with low net worth because the amount of 

effort to advise the client and handle the compliance and regulatory requirements of 

                                                 
7
 Wrap fees are a comprehensive charge investment advisors use when they wish to bundle their advice, 

research, and brokerage services into a single fee (usually a percentage of assets).   
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assisting the client are not justified by the pecuniary benefits for doing so.  Other 

compensation schemes like commissions, hourly charges, and fixed fees are more likely 

to provide an adequate incentive to assist low net worth clients.  If a client only has 

$10,000 in investable assets, it is unlikely that an advisor will spend the time and 

resources to develop a comprehensive financial plan and provide regular monitoring of 

the clients situation when a recurring fee of 1.25% of the assets under management would 

net the advisor approximately $125 annually in compensation.  However, an advisor who 

charges commissions would be more willing to assist a client with $10,000 to invest 

because they could conceivably receive up to 8.5% commission via the front load, up to 

1% annually via the 12b-1 fee, and might also receive some additional remuneration from 

their employer in the form of bonuses, dealer concessions, or vacations, especially if the 

fund sold is a proprietary product where the firm can generate extra revenue from 

underwriting fees and captive management fees (Kurland, 1991).   

Data description and methodology 

As of July 2008, there was a total population of 11,226 investment advisory firms 

officially registered with the SEC.  Aside from a few exceptions, firms are required to 

have at least $25 million in assets under management (AUM).  Therefore, firms reporting 

less than $25 million in assets under management are eliminated from the dataset, leaving 

10,112 firms.  A number of firms reported that they had no individual clients and are 

removed from the sample, leaving 7,403 RIA firms in the U.S. with individual clients as 

the population for the current study.  The firms in the population reported having a 

median of approximately $115 million in assets under management and approximately 

231 accounts per firm (see Table 2.01).   
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Table 2.01 

Assets under management by decile and # of accounts in RIA firms. 

This table gives firm size in the RIA population as of July 2008 by total assets under 

management and median # of accounts at the respective firms.  The population consists 

of 7,403 RIA firms with individual clients and at least $25M in assets under management 

(AUM), divided into deciles according to total AUM.  The median number of accounts 

for each decile and some additional summary statistics including minimum, maximum, 

and mean values are also included.  

 
 Assets Under Management Median # of accounts 

Min $25M  1 

1
st
 decile $25 - $35.6M 91.5 

2
nd

 decile $35.6 - $47.4M 125.0 

3
rd

 decile $47.4 - $62.3M 160.0 

4
th
 decile $62.3 - $83.3M 191.5 

5
th
 decile $83.3 - $115M 220.0 

6
th
 decile $115 - $168M 278.0 

7
th
 decile $168 - $269.2M 349.5 

8
th
 decile $269.2M - $511.9M 464.0 

9
th
 decile $511.9M - $1.414B 588.5 

10
th
 decile $1.414B+ 1,029.0 

Max $759,690,000,000 2,539,893 

Median $115,000,000 231 

Mean $2,128,520,110 2,354 

 

In order to determine the average account size at each RIA firm, the total assets 

under management is divided by the number of accounts reported by each firm.   

                        
                             

             
 

To compare firms by average account size, this variable is categorized into deciles (see 

Table 2.02) 
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Table 2.02 

Average account size by decile. 

This table gives average account size in the RIA population as of July 2008 and median # 

of accounts at the respective firms.  The population consists of 7,403 RIA firms with 

individual clients and at least $25M in assets under management (AUM), divided into 

deciles according to average account size which is measured by dividing the total AUM 

of each firm by the # of accounts at each firm.  The median number of accounts for each 

decile and some additional summary statistics including maximum, and mean values are 

also included. 

 
 

 

Average Account Size Median # of accounts 

1
st
 

decile 

< $148,737 575.0 

2
nd

 

decile 

$148,737 – 218,742 368.5 

3
rd

 

decile 

$218,742 – 292,601 344.0 

4
th
 

decile 

$292,601 – 396,425 280.0 

5
th
 

decile 

$396,425 – 541,673 214.0 

6
th
 

decile 

$541,673 – 779,221 185.5 

7
th
 

decile 

$779,221 -- 1,171,259 150.0 

8
th
 

decile 

$1,171,259 – 2,083,535 116.0 

9
th
 

decile 

$2,083,535-- 6,259,705 91.0 

 
10

th
 

decile 

> $6,259,705 40.0 

Max $14,402,491,336.50 2,539,893 

Median $541,673.48 231 

Mean $10,853,630.71 2,354 

 

 To measure whether certain forms of compensation are associated with different 

account sizes, we use a combination of descriptive techniques and multivariate analyses.  

An Analysis of Variance (ANOVA), standardized t-tests, and chi-square analyses are 

employed to identify whether different forms of compensation are more prevalent for 

certain account sizes and types of clients.  The initial findings using our constructed 

variable of average account size are cross-checked using RIA firms‘ self-reporting of the 

proportion of their clients that have a high and low net worth.  The Form ADV defines 

―high net worth clients‖ as having more than $750,000 in AUM at the firm or with $1.5 

million in net worth (see Appendix C). 
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A multivariate binary logistic regression analysis is performed for each type of 

compensation to examine the predictors of compensation type including proportion of 

low net worth clients, proportion of high net worth clients, account size, assets under 

management quintiles, provision of financial planning services, provision of portfolio 

management, and number of employees.  Separate regressions are run to test different 

proxies for client wealth, including the proportion of high net worth clients, proportion of 

low net worth clients, and average client account size deciles.  Separate regressions are 

run for RIA firms with primarily high net worth clients and RIA firms with primarily 

lower net worth clients.  For these analyses, RIA firms serving primarily high net (low) 

worth clients are defined as having most of their clients (greater than 50%) identified as 

high (low) net worth clients.  Coefficients for one may not necessarily be significant for 

the other because RIA firms serve a variety of clients:  high net worth individuals, lower 

net worth individuals, banking institutions, charities, investment companies, pension 

plans, pooled investment vehicles, corporations, businesses, municipal government 

entities.  The Form ADV requires RIA firms to indicate what percentage of their clients 

come from each of the aforementioned groups.  Based on their responses, categories were 

collapsed into three categories:  (1) fewer than 10%, (2) between 10-50%, and (3) more 

than 50% of clients being high net worth or low net worth respectively.   

Results 

Descriptive 

Almost all the investment advisors charge their clients based on a percentage of 

assets under management (n = 7,294 [98.5%]), and most receive compensation in 

multiple forms (n = 5,743 [77.6%]) in addition to the percentage of assets under 
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management.  A large number of firms receive compensation via other means like fixed 

fees (n = 3,953 [53.4%]), hourly charges (n = 3,549 [47.9%]), performance-based fees (n 

=1,182 [16%]), commissions (n = 943 [12.7%]), subscription fees (102 [1.4%]), and 

other fees (n = 663 [9%]).  Figure 2 depicts the amount of RIA firms charging various 

forms of compensation and demonstrates how RIA firms with different account sizes 

prefer different forms of compensation (see Table 2.03). 

Table 2.03 

The percentage of RIA firms using specific fee types within each account size decile. 

Fee type (%) 1
st
 2

nd
 3

rd
 4

th
 5

th
 6

th
 7

th
 8

th
 9

th
 10

th
 

AUM only 

(21.6%) 

15.3 15.7 16.5 20.5 22.3 25.0 29.3 27.8 26.2 17.8 

Commission 

(12.7%) 

23.9 18.5 20.5 16.5 12.3 9.5 8.9 8.1 5.8 3.4 

Hourly fee 

(47.9%) 

68.6 70.3 64.9 60.9 53.2 49.1 42.7 33.6 23.0 13.1 

Fixed fee 

(53.4%) 

58.0 63.2 63.6 57.0 52.4 52.3 49.6 49.8 47.4 40.7 

Subscription fee 

(1.4%) 

3.1 1.2 1.3 .7 2.2 .8 1.2 1.5 1.1 .7 

Performance-

based (16%) 

5.9 6.1 5.5 8.5 8.5 13.0 11.6 17.1 29.1 54.3 

Other (9%) 13.1 9.7 9.0 8.6 7.3 8.1 7.6 8.1 7.8 10.1 
Note:  The SEC required hedge funds to register as RIAs (see Hung et al., 2008).  Hedge funds generally 

have ultra-high account minimums and therefore the 10
th

 decile of RIA firms by account size tends to 

produce slightly irregular responses when compared to more traditional RIA firms. 

 

Table 2.03 indicates that the proportion of RIA firms charging commissions in the 

lowest account size decile is 7 times higher than the highest decile (23.9% versus 3.4%).  

For RIA firms with the lowest average account sizes, commissions are charged by almost 

one-fourth of the firms whereas less than 4% of the firms with the highest average 

account sizes charge commissions.  The most common compensation arrangements 

available at RIA firms with the smallest account sizes are hourly fees (68.6%), fixed fees 
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(58%), and commissions (23.9%); with AUM only (15.3%) being slightly more common 

than ‗other‘ (13.1%) compensation arrangements.   

Commissions are more prevalent than AUM only in the three lowest deciles, but 

AUM only becomes more prevalent as the deciles increase.  The percentage of RIA firms 

that charge commissions falls consistently with higher account sizes.  Similar findings are 

also produced by hourly fees and fixed fees.  The opposite effect is apparent when 

examining performance-based fees and RIA firms that charge AUM only.  In general, 

Table 2.03 appears to indicate that commissions, fixed fees, and hourly fees are more 

common for smaller account sizes whereas AUM only and performance-based fees are 

more common for larger account sizes. 

Table 3 shows RIA firms with different account sizes tend to prefer different 

forms of compensation, a chi-square analysis is conducted.  The lower deciles represent 

smaller average account sizes or moderate net worth clients, and the larger deciles 

represent clients with increasingly more net worth or investable assets as measured by the 

average assets per account at each RIA firm.  Table 2.04 presents the results of this chi-

square analysis and indicates which types of compensation are used significantly more or 

less than expected according to the average account size per firm.   
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Table 2.04 

Type of compensation by average account size (% of firms that charge this fee). 

This table presents the results of a chi-square analysis indicating which types of 

compensation are significantly more or less frequent according to the average account 

size per firm.  The data is comprised of the entire population of 7,403 RIA firms with 

individual clients and at least $25M in AUM as of July 2008 as reported to the SEC.   

 

 
 Type of compensation 

Average 

Account 

Size 

Decile 

AUM 
only 

 
(21.6%) 

Commissions 

 

 

(12.7%) 

Hourly 

charge 

 

(47.9%) 

Fixed 

fee 

 

(53.4%) 

Subscription 

fee 

 

(1.4%) 

Performance-

based fee 

 

(16%) 

Other 

 

 

(9%) 

1
st - + + + + - + 

2
nd - + + +  -  

3
rd - + + +  -  

4
th  + + +  -  

5
th   +   -  

6
th + -    -  

7
th + - - -  -  

8
th + - - -    

9
th + - - -  +  

10
th - - - -  +  

 

Commissions, hourly charges, and fixed fees are significantly more prevalent in 

RIA firms with smaller account sizes, whereas AUM only and performance-based fees 

are significantly more prevalent in RIA firms with larger account sizes.  ‗Other‘ forms of 

compensation are only found to be significantly more prevalent among the smallest 

account size decile.  Similar to ‗other‘ fees, subscription fees are only found to be 

significantly more prevalent than expected within the smallest account decile.   

RIA firms must report what percentage of their clients are ―high net worth 

individuals,‖ and what percentage of their clients are ―individuals, other than high net 

worth individuals.‖  The SEC instructions indicate that individuals having more than 

$750,000 in savings and investable assets or $1.5 million in net worth are to be 

considered a high net worth client.  For the purposes of the analysis, firms that report 
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more than 50% of their clients being ―high net worth individuals‖ are considered to be 

firms with primarily high net worth clients.  Firms that reported more than 50% of their 

clients as ―individuals other than high net worth‖ are considered to be firms with 

primarily moderate net worth clients.
8
   

Table 2.05 depicts the types of compensation listed on the Form ADV.  For each 

form of compensation, a standardized t-test is conducted to determine if there are 

significant differences in the dependent variables (average account size, proportion of 

high net worth clients, and proportion of low net worth clients) when compared according 

to type of compensation.   

 Because almost all firms (98.5%) charge assets under management, a special 

group is constructed for this analysis which consists of the firms that charge only a 

percentage of assets under management and do not receive any other form of 

compensation.  This group is referred to as AUM only and consists of 1,602 firms (or 

21.6% of the sample).  As expected, firms that charge AUM only report having 

significantly higher average assets per account, a significantly higher proportion of high 

net worth clients, and a significantly lower proportion of low net worth clients.  The 

average account size for AUM only firms is over 76 percent larger than the average 

account size of firms that charge in ways other than, or in addition to, a percentage of 

assets under management. 

                                                 
8
 Although it is important to note that while we do not know the actual net worth of these 

clients it is safe to assume, based on the account size deciles in Table 2.02, that most of 

these clients are actually ‗low to moderate‘ net worth clients, but to facilitate the 

summation of findings these clients will henceforth be referred to as ―lower net worth‖ in 

lieu of the more cumbersome Form ADV version of ―individuals other than high net 

worth.‖ 
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 Firms charging commissions report significantly lower average assets per 

account, significantly lower proportions of high net worth clients, and significantly 

higher proportions of low net worth clients.  The average account size at firms that charge 

commissions is under $3 million, whereas the average account size at firms that do not 

charge commissions is over $12 million.  Firms that do not charge commissions tend to 

have clients with an average account size that is more than 4 times larger than RIA firms 

that charge commissions.  

 Table 2.05 also demonstrates that other forms of compensation like hourly fees 

and fixed fees are associated with firms that have a greater proportion of low net worth 

clients and smaller average account sizes per firm.  In fact, all forms of compensation are 

associated with a greater proportion of low net worth clients except for two forms:  

percentage of AUM and performance-based fees.  Fixed fees are not associated with the 

proportion of high net worth clients, but commissions, hourly fees, subscription fees, and 

‗other‘ forms of compensation are all associated with a lower proportion of high net 

worth clients. 
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Table 2.05 

Form of compensation by average account size and proportion of firms reportedly 

having primarily High and Low net worth clientele. 

This table compares compensation types listed on the Form ADV which RIA firms are 

required to file with the SEC.  Proportion of firms with primarily low or high net worth 

clients is calculated by filtering for firms that report having more than 50% of their 

clients classified as either high or low net worth clients, respectively.  The population 

includes all 7,403 RIA firms with over $25M in AUM that report having over 50% of 

their clients classified as either being primarily high or low net worth clients.   

 
 

n Mean Median 

Proportion of 

firms w/ primarily 

High Net Worth 

clients 

Proportion of 

firms w/ primarily 

Low net worth 

clients 

Total Sample 7,403 $10,853,631 $541,673    41%    35% 

AUM only 

                 Yes 

                  No 

 

1,602 

5,801 

 

16,428,363* 

  9,314,116 

 

695,663 

502,232 

 

   45%*** 

   39% 

 

   30%*** 

   36% 

Commission 

                 Yes 

                  No 

 

   943 

6,460 

 

  2,856,579* 

12,021,002   

 

296,098 

603,284 

 

   27%*** 

   43% 

 

   49%*** 

   33% 

Hourly fee 

                 Yes 

                 No 

 

3,549 

3,854 

 

  2,135,620*** 

18,881,711 

 

350,067 

935,267 

 

   35%*** 

   46% 

 

   44%*** 

   27% 

Fixed fee 

                 Yes 

                 No 

 

3,953 

3,450 

 

  6,110,363*** 

16,288,453 

 

457,317 

658,139 

 

   41% 

   41% 

 

   38%*** 

   32% 

Performance-

based fee 

                 Yes 

                 No 

 

 

1,182 

6,221 

 

 

28,202,691*** 

  7,557,281 

 

 

2,338,790 

459,896 

 

 

   45%*** 

   40% 

 

 

   18%*** 

   38% 

Subscription 

fee 

                 Yes 

                 No 

 

   102 

7,301 

 

  4,165,375 

10,947,070 

 

435,492 

543,255 

 

   23%*** 

   41% 

 

   46%** 

   35% 

Other 

                 Yes 

                 No 

 

   663 

6,740 

 

70,980,819** 

  9,857,440 

 

459,187 

545,993 

 

   37%*** 

   41% 

 

   38%** 

   35% 
Coefficients marked ***, **, and * are significant at the .001, .01, and .05 levels, respectively. 

Multivariate 

 Results from logistic analysis of the likelihood of different forms of compensation 

by account size deciles are presented in Table 2.06.  The likelihood of charging 

commissions decreases consistently with average account size.  Advisors who cater to 
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higher net worth clients are also less likely to use hourly charges.  Account size seems to 

have little impact on whether an advisor charges fixed fees, and charging assets under 

management is only less likely in the highest account size decile.  Advisors who cater to 

high net worth clients are far more likely to charge performance-based fees.  Firms with 

more assets under management are less likely to charge commissions and more likely to 

charge fixed fees.  Those who provide financial planning services are more likely to 

charge commissions, hourly charges, fixed fees and other forms of compensation, and 

less likely to charge AUM and performance-based fees.  While commissions  

are negatively associated with larger account size clients and firms with more AUM, they 

are positively associated with firms that have more employees. 
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Table 2.06 

Binary logistic regression results for RIA firms by account size deciles. 

This table presents the binary logistic regression analysis examining the likelihood that an RIA firm accepts certain forms of 

compensation based on the account size deciles. 

 
Coefficients marked ***, **, 

and * are significant at the .001, 

.01, and .05 levels, respectively. 

 

 

AUM 

Only 

Commissions Hourly 

Charges 

Fixed 

Fees 

Performance 

Based Fees 

Other 

Account Size Deciles (vs 1
st
) - - - - - - 

     2
nd

 decile   -.010     -.303*    .151    .234*    .014   -.323 

     3
rd

 decile    .029     -.151   -.118    .216   -.098   -.415* 

     4
th
 decile    .060     -.238   -.073    .100    .379   -.362* 

     5
th
 decile    .033     -.499***   -.349**   -.022    .352   -.485** 

     6
th
 decile    .147     -.710***   -.464***    .014    .823***   -.337 

     7
th
 decile    .186     -.674***   -.504***    .040    .605**   -.362 

     8
th
 decile   -.046     -.686***   -.773***    .167    .978***   -.256 

     9
th
 decile   -.239     -.961*** -1.151***    .146  1.557***   -.278 

   10
th
 decile    -.757***   -1.530*** -1.428***   -.083  2.390***   -.125 

       

AUM quintiles (vs 1
st
)       

2
nd

 AUM quintile   -.056      -.037   .169    .123   -.136    .092 

3
rd

 AUM quintile   -.072      -.227*   .037    .251**   -.116    .032 

4
th
 AUM quintile   -.063      -.420***   .018    571***   -.288*   -.032 

5
th
 AUM quintile   -.332*      -.829***  -.052    853***   -.215   -.132 

       

Provide financial    

planning services 

-2.225***     1.015***  2.469***  .854***   -.879***   .584*** 

Provide portfolio 

management 

   .853***     -.441  -.303    .031   -.074 -1.059*** 

# of employees   -.148***       .484***  -.172***    .074*    .360***    .256*** 

Constant   -.932***   -1.869***  -.698** -1.401*** -2.311*** -1.589*** 
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Table 2.07 presents logistic results using the proportion of low net worth clients 

rather than account size deciles.  Consistent with results from the net worth deciles, 

investment advisors who use commissions and hourly charges as compensation are more 

likely to have low net worth clients.  Advisors who charge performance-based fees are 

less likely to have low net worth clients.  Other results are similar to the previous 

regression. 

Table 2.07 

Binary logistic regression results for RIA firms with low net worth clients. 

This table presents the binary logistic regression analysis examining the likelihood that an 

RIA firm accepts certain forms of compensation based on the proportion of low net worth 

clients at the firm.  

 

Coefficients marked ***, **, and * are significant at the .001, .01, and .05 levels, respectively. 

 

Logistic analysis of compensation type using proportion of high net worth client 

categories are presented in Table 2.08.  As expected, advisors who cater to a greater 

 

 

AUM 

Only 

Commissions Hourly 

Charges 

Fixed 

Fees 

Performance 

Based Fees 

Other 

Proportion of LNW 

clients (vs <10%) 

      

     11-50% low net 

     worth clients 

   .124    .313**    .662***   .124   -.808***     .029 

     >50% low net 

     worth clients 

   .081    .501***    .809***    .135 -1.240***   -.005 

       

AUM quintiles (vs 

1
st
) 

      

     2
nd

 AUM quintile   -.073     .015     .136    .123   -.035     .075 

     3
rd

 AUM quintile   -.097   -.285*   -.034    .258**    .015   -.009 

     4
th
 AUM quintile   -.126   -.561***   -.140    .587***   -.043   -.091 

     5
th
 AUM quintile   -.607***  -1.188***   -.458***    .851***    .486***   -.143 

       

Provide financial 

planning services 

-2.156***   1.175***   2.601***  1.851*** -1.174***    .563*** 

Provide portfolio 

management 

 1.153***   -.199    -.058    .065   -.592*** -1.159*** 

# of employees   -.137***    .527***   -.116**    .070*    .310***    .264*** 

Constant -1.326*** -2.945*** -1.900*** -1.446***   -.392 -1.755*** 
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proportion of high net worth clients are less likely to charge commissions and hourly 

fees.  Advisors who charge performance-based fees are more likely to cater to high net 

worth clients.  As with the previous regression, results from other control variables are 

similar. 

Table 2.08 

Binary logistic regression results for RIA firms with high net worth clients. 

This table presents the binary logistic regression analysis examining the likelihood that an 

RIA firm accepts certain forms.  

 

Coefficients marked ***, **, and * are significant at the .001, .01, and .05 levels, respectively. 

 

Conclusions 

This study investigates the relation between investment advisor compensation 

method and client wealth.  Investment advisors who cater to low net worth clients are 

more likely to charge for their services through commissions and hourly fees.  The form 

 

 

AUM 

Only 

Commissions Hourly 

Charges 

Fixed 

Fees 

Performance 

Based Fees 

Other 

Proportion of HNW 

clients (vs <10%) 

      

     11-50% high net  

     worth clients 

  -.130   -.178     .082    .521    .263*   -.069 

    >50% high net  

    worth clients 

    .003   -.580***   -.408***  2.744    .436***   -.098 

       

AUM quintiles (vs 

1
st
) 

      

     2
nd

 AUM quintile   -.064     .031     .140    .117   -.066    .082 

     3
rd

 AUM quintile   -.102   -.272*   -.062    .234**    .082    .004 

     4
th
 AUM quintile   -.144   -.538***   -.196*    .536***    .118   -.068 

     5
th
 AUM quintile   -.639*** -1.209***   -.620***    .775***    .837***   -.118 

       

Provide financial  

planning services 

-2.136***  1.239***  2.685***  1.876*** -1.339***    .563*** 

Provide portfolio 

management 

 1.174***   -.099    .148    .088   -.867*** -1.145*** 

# of employees   -.131**    .514***   -.099**    .089**    .238***    .254*** 

Constant -1.226*** -2.482*** -1.452*** -1.447*** -1.026*** -1.697*** 
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of compensation most prevalent among investment advisor firms with high net worth 

clients is performance-based fees.  Investment advisors who are compensated through 

commissions are more likely to provide financial planning services, have a larger number 

of employees, and have lower assets under management.    

 When England and Australia recently banned commissions on financial products, 

opponents argued that doing so will negatively impact lower net worth clients and will 

reduce the number of professionals providing financial advice.  The results from this 

study support this hypothesis and also demonstrate that in addition to reducing the 

number of advisors, it will also reduce the availability of financial planning services to 

the lower net worth clients.  Robinson (2007) argues that while there are obvious 

conflicts of interest associated with commissions, perhaps the differences in regulation 

between RIAs with a fiduciary standard and broker-dealers operating under a suitability 

standard account for a majority of the negative sentiment towards commissions.  If that is 

the case, eliminating commissions (which will disproportionately affect low net worth 

clients, reduce the number of professional financial advisors, and reduce the availability 

of financial planning services to lower net worth clients) might not be as fruitful as 

promoting a fiduciary standard of care and increasing the competency requirements for 

investment advisors.  Doing so would eliminate the inconsistencies created by having two 

separate sets of regulation for financial advisors in the U.S. (see Wall & Eisenbeis, 2000) 

without the negative ramifications for lower net worth clients associated with eliminating 

commissions.  If legislation in the U.S., Australia, U.K., Holland, New Zealand or 

elsewhere eliminates commission-based financial advice, it appears that further 
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legislation or incentives will need to be created to ensure that access to competent and 

objective professional financial advice is available to lower net worth consumers. 

The finding that performance-based fees are significantly more likely among the 

wealthiest investors is partially tied to the inclusion of some hedge funds in the RIA 

database, but this is not the only reason for this finding.  A few non-academic articles in 

the investment industry have suggested that after the recent financial crisis, ultra-wealthy 

clients have shifted to demanding performance-based fees (for example fulcrum fees) 

where the advisor receives less or nothing when the portfolio underperforms and receives 

more compensation when it outperforms the market.  This form of compensation has its 

own inherent conflicts of interest (advisor incentive to seek risk) that may be related to 

behavioral biases of clients who are averse to paying a professional when they lose 

money, but have little or no problem paying extra when returns are good (see Benjamin 

2010; Dunham 2008). 

 Fixed fees are not associated with account size, but are associated with larger 

firms (more AUM).  An article about the future of fees in the RIA industry (Opiela, 2006) 

argues that in order for an RIA firm to shift to a retainer fee in lieu of AUM, it needed to 

be a large practice with high-net worth clients and long-term client relationships.  

According to our findings, having high net worth clients isn‘t as essential as the size of 

the practice (in terms of AUM) for using fixed fees or retainers.  While the fixed fee or 

retainer fee does eliminate some of the perceived conflicts of interest created by charging 

a percentage of AUM, it appears that an RIA firm has to be quite large in order to 

effectively employ this form of compensation.  
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 Hourly charges are significantly associated with having a greater proportion of 

lower net worth clients, and negatively associated with having more high net worth 

clients.  Among the 2 lowest account size deciles, approximately 70% of RIA firms use 

hourly charges compared with less than 20% of RIA firms in the two highest account size 

deciles.  Hourly charges are more likely to be used in smaller firms with fewer 

employees, smaller account sizes, and lower assets under management.  The hourly 

charges are a transparent form of compensation and allow professionals to work with a 

broader base of clients who have various needs for professional advice but might not 

have the investable assets necessary for other forms of compensation (Opiela, 2006; 

Opiela, 2000).  However, hourly charges can be cumbersome to professionals who have 

to keep track of the time they spend, and can discourage clients from calling for advice 

when they might need it. 
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Figure 1. 

Figure 1.  Visual representation of the potential conflicts of interest unintentionally 

created by compensation arrangements in financial services. 
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CHAPTER III 

 

DO HIGH NET WORTH CLIENTS AVOID RIA FIRMS WITH MORE AGENCY 

COSTS? 

 

 

 

Abstract 

This study examines whether agency cost proxies associated with different RIA 

firms is related to firm clienteles.  Specifically, are lower net worth clients more likely to 

hire an RIA firm with high agency costs?  Conversely, are higher net worth clients more 

likely to avoid hiring an RIA firm with high agency costs?  Results indicate that RIA 

firms with previous ethical violations, dual-registration as broker-dealer, and opaque fees 

are more common among lower net worth clients.  Higher net worth clients tend to avoid 

firms with high agency costs. 
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Introduction 

 

 The recent recession has provided the necessary impetus for many consumers to 

seek professional assistance in managing their personal finances and investments.  When 

clients enter the marketplace for professional financial advice, they lack basic knowledge 

about the differences between financial services professionals and make almost no effort 

to learn or distinguish amongst financial service products and providers (Bucks, 

Kennickell, Mach, & Moore, 2009) despite evidence suggesting variation in quality of 

advice amongst financial service providers (Hung et al., 2008) and the presence of 

material conflicts of interest (Bergstresser, Chalmers, & Tufano, 2009; Finke & 

Cummings, 2011).  Consumers still appear to ―behave as if search costs are high‖ 

(Ratchford & Gupta, 1987, p. 312), ignore most pieces of relevant information (Reis, 

2006; Gabaix & Laibson, 2005; Gabaix & Laibson, 2006) and defer investment choices 

to their financial advisor, who in many cases is entrusted as their most important 

information source (Eriksen & Kvaloy, 2010; Alexander, Jones, & Nigro, 1998).  

Information asymmetries and a general lack of knowledge may result in consumers 

paying more for professional advice, either directly via compensation or indirectly via 

residual losses over time.   

 A number of studies have demonstrated that the poor tend to pay more for items 

than the rich (Caplovitz, 1967).  Examples include payday lenders, overdraft fees, 

regressive sales taxes, credit card rates, credit card fees, subprime loans, tax return loans, 

and even groceries (Chung & Myers, 1999; Finke, Chern, & Fox, 1997).  Lower income 

and lower net worth households have less financial education (Brobeck, 2002; Bernheim, 

1998), less access to and awareness of financial and community institutions (Avery, 
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Bostic, Caler, & Conner, 1997), and are more likely to be susceptible to predatory 

financial practices (Rhine et al., 2001).   

Lower net worth clients tend to be less financially sophisticated (Hung, et al., 

2008), are more vulnerable to predatory practices (Brobeck, 2002) and are more prone to 

discriminatory financial practices (Han, 2001; Wachter, 1997).  Hung et al. (2008) 

demonstrate that investment advice is no different.  Generally, RIA‘s only work with 

high net worth households, but some RIA‘s and broker-dealers are willing to work with 

lower net worth clients when they can charge them more opaque fees with higher rates.  

Increasing economies of scale make it rational to charge wealthy clients less, but it still 

remains that clients with less wealth must pay more (as a percentage) for professional 

advice. 

While it is possible for individuals to make investment decisions on their own and 

thus eliminate the need for hiring and compensating a professional, this approach requires 

significant initial investment of time and human capital (Becker, 1964) and subsequent 

amounts of continuous investments in time and human capital. 

Some individuals may have higher opportunity costs or may not derive utility 

from the investments in time and human capital—therefore, they may rationally have a 

lower threshold at which they prefer to hire an agent.  While hiring an agent provides 

benefits to principals by allowing them to delegate the duties of investment advice to a 

professional (or professionals), there are a number of direct and indirect costs 

experienced by principals when hiring agents.   The direct costs include pecuniary 

compensation like fees, commissions, or retainers paid to the professional.  The indirect 
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costs include search costs, monitoring costs, non-pecuniary compensation, and residual 

loss incurred by the principal (Jackling & Sullivan, 2007; Jensen & Meckling, 1976).   

Jensen and Meckling (1976) define ‗agency costs‘ as the sum of (1) the 

monitoring expenditures of the principal, (2) the bonding costs of the agent, and (3) the 

residual loss.  Monitoring expenditures are those a principal experiences while 

scrutinizing the actions and advice of the agent, bonding costs are efforts taken by the 

agent to demonstrate competence and aligned interests with the principal, residual loss is 

defined as the difference between the optimal welfare-maximize solution and the agent‘s 

recommendation to the principal (pg. 308). 

                                                   

 The degree to which an agents behavior reflects the best interests of the principal 

that hired them is influenced by incentives.  Jackson (2008) identified the ―trilateral 

dilemma‖ experienced by financial advisors and demonstrates how financial advisors 

must simultaneously consider the interests of the principals, the firms that hired them, 

external product providers, and their own self-interest.  Because all parties in the 

transaction are believed to be utility maximizers, it is expected that agents will not always 

act in the best interests of the principal (Jensen & Meckling, 1976).  The existence of 

information asymmetries between principal and agent makes it more difficult for the 

principal to effectively monitor the actions of the agent, allowing unscrupulous agents to 

maximize their own interest at the expense of the principal.  While Jensen and Meckling 

(1976) acknowledge that there is no way to eliminate conflicts of interest, they state that 

principals can limit divergences from their own self-interest by establishing appropriate 
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incentives (or disincentives; Finke & Cummings, 2011) for the agent and by monitoring 

the agent to limit deviant activities.   

Despite the inherent direct and indirect costs, a large number of American 

consumers continue to hire agents to provide financial advice and financial planning 

services.  Rational households and individuals will choose to hire a professional financial 

advisor to optimize their portfolio as long as the expected benefit is greater than the direct 

and indirect costs of hiring the agent (see Finke, Huston, & Waller, 2009).  However, as 

the costs rise for hiring an agent, we would expect to see fewer clients willing to absorb 

those costs and rational consumers would likely seek substitutes.   

Purpose of Study 

 The purpose of this study is to examine if higher (lower) net worth individuals in 

the U.S. tend to avoid (select) RIA firms with higher agency costs.  Based on agency 

theory, we expect more knowledgeable principals (i.e., clients) to avoid RIA firms with 

higher monitoring costs.  Therefore, we expect that RIA firms with higher agency costs 

will have fewer clients, smaller average account sizes, and a smaller proportion of high 

net worth clients (who Hung et al. 2008 identify as being more financially sophisticated).  

We proxy agency costs among RIA firms using three variables:  ethical violations, dual-

registration, and opaque fees. 

Agency costs associated with RIA firms in the U.S. 

 Principals who hire agents must monitor the activities of the agent in order to 

minimize residual losses and ensure that the agent is acting in the principals‘ best interest.  

The agents may incur some bonding costs through contracting or professional 

certification like the CFP®, CFA®, CPA® or other professional certifications or 
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memberships in professional organizations (FPA, NAPFA, AICPA, etc.) that signal a 

certain level of competence, commitment, and code of ethics to consumers.  The current 

dataset does not identify the professional certifications or organizations that RIA firms 

belong to, but it does identify a number of other factors that would create increased 

monitoring costs for principals. 

Ethical Violations 

 Form ADV incorporates 24 questions addressing whether the firm or its advisory 

affiliates (employees, partners, directors, or persons controlling or controlled by the firm) 

have been arrested, convicted, or charged of any previous wrongdoing by the SEC, 

courts, or other federal regulatory agencies in the last 10 years.  The answers to the 24 

items were combined to create a simple dummy variable where 1 = yes they have had a 

previous ethical violation and 0 = no, they have not had a previous ethical violation.  

While most firms (n = 6,474; 87.5%) report no previous ethical violations, some firms 

did report at least 1 previous ethical violation (12.5%) and would theoretically require 

more monitoring then firms that have not had to report a previous ethical violation.  The 

most ethical violations reported by any firm were 21 out of 24 possible violations. 

Dual-registration as a broker dealer 

 All RIAs are regulated under the Investment Advisers Act of 1940, which holds 

them to a fiduciary standard requiring them to place the interests of the client above their 

own and to disclose any potential conflicts of interest.  Broker-dealers are generally 

regulated under separate legislation known as the Securities and Exchange Act of 1934 

which allows them to place the interest of their employer above the interest of their 

clients, and only requires them to provide advice that is ―suitable‖ for their clients instead 



Texas Tech University, Lukas R. Dean, August 2011 

40 

 

of optimal.  A number of studies have demonstrated that American consumers are 

unaware of the different regulations and different standards of care (Hung et al, 2008; 

Pender, 2004; TD Ameritrade, 2009) and that brokers operating under a suitability 

standard give advice that can be interpreted as self-interested when examining client 

returns (Bergstresser, Chalmers, & Tufano, 2009; Christofferson, Evans, & Musto, 2006; 

Finke & Pfeiffer, 2011).   

 While all RIAs are held to a fiduciary standard of care under the Investment 

Advisers Act of 1940, and broker-dealers are only required to do what is ―suitable‖ under 

the 1934 Act – there is a small subset of broker-dealers who are allowed to operate as 

dually registered agents under both sets of regulation as long as they make disclosures to 

their clients.  RIAs who are dually registered (17.7%) constitute a sub-group of financial 

advisors who would require additional monitoring costs due to the fact that principals 

employing dual-registered agents will need to identify and discern which actions of their 

agent are that of a fiduciary acting in the clients best interest, regulated under the 

Investment Advisers Act of 1940; and which actions are that of an advisor who is legally 

required to put the interest of the firm first, and only needs to recommend what is 

‗suitable‘ to their clients and is operating under the SEC Act of 1934. 

Opacity of fees 

Consumers tend to under-react to opaque fees or fees that are less salient, and this 

has been discovered in a variety of contexts like credit cards, taxes, or electronic tolls 

(see Cabral & Hoxby, 2011; Chetty, Looney & Kroft, 2009; Finkelstein, 2009).  Firms 

charging opaque fees have more shrouded costs that should require more monitoring and 

calculation to identify the actual current and future recurring costs of the service being 
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provided to them.  For financial service providers, one appeal of commission-based 

compensation lies in their lack of saliency (Finke & Cummings, 2011).  Because opaque 

pricing models lead to lower price sensitivity, parts of the industry have fought to 

maintain commissions (like 12b-1 fees) that are less salient, or more difficult for 

consumers to detect.   

Recent literature suggests that RIA firms with the highest agency costs are 

responsible for a disproportionate percentage of fraud.  Dimmock and Gerken (2011) 

created a fraud scale and discovered that the 5% of RIA firms with the highest scores on 

their fraud scale accounted for almost one-third of the fraud and almost half of the dollars 

lost to fraudulent activities.   

 Based on agency theory, and given the previous literature we expect higher net 

worth consumers to be more likely to avoid RIA firms with higher agency costs like 

ethical violations, dual registration, and opaque fees.    

Data and Methodology 

 As of July 2008, there were 11,226 investment advisors officially registered with 

the SEC.  Firms reporting less than $25 million in assets under management were 

eliminated from the dataset, leaving 10,112 firms.  A number of firms reported that they 

had no individual clients and were removed from the population, leaving 7,403 firms.  

The average account size at each RIA firm was sorted into deciles with the 1
st
 decile 

being the lowest net worth and the 10
th

 decile being the highest net worth.   
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Results 

Figure 3.1 demonstrates that a larger proportion of lower net worth clients hire 

RIA‘s with previous ethical violations.  Specifically, the proportion of lowest net worth 

clients that report hiring an RIA firm with previous ethical violations is double that of the 

highest net worth decile.  Although the proportion of ethical violations rises as average 

account size falls, the relation is not monotonic as violations rise slightly in the highest 

account size deciles. 

A larger proportion of lower net worth clients hire RIA firms that are dually-

registered as both a broker-dealer and as an RIA.  Specifically, the proportion of lowest 

net worth clients that report hiring an RIA firm that is dually registered as a broker-dealer 

is over 5 times greater than that of the highest net worth decile.  The proportion of dually 

registered firms rises as average account size falls with one exception being the 2
nd

 decile 

where only 26.1% of RIA firms report being dually registered compared to 27.9% of RIA 

firms in the 3
rd

 decile.  Results from commissions are included from Paper 1 to 

demonstrate that the lowest net worth clients are more than 680% likely to hire an RIA 

firm that charges commissions than their highest net worth counterparts. In general, 

Figure 3.01 indicates that lower net worth clients are more likely to hire RIA firms with 

previous ethical violations, dual-registration status, and opaque fees like commissions 

than their high net worth counterparts.   
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Table 3.01 

The percentage of RIA firms with specific agency costs by account size decile. 

Agency Cost (%) 1
st
 2

nd
 3

rd
 4

th
 5

th
 6

th
 7

th
 8

th
 9

th
 10

th
 

Ethical problems 

(12.5%) 

19.5 18.5 15.7 12.2 9.3 8.6 8.4 9.6 9.9 13.9 

Dual Registered as 

Broker-dealer 

(17.7%) 

31.6 26.1 27.9 21.6 18.1 15.1 13.4 9.3 7.7 5.7 

Employees are 

Registered Reps 

of BD (37.0%) 

57.0 47.7 47.6 42.7 34.4 31.2 26.5 24.3 25.4 32.8 

Commission 

(12.7%) 

23.9 18.5 20.5 16.5 12.3 9.5 8.9 8.1 5.8 3.4 

Note:  The SEC required hedge funds to register as RIA‘s (see Hung et al., 2008).  Hedge funds generally 

have ultra-high account minimums and therefore the 10
th

 decile of RIA firms by account size tends to 

produce slightly irregular responses when compared to more traditional RIA firms. 

 

Although Table 3.01 demonstrates lower net worth clients are more likely to hire 

RIA firms with higher agency costs – in order to test whether those differences are 

statistically significant, a chi-square analysis is conducted.  The lower deciles represent 

smaller average account sizes or moderate net worth clients, and the larger deciles 

represent clients with increasingly more net worth or investable assets as measured by the 

average assets per account at each RIA firm.  Table 3.02 presents the results of this chi-

square analysis and indicates which types of compensation are used significantly more or 

less than expected according to the average account size per firm.   
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Table 3.02 

Type of monitoring costs by account size decile (% of firms that charge this fee). 

This table presents a chi-square analysis indicating which types of compensation are used 

significantly more or less than expected according to the average account size deciles.  

Data include the total population of 7,403 RIA firms with individual clients and over 

$25M in AUM.  The ―+‖ sign indicates that according to a chi-square analysis, 

significantly more firms than expected within this decile receive this form of 

compensation.  The ―-― sign indicates that a significantly lower number of firms than 

expected within this decile receive this form of compensation      

 

Average Account 

Size 

Decile 

Ethical 

Problems 

 

(12.5%) 

Dual Registered as 

Broker/Dealer 

 

(17.7%) 

Employees Reg Rep 

of Broker/Dealer 

 

(37.0%) 

Commissions 

 

(12.7%) 

1
st
 + + + + 

2
nd

 + + + + 
3

rd
 + + + + 

4
th
  + + + 

5
th
 -    

6
th
 -  - - 

7
th
 - - - - 

8
th
 - - - - 

9
th
 - - - - 

10
th
  - - - 

 

 

Based on the chi-square analysis, a greater proportion of lower net worth hire RIA 

firms with previous ethical violations, dual registration as a broker/dealer, and 

commissions, whereas in the highest account size deciles, a smaller proportion of high 

net worth clients hire RIA firms with these agency costs.    

Tables 3.03 – 3.06 present the results of a binary logistic regression analysis to 

examine the association between the IV‘s (proportion of low net worth clients, proportion 

of high net worth clients, account size), the control variables (Assets Under Management 

quintiles, provision of financial planning services, provision of portfolio management, # 

of employees) and the DV‘s (type of agency cost). 
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 Table 3.03 indicates that firms with a higher proportion of ‗low to moderate‘ net 

worth clients are significantly more likely to report previous ethical violations than firms 

with fewer than 10% of these clients.  And as expected, firms with over 50% high net 

worth clients are significantly less likely to report previous ethical violations than firms 

w/ fewer than 10% high net worth clients.  Results also indicate that firms with higher 

account sizes, and firms with higher levels of AUM are significantly less likely to report 

previous ethical violations with almost a perfectly negative monotonic relationship 

between average account size and previous ethical violations.  There was a perfect 

negative monotonic relationship between AUM and reporting previous ethical violations 

with higher AUM quintiles being less likely to report having committed previous ethical 

violations.  Table 3.03 also suggests that RIA firms with more employees are more likely 

to report having committed previous ethical violations.   
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Table 3.03 

Binary logistic regression results for Ethical Violations. 

This table presents the results of a binary logistic regression analysis done to examine the 

association between the IV‘s (proportion of low net worth clients, proportion of high net 

worth clients, account size), the control variables (Assets Under Management quintiles, 

provision of financial planning services, provision of portfolio management, # of 

employees) and the DV (Ethical Violations) which is reflective of firms that report 

having previous ethical violations on their Form ADV.  Data consist of the entire 

population of 7,403 RIA firms in the U.S. with individual clients and at least $25M in 

AUM as of July 2008.  Coefficients marked ***, **, and * are significant at the .001, .01, 

and .05 significance levels, respectively. 

 
ETHICAL VIOLATIONS β β   β 

Proportion of low net worth clients (vs < 10%)    

    11-50% low net worth clients      .024 - - 

    50%+ low net worth clients      .271* - - 

    

Proportion of high net worth clients (vs < 10%)    

    11-50% high net worth clients -   -.279** - 

    50%+ high net worth clients -   -.373*** - 

    

Account size deciles (vs 1
st
 decile)    

     2
nd

 decile - -   -.018 

     3
rd

 decile - -   -.336* 

     4
th
 decile - -   -.376* 

     5
th
 decile - -   -.620*** 

     6
th
 decile - -   -.599*** 

     7
th
 decile - -   -.632*** 

     8
th
 decile - -   -.530** 

     9
th
 decile - -   -.643*** 

   10
th
 decile - -   -.635** 

Assets under mgmt quintiles (vs 1
st
 quintile)    

    2
nd

 AUM quintile    -.311*   -.303*   -.279* 

    3
rd

 AUM quintile    -.392**   -.391**   -.290* 

    4
th
 AUM quintile    -.765***   -.768***   -.576*** 

    5
th
 AUM quintile  -1.179*** -1.229***   -.885*** 

    

# of clients    .127***    .137***     .070 

# of employees    .969***    .960***     ..961*** 

    

Constant -3.095*** -2.750*** -2.461*** 

 

Table 3.04 indicates that firms with a higher proportion of ‗low to moderate‘ net 

worth clients are significantly more likely to report dual registration as broker-dealer than 
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firms with fewer than 10% of these clients.  Firms with over 50% high net worth clients 

are significantly less likely to report dual registration as a broker-dealer than firms w/ 

fewer than 10% high net worth clients.  Results also indicate that firms with higher 

account sizes, and firms with higher levels of AUM are significantly less likely to report 

dual registration as a broker-dealer with almost a perfectly negative monotonic 

relationship between average account size and previous ethical violations.  There was a 

perfect negative monotonic relationship between AUM and reporting dual registration as 

a broker-dealer with higher AUM quintiles being less likely to report dual registration.  

Having more employees and more clients was positively associated with reporting dual 

registration as a broker-dealer.  This underscores the notion that although less than 20% 

of firms report dual registration as a broker-dealer, they tend to be firms with a large 

client base accounting for almost half of the total clients.  Table 3.04 suggests that 

although RIA firms with dual registration as a broker-dealer tend to have lower net worth 

clients and fewer AUM, they do tend to have more employees and more clients. 
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Table 3.04 

Binary logistic regression results for Dual Registration as a Broker-Dealer. 

This table presents the results of a binary logistic regression analysis done to examine the 

association between the IV‘s (proportion of low net worth clients, proportion of high net 

worth clients, account size), the control variables (Assets Under Management quintiles, 

provision of financial planning services, provision of portfolio management, # of 

employees) and the DV (Dual Registration as Broker-Dealer) which is reflective of firms 

that report dual registration as RIA firm and as Broker-Dealer on their Form ADV.  Data 

consist of the entire population of 7,403 RIA firms in the U.S. with individual clients and 

at least $25M in AUM as of July 2008.  Coefficients marked ***, **, and * are 

significant at the .001, .01, and .05 significance levels, respectively. 

 
DUAL REGISTRATION as Broker-Dealer β β β 

Proportion of low net worth clients (vs < 10%)    

    11-50% low net worth clients      .228* - - 

    50%+ low net worth clients      .295** - - 

    

Proportion of high net worth clients (vs < 10%)    

    11-50% high net worth clients -    .009 - 

    50%+ high net worth clients -   -.260** - 

    

Account size deciles (vs 1
st
 decile)    

    2
nd

 decile - -   -.160 

    3
rd

 decile - -   -.002 

    4
th
 decile - -   -.193 

    5
th
 decile - -   -.349* 

    6
th
 decile - -   -.450** 

    7
th
 decile - -   -.511*** 

    8
th
 decile - -   -.874*** 

    9
th
 decile - - -1.015*** 

   10
th
 decile - - -1.400*** 

Assets under mgmt quintiles (vs 1
st
 quintile)    

    2
nd

 AUM quintile    -.238*   -.234*   -.162 

    3
rd

 AUM quintile    -.388***   -.393***   -.207 

    4
th
 AUM quintile -1.211*** -1.216***   -.861*** 

    5
th
 AUM quintile  -2.412*** -2.456*** -1.710*** 

    

# of clients    .353***    .362***     .196*** 

# of employees    .657***    .651**     .656*** 

    

Constant -2.968*** -2.700*** -1.971*** 

 

 

Table 3.05 indicates that firms with a higher proportion of ‗low to moderate‘ net 

worth clients are significantly more likely to charge commissions than firms with fewer 
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than 10% of these clients.  Firms with over 50% high net worth clients report being 

significantly less likely to charge commissions than firms w/ fewer than 10% high net 

worth clients.  RIA firms with higher account sizes, and firms with higher levels of AUM 

are significantly less likely to charge commissions.  Similar to the findings with dual 

registration as a broker-dealer, we discover that although RIA firms charging commission 

have smaller account sizes and fewer AUM, they do tend to have more employees and 

more clients.   
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Table 3.05 

Binary logistic regression results for Commissions. 

This table presents the results of a binary logistic regression analysis done to examine the 

association between the IV‘s (proportion of low net worth clients, proportion of high net 

worth clients, account size), the control variables (Assets Under Management quintiles, 

provision of financial planning services, provision of portfolio management, # of 

employees) and the DV (Commissions).  Data consist of the entire population of 10,112 

RIA firms in the U.S. with individual clients and at least $25M in AUM as of July 2008.  

Coefficients marked ***, **, and * are significant at the .001, .01, and .05 significance 

levels, respectively. 

 
COMMISSIONS β β β 

Proportion of low net worth clients (vs < 10%)    

    11-50% low net worth clients      .306** - - 

    50%+ low net worth clients      .399*** - - 

    

Proportion of high net worth clients (vs < 10%)    

    11-50% high net worth clients -   -.034 - 

    50%+ high net worth clients -   -.317** - 

    

Account size deciles (vs 1
st
 decile)    

    2
nd

 decile - -   -.239 

    3
rd

 decile - -   -.060 

    4
th
 decile - -   -.185 

    5
th
 decile - -   -.482** 

    6
th
 decile - -   -.693*** 

    7
th
 decile - -   -.694*** 

    8
th
 decile - -   -.753*** 

    9
th
 decile - - -1.065*** 

   10
th
 decile - - -1.662*** 

Assets under mgmt quintiles (vs 1
st
 quintile)    

    2
nd

 AUM quintile    -.080   -.076   -.001 

    3
rd

 AUM quintile    -.493***   -.505***   -.308* 

    4
th
 AUM quintile    -.980*** -1.000***   -.617*** 

    5
th
 AUM quintile  -1.914*** -1.991*** -1.204*** 

    

# of clients    .309***    .325***     .154*** 

# of employees    .483***    .478***     .473*** 

    

Constant -3.244*** -2.885*** -2.106*** 
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Conclusions 

This study investigates whether a greater proportion of high net worth clients 

avoid RIA firms with agency costs.  We find that a greater proportion of low net worth 

clients hire RIA firms with each form of agency costs included in the model.  

Specifically, lower net worth clients are more likely to hire RIA firms having previous 

ethical violations, being dual-registered as a broker-dealer, and charging opaque fees.  

Conversely, a greater proportion of high net worth clients avoid hiring an agent with past 

ethical violations, dual-registration as a broker-dealer, or opaque fees.  These findings are 

especially noteworthy when you consider the recent findings of Dimmock and Gerken 

(2011) suggesting that the 5% of RIA firms with the highest scores on their potential 

fraud scale account for 29% of the fraud and 40% of the total dollars lost to fraud.  It 

appears that higher net worth clients are avoiding RIA firms with higher agency costs, 

while lower net worth clients are not. 

Additional findings suggest that the number of employees at the firm was 

positively associated with previous ethical violations but AUM (assets under 

management) was negatively associated with ethical violations.  This is interesting to 

consider, because more AUM and more employees would theoretically create more 

opportunities for ethical violations to occur.  However, the fact that AUM is negatively 

associated with previous ethical violations lends further support to the notion that despite 

increased opportunity for ethical violations – higher net worth clients appear less likely to 

use RIA firms with a history of previous ethical violations. 

A greater proportion of lower net worth clients seemed to hire RIA firms that 

charge opaque fees.  RIA firms with higher account sizes, and firms with higher levels of 
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AUM are significantly less likely to charge commissions.  Similar to the findings with 

dual registration as a broker-dealer, we discover that although RIA firms charging 

commission have smaller account sizes and fewer AUM, they do tend to have more 

employees and more clients.  This lends credence to the opponents of banning 

commissions in England and Australia who claimed doing so would decrease the amount 

of financial professionals in the field and make financial advice available to a very small 

population of ultra high net worth consumers. 

This study seems to add further evidence to the literature suggesting that 

consumer markets may be segregated between informed and less informed consumers 

(Gabaix & Laibson, 2006).  Less wealthy consumers appear to be making less 

sophisticated choices and appear to be  less fit for operating in a buyer beware 

marketplace and may need to be protected from themselves and/or protected from 

unscrupulous agents that prey upon existing information asymmetries.   

Although the SEC requires information from the Form ADV, including ethical 

violations, dual registration, and type of compensation, be made publicly available and 

free to access in a number of formats, it is clear that lower net worth consumers are not 

using this information to avoid RIA firms with higher agency costs in the same way their 

higher net worth peers are.  The SEC (under the authority of the Dodd-Frank Act) is 

currently considering mandating a fiduciary requirement for all investment advisors.  The 

findings of this study indicate that such action appears more essential for the benefit of 

lower net worth clients than it does for higher net worth clients. 
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Implications 

These findings add to the literature suggesting that consumer markets can be 

segregated between informed and less informed consumers (Gabaix & Laibson, 2006).  

These findings also add to the literature suggesting that less wealthy consumers are much 

more likely to be uninformed consumers and make less sophisticated choices than their 

high net worth counterparts.  In financial services, consumers have proven to know very 

little about what might be important factors to consider when selecting one investment 

advisor from another (Hung, et al., 2008; TD Ameritrade, 2009).  Consumers are unable 

to distinguish between standards of care (fiduciary vs. suitability; TD Ameritrade 2009; 

FPA 2009; Pender, 2004; Hung et al., 2008), titles (i.e., investment advisor, financial 

advisor, financial planner), incentives (Bergstresser, Chalmers, & Tufano, 2009; Finke & 

Cummings, 2011), or even basic investment characteristics (Alexander, Jones, & Nigro, 

1998)  It appears that lower net worth consumers are confused, ignorant, and extremely 

vulnerable  in a buyer beware marketplace.  Perhaps the most frightening aspect of this is 

that despite their ignorance – a large proportion of American consumers make no efforts 

to rectify their deficiencies and continue to act as if search costs are high (Ratchford & 

Gupta, 1987).  Recent research from the Survey of Consumer Finances indicates that one-

fourth of consumers spend almost no time searching out the differences between different 

financial products and services (Bucks, Kennickell, Mach, & Moore, 2009). 

Confusion and ignorance create information asymmetries between principals and 

agents resulting in more opportunities for self-interested agents to operate without the 

necessary oversight or checks in place.  If this is the case, either the SEC, investment 

advisors, financial planning profession (Ciccotello, Grant & Dickie, 2003) or a 
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government-sponsored regulatory organization needs to engage in paternalistic efforts to 

protect consumers from self-interested agents, and from themselves. 
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Appendix A 

Appendix A 

Binary logistic regression results for Employees Dual Registered as Broker-Dealers. 

This table presents the results of a binary logistic regression analysis done to examine the 

association between the IV‘s (proportion of low net worth clients, proportion of high net 

worth clients, account size), the control variables (Assets Under Management quintiles, 

provision of financial planning services, provision of portfolio management, # of 

employees) and the DV (Employees Dually Registered as Broker-Dealers) which is 

reflective of firms that report having employees that are registered representatives of 

Broker-Dealers on their Form ADV.  Data consist of the entire population of 7,403 RIA 

firms in the U.S. with individual clients and at least $25M in AUM as of July 2008.  

Coefficients marked ***, **, and * are significant at the .001, .01, and .05 significance 

levels, respectively. 

 
Employees Registered Reps of a Broker/Dealer β β   β 

Proportion of low net worth clients (vs < 10%)    

    11-50% low net worth clients      .151* - - 

    50%+ low net worth clients      .368*** - - 

    

Proportion of high net worth clients (vs < 10%)    

    11-50% high net worth clients -   -.262*** - 

    50%+ high net worth clients -   -.595*** - 

    

Account size deciles (vs 1
st
 decile)    

    2
nd

 decile - -   -.262* 

    3
rd

 decile - -   -.232* 

    4
th
 decile - -   -.283* 

    5
th
 decile - -   -.605*** 

    6
th
 decile - -   -.672*** 

    7
th
 decile - -   -.849*** 

    8
th
 decile - -   -.933*** 

    9
th
 decile - -   -.844*** 

   10
th
 decile - -   -.509** 

Assets under mgmt quintiles (vs 1
st
 quintile)    

    2
nd

 AUM quintile    -.106   -.084   -.065 

    3
rd

 AUM quintile    -.325***   -.301***   -.212* 

    4
th
 AUM quintile   -.942***   -.902***   -.729*** 

    5
th
 AUM quintile  -1.640*** -1.657*** -1.368*** 

    

# of clients    .301***    .302***     .249*** 

# of employees    .830***    .811**     .809*** 

    

Constant -1.975*** -1.448*** -1.187*** 
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CHAPTER IV 

 

THE UPSIDE OF THE DOWNTURN:   

INVESTOR FLOWS AND ADVISOR COMPENSATION 

 

 

 

Abstract 

This study examines changes in assets held in U.S. Registered Investment 

Advisors following the recession of 2008/2009. We hypothesize the recession forced a 

reevaluation of investment advice (a repeat purchase service) by paying more attention to 

fees and agency costs and potential conflicts of interest.  Results indicate that from July 

2008 to July 2010 RIA firms with agency costs and opaque fees experienced a 9-17% 

decrease in total assets under management, whereas firms that charge fees (AUM only, 

fixed, hourly, other) experienced a 6-23%  increase in total AUM. 
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Introduction 

Customers making repeat purchases are sticky  

The literature in financial services suggests that customers are likely to be loyal to 

their financial service provider when they are generally satisfied by the service they are 

receiving and they are satisfied with the relationship they have with the service provider 

(Barnes, 1997; Beckett, Hewer, & Howcroft, 2000).  This loyalty is greater when there 

are fewer perceived attractive alternatives, and when barriers to switching are high 

(Jones, Mothersbaugh & Beatty, 2000). There are some gender differences (Palmer & 

Bejou, 1995), but in general, customers of repeat purchase goods like financial services 

tend to be ‗sticky‘ and have a strong preference for the status quo until a shock or 

sufficient evidence causes them to re-evaluate their service provider (Inman & 

Zeelenberg, 2002; Kahneman, Knetsch, & Thaler, 1991).  This is referred to as the status 

quo bias (Samuelson & Zeckhauser, 1988).   

The status quo bias entails an exaggerated preference for inaction and is attributed 

to regret avoidance (Landman, 1987), loss aversion (Kahneman & Tversky, 1984), the 

endowment effect (Thaler, 1980) and partially attributed to avoiding negatively emotion-

laden consumer decisions (Luce, 1998).  When consumers continue to remain with a 

financial service provider, it is possible that this is because the disutility of terminating 

the relationship with their current provider, is greater than the utility associated with 

acquiring a new financial service provider.  It takes either a shock, turbulent times 

(Palmer & Bejou, 1995), or sufficient evidence/reason to switch (Inman & Zeelenberg). 
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A shock to the system 

 The economic downturn in 2008, along with several high profile cases of 

financial institutions failing and fraud committed by investment advisors, produced 

enough alarm amongst investors that many consumers began to more thoroughly examine 

their financial service providers.  The popular press suggested that consumers should ask 

about how their advisors are compensated and encouraged consumers to seek after 

advisors with a fiduciary duty, a clean background check, no potential conflicts of 

interest, and proper professional credentials and certifications (see Blumenthal, 2011, 

Weston, 2011).  While all RIA‘s are regulated under the Investment Advisers Act of 

1940, which requires a fiduciary standard of care, there are a number of RIAs that are 

dually registered as broker-dealers who can operate under a suitability standard of care as 

long as they disclose to clients when they are operating as an RIA and when they are 

operating as a broker. Additionally, investment advisors must disclose on their publicly 

available form ADV when they have a background with previous ethical violations, when 

they have associations with other professionals that may create a potential conflict of 

interest, how they are compensated, and when they or a related person have a stake or 

interest in the clients‘ transactions (see Appendix D). 

Purpose of Study 

 The purpose of this study is to determine if clients shifted assets under 

management in the aftermath of the economic downturn experienced in 2008.  

Specifically, we investigate whether clients and assets migrated to advisors with no 

previous record of ethical violations, away from advisors who are dually registered as 
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both an RIA and a broker-dealer, and away from certain forms of compensation (like 

commissions) that are more likely to be opaque to consumers. 

Review of the Literature 

Investment Advice and service goods 

The investment advisor or financial advisor profession is unique in that it has very 

limited barriers to entry compared to other professions like medicine, law, and accounting 

(Ciccotello, Grant, & Dickie, 2003; Black, Ciccotello, & Skipper, 2002).  The amount of 

bonding costs (i.e., education, professional designations/credentials) incurred by agents 

varies dramatically from one financial institution to another (Hung et al, 2008).  

Investment advice is a service-based industry, but the services can range from counseling 

and advice to more specific product-based advice.  When consumers purchase a service 

(like a manicure or a haircut or auto repair), their overall satisfaction is judged partially 

on the actual quality of work as well as intangibles like the physical environment, 

ambience, image, and appearance of the staff and facilities.  The presence of information 

asymmetries between principal and agent often make it difficult to evaluate quality of 

services before and after the purchase.   

Consumers perceive services to be characterized by higher prices and greater 

variation in quality or performance (Mitchell & Greatorex, 1993).  Economic theory 

would suggest that consumers will increase search in the presence of greater variation in 

price and quality (Maynes & Assum, 1982).  However, a large amount of evidence exists 

suggesting that – despite  variation in price and quality – consumers engage in 

considerably less search costs than predicted by the economics of information theory 

(Stigler, 1961; Grewal & Marmorstein, 1994).  One explanation for consumers‘ behavior 
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is that they simply underestimate the variation in quality and price and therefore 

underestimate the potential savings from information acquisition (Maynes & Assum, 

1982).      

   Registered Investment Advisors in the U.S. have been operating under the same 

regulations since the Investment Advisors Act of 1940 was enacted.  Despite previous 

calls for changes, improvements, or increased requirements in three main areas:  

qualifications/competence, financial responsibility, and conflicts of interest (Owens, 

1973), RIA firms in the U.S. have been operating under the same regulations for over 7 

decades.  The recent financial crisis has spurred substantive legislative changes to 

financial services regulation in Australia and England, and the U.S. enacted the Dodd-

Frank Wall Street Reform Act which included legislation that would change the 

regulatory structure of RIA firms, and provides the SEC with authority to impose an 

explicit fiduciary standard for all investment advisors and broker-dealers in the U.S. 

(Reform D.F.W.S., 2010).   

In the aftermath of the financial crisis and several high-profile cases of fraudulent 

advisors (i.e., Madoff, Stanford, and Schlenker), consumers began to pay more attention 

to fees (Burton, 2011;), agency costs, and potential conflicts of interest with their 

financial advisor(s).  Brokerage firms and large banks saw assets shift away from them to 

smaller independent firms with fiduciary protections and without the specific potential 

conflicts of interest arising from commissions (Plungis, 2008; Finke, Huston, & Waller, 

2009).  While some money managers saw huge outflows, low-cost index fund providers 

like Vanguard attracted $60 billion in new money in 2010 (Schatzker, 2011).   
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Academic research and popular press have seemed to support the benefit of a 

fiduciary standard which RIA firms are held to (Finke & Cummings, 2011; Finke & 

Pfeiffer, 2011). Not surprisingly, the number of RIA firms has been growing consistently 

over the last decade (Hung et al., 2008) and most of the business model growth amongst 

financial advisors seems to be occurring in the RIA channel (Ortale, 2010).  A survey of 

501 RIA firms in April 2011 by Maritz, Inc. suggests that RIA firms are gaining clients, 

and that over 56% of their new clients are shifting from brokerages and wirehouses (TD 

Ameritrade, 2011a) and in April of 2010, the most commonly reported reason for the new 

clients switch to the RIA model was identified as ―dissatisfaction with full service 

brokerage.‖  Similar surveys in December 2009 suggested that 65% of new client growth 

in RIA firms came from clients shifting from brokerages and wirehouses (TD 

Ameritrade, 2010). 

Hypotheses 

We expect that after sufficient shock, U.S. consumers re-examining their financial 

service providers would shift away from financial advisors with agency costs (i.e., 

previous ethical violations, dual registration as a broker-dealer, and opaque fees; see 

Dimmock & Gerken, 2011).   

While evidence suggests a trend of attrition amongst brokers and growth in the 

RIA channel (Ortale, 2010; Hung et al., 2008), there is an opportunity for RIA firms to 

choose to be fee only or ―hybrid‖ which is registered as a broker-dealer with FINRA and 

RIA with SEC.  Electing to be a ―hybrid‖ firm allows the financial advisor to choose 

client by client how much to charge in fees and how much to charge in commissions.  

The advantage is that it provides a lot of flexibility in terms of selecting when to act as an 
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RIA with a fiduciary obligation to clients and when to act as a broker with a ―suitability‖ 

standard.  This opens up a broader universe of products, investments, and services for the 

financial advisor to use on behalf of their clients (Ortale, 2010).  However, it also creates 

a greater need for monitoring costs on the part of the consumer to discern when their 

advisor is acting as a fiduciary under the Investment Advisors Act of 1940, and when 

they are operating under the ―suitability‖ standard created by the Securities and Exchage 

Act of 1934. 

 

Data 

 This study examines changes in U.S. Registered Investment Advisory (RIA) firms 

from July 2008 to July 2010.  There were 11,226 RIA firms registered with the SEC in 

2008, 11,369 firms in 2009, and 11,825 firms in 2010.  The purpose of this study is to 

examine changes in clients and assets amongst RIA firms during a period of volatile 

returns and highly publicized examples of investment advisor fraudulent and criminal 

behavior.   

 The population was filtered to exclude RIA firms that reported not having at least 

some individual clients.  This resulted in a population of 8,239 RIA firms with individual 

clients in July 2008, 8,443 RIA firms in July 2009, and 8,824 RIA firms in July 2010.  

The Form ADV asks firms to report the number of accounts they provide investment 

advisory service to on a Likert-type scale, beginning with 0, 1-10, 11-25, 26-100, 101-

250, 251-500, and over 500.  Because the wide range of change possible within the same 

response (which in most of the above cases would allow firms to lose 50% of their clients 

and stay within the same response on the Likert-type scale) we use the number of total 
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accounts as a more precise proxy for changes in clients.  The number of accounts are 

reported as a precise number.  While it is common for one client to have a number of 

accounts (i.e., trading account, IRA, DC plan, etc), the use of this variable as a proxy for 

number of clients allows us to more precisely track the shifts in number of accounts by 

firm type.     

Method 

 To determine the average amount of assets per account at each type of RIA firm, 

the total assets under management is divided by the number of accounts reported by each 

firm. 

 

                      
         

             
 

 

To determine the total AUM per firm, the total AUM is divided by the number of 

firms. 

 

                   
         

          
 

 

To determine the total number of accounts per firm, the total number of accounts 

is divided by the number of firms. 

                         
                   

          
 

 

To measure whether certain forms of compensation or agency costs are associated 

with different changes in assets or clients after the recession, we compare changes in key 

variables (i.e., Total number of RIA firms, Total AUM, Total number of accounts, Total 

AUM per firm, Total number of accounts per firm, and Total assets per account) to 
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identify whether different forms of compensation or specific agency costs are associated 

with changes in the key variables from July 2008 to July 2010.  

Results 

 Almost all investment advisors charge their clients based on a percentage of assets 

under management, and over three-fourths of RIA  firms receive compensation in 

multiple forms in addition to the percentage of assets under management.  Fixed fees and 

hourly fees can be found in approximately half of the RIA firms with individual clients, 

while commissions are only extant in 11-12% of RIA firms with individual clients.  A 

group accounting for 21% of RIA firms accepts only AUM fees and no other forms of 

compensation.  This group is referred to in this study as ―AUM only‖ firms.  Table 1 

shows the full population of RIA firms with individual clients from July 2008 to July 

2010 and includes a breakdown by compensation type and potential agency costs across 

the three time periods (see Table 4.01). 
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Table 4.01  

Population of RIA firms with individual clients and changes in number of firms 

from July 2008-2010. 

This table presents the population of RIA firms with individual clients in the U.S. across 

three time periods:  July 2008, July 2009, and July 2010.  The number of firms is broken 

down by form of compensation, and by presence of potential agency costs.  Included in 

the table is the change (by percentage) in number of firms across those three time periods. 

 2008 n 2009 n 2010 n ∆ '08-'09 ∆ '09-'10 ∆ '08-'10 

Full Sample 8,239 8,443 8,824 2% 5% 7% 

AUMonly 1,765 1,813 1,876 3% 3% 6% 

Commissions 1,005 1,013 1,000 1% -1% 0% 

Fixed Fees 4,280 4,461 4,753 4% 7% 11% 

Hourly Fees 3,753 3,918 4,125 4% 5% 10% 

Other Fees 779 850 906 9% 7% 16% 

Performance Based 1,534 1,520 1,536 -1% 1% 0% 

Ethical Violations 1,057 1,046 1,046 -1% 0% -1% 

Dual Registration as B/D 573 556 546 -3% -2% -5% 

 

 Table 4.01 suggests that the number of RIA firms with individual clients 

increased slightly from July 2008 to July 2009.  And then experienced 5% growth from 

July 2009 to July 2010.  Consistent with the findings of Hung et al. (2008) and Ortale 

(2010), it appears that the RIA business model is growing while the broker-dealer model 

is shrinking.  Even within this RIA population, the largest and most consistent decreases 

are found in RIA firms that are dually-registered as a broker-dealer.  During the 1
st
 year, 

firms with specific agency costs like previous ethical violations and dual-registration as 

broker-dealer experienced decreases in the number of firms.  RIA firms with these 

agency costs also experienced decreases overall from July 2008 to July 2010.  

Commissions experienced virtually no growth in the 1
st
 year, a slight loss in the 2

nd
 year, 

and a slight loss overall from July 2008 to July 2010.  Performance-based compensation 

also appeared to have no growth.   
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In contrast, the fee-only or fee-based platform seems to have become more 

popular amongst RIA firms.  This finding could be a result of disgruntled clients shifting 

from a commission based platform (TD Ameritrade 2010; 2011a) to a fee-based platform 

where the compensation is more transparent or where the investment advisor has skin in 

the game.  It is also possible that investment advisors who almost all receive 

compensation as a percentage of AUM began to charge via additional fees like hourly 

fees, fixed fees, or other fees as a way to increase their income at a time when their assets 

under management had taken a significant decrease in value.  Regardless of whether the 

changes were due to client demand, or were born out of necessity for RIA firms to 

increase their income – it appears that AUM only firms, and firms offering fixed fees, 

hourly fees, or other fees grew in number from July 2008 to July 2010.  Whereas, firms 

that had specific agency costs like previous ethical violations, dual registration as a 

broker-dealer, and opaque forms of compensation like commissions experienced no 

growth or small decreases in number from July 2008 to July 2010. 
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Table 4.02 

Total Assets Under Management (AUM) of RIA firms with individual clients and changes in AUM by compensation 

type or agency cost from July 2008-2010. 

This table presents the Total AUM amongst RIA firms with individual clients in the U.S. across three time periods:  July 2008, 

July 2009, and July 2010.  The Total AUM is broken down by form of compensation, and by presence of potential agency 

costs.  Included in the table is the change (by percentage) in Total AUM across those three time periods.  The lower section of 

the table shows the closing price of various indexes or proxies for the markets over the same period to use as a reference for 

how the market performed over the same period of time. 

 

  2008 2009 2010 ∆ '08-'09 ∆ '09-'10 ∆ '08-'10 

Full Sample $22,279,169,262,908 $17,388,321,880,752 $20,695,948,275,370 -22% 19%  -7% 

AUMonly $2,047,126,653,542 $1,658,529,778,158 $2,168,126,278,065 -19% 31%   6% 

Commissions $2,919,865,552,822 $2,136,422,963,802 $2,436,333,496,321 -27% 14% -17% 

Fixed Fees $13,004,827,570,564 $10,997,434,010,413 $13,762,110,553,191 -15% 25%   6% 

Hourly Fees $2,046,975,657,326 $1,974,029,523,607 $2,515,640,102,757   -4% 27%  23% 

Other Fees $4,139,336,065,623 $4,017,816,988,929 $4,717,630,193,203   -3% 17%  14% 

Performance Based $15,628,228,340,531 $11,812,453,640,920 $14,225,932,062,408 -24% 20%  -9% 

Ethical Violations $11,643,406,903,050 $9,689,795,921,764 $10,472,032,218,951 -17%   8% -10% 

Dual Registration as B/D $2,430,952,155,384 $1,894,677,469,198 $2,178,017,122,459 -22% 15% -10% 
 Note:  Total AUM is calculated by adding up the AUM of all firms (of that type) with individual clients in the dataset.  Changes in Total AUM are a 

function of market returns, account withdrawals/deposits, and changes amongst client base.  To compare market returns over the same period see 

Appendix B.  To compare changes in number of accounts and account sizes see Tables 4.03-4.06. 
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There are a number of RIA firms that open, close, or merge with another firm on 

any given year.  To examine the changes in AUM without any survivorship bias, a Total 

AUM variable was created that accounts for the Total dollar amount of AUM according 

to compensation type or agency cost.  While it remains impossible given the current 

dataset to determine what proportions of these increases (or decreases) come from in-

flows (out-flows), gains (losses), or from logistical/structural changes at the RIA firms 

themselves (i.e., accepting a new form of compensation, or now having a reported ethical 

violation), it is still interesting to note how the increases (or decreases) vary by 

compensation type and/or agency cost.  Table 4.02 allows us to examine these changes by 

compensation type and agency cost relative to the overall RIA population and relative to 

overall market gains. 

July 2008-July 2009 

Table 4.02 shows that RIA firms with individual clients saw a 22% decrease in 

Total AUM from July 2008 to July 2009.  While all forms of compensation lost Total 

AUM, the most significant decreases (by percentage) in Total AUM were experienced by 

firms that charge commissions.  The lowest decreases in Total AUM were experienced by 

firms that charge hourly fees and ‗other‘ fees.  During the 1
st
 year, firms with specific 

agency costs like previous ethical violations and dual-registration as broker-dealer 

experienced decreases in Total AUM, but the decreases for dual registered firms were 

similar to those of the general RIA population.   

July 2009-July 2010  

 From July 2009 to 2010, the equity markets gained approximately 7-12%.  Table 

4.02 shows that RIA firms with individual clients experienced a 19% increase in Total 
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AUM.  All forms of compensation and even the RIA firms with agency costs experienced 

increases in AUM from July 2009 to July 2010.  The lowest increases in AUM were 

amongst RIA firms with previous ethical violations (8%), and the next lowest increases 

were experienced by RIA firms that charge commissions (14%) and firms that are dual 

registered as a broker-dealer (15%).  The most significant increases in AUM were 

experienced by AUM only firms (31%) and firms charging fixed fees (27%) and hourly 

fees (25%). 

July 2008-July 2010 

 From July 2008 to July 2010, the equity markets lost approximately 7-12% of 

their initial value.  Table 4.02 shows that RIA firms with individual clients experienced 

an overall decrease of 7% in Total AUM.  There appears to be a very interesting 

dichotomy with the fees (AUM only, hourly, fixed, and ‗other‘) experiencing significant 

increases in Total AUM.  Whereas the agency costs and opaque forms of compensation 

experienced significant decreases in Total AUM. 

 

  



Texas Tech University, Lukas R. Dean, August 2011 

73 

 

 

Table 4.03 

Total number of accounts in RIA firms with individual clients and changes in number of total accounts by 

compensation type or agency cost from July 2008-2010. 

This table presents the Total number of accounts in RIA firms with individual clients in the U.S. across three time periods:  

July 2008, July 2009, and July 2010.  The number of total accounts is broken down by form of compensation, and by presence 

of potential agency costs.  Included in the table is the change (by percentage) in Total number of accounts across those three 

time periods. 

  2008 2009 2010 ∆ '08-'09 ∆ '09-'10 ∆ '08-'10 

Full Sample 17,541,614 18,579,774 18,979,946 6% 2% 8% 

AUMonly 4,337,701 4,251,788 4,623,692 -2% 9% 7% 

Commissions 6,736,499 7,436,238 6,818,751 10% -8% 1% 

Fixed Fees 11,388,687 12,417,271 12,713,782 9% 2% 12% 

Hourly Fees 5,298,814 6,052,430 7,080,130 14% 17% 34% 

Other Fees 2,913,079 4,924,079 4,454,893 69% -10% 53% 

Performance Based 2,153,516 1,961,768 1,887,222 -9% -4% -12% 

Ethical Violations 11,801,706 12,672,075 12,215,468 7% -4% 4% 

Dual Registration 7,456,108 8,267,831 7,764,594 11% -6% 4% 
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Table 4.03 presents the total number of accounts in RIA firms.  Computing a total 

number of accounts variable allows us to examine specific shifts in number of accounts at 

certain types of RIA firms without the results being confounded by any type of 

survivorship bias, given that any number of RIA firms can close, open, or consolidate 

from year to year. 

July 2008-July 2009 

From July 2008 to July 2009 there was an enormous increase in the number of 

total accounts reported by RIA firms that accept ‗other fees‘.  Taken in conjunction with 

Table 4.02, it appears that there was not a large increase in AUM at these firms, so this is 

likely a result of lower net worth clients coming in for professional advice, and not 

having enough assets to meet AUM minimums and would prefer to barter with ‗other‘ 

fees as a way of gaining access to professional advice.  The large influx in number of 

accounts disappears in the 2
nd

 year, and drops 10%, but still results in the largest overall 

increase of 53% in total number of accounts from July 2008 to July 2010. 

July 2009-July 2010 

From July 2009 to July 2010, firms that experienced a decrease in total number of 

accounts charged commissions (-8%), were dual registered as a broker-dealer (-6%), had 

previous ethical violations (-4%), or charged performance based compensation (-4%) or 

other fees (-10%).  The largest increases in total number of accounts were experienced by 

firms that charge hourly fees (17%), or firms that charge AUM only (9%). 

July 2008-July 2010 

From July 2008 to July 2010, RIA firms experienced an overall increase of 8% in 

the total number of accounts.   The largest overall increases in total number of accounts 
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were amongst firms that charge ‗other‘ fees (53%), hourly fees (34%), and fixed fees 

(12%).  The only type of firm that lost accounts was performance based compensation (-

12%).  The smallest increases were amongst firms that charge commissions (1%) and 

firms that had previous ethical violations (4%), and firms that were dual registered as a 

broker-dealer (4%). 

 The results from Table 4.02 indicate shifts in Total AUM by compensation type 

and agency cost.  Table 4.01 examines shifts in the total number of firms.  The total 

AUM variable is useful because it is resistant to some of the confounds that come from 

any given number of firms opening, closing, or merging.  Table 4.04 combines these 

analyses to compare how Total AUM per firm shifted across these time periods (see 

Table 4.04). 
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Table 4.04 

Total AUM per firm and changes in Total AUM per firm from July 2008-2010. 

This table presents the Total AUM per firm and changes in Total AUM per firm amongst RIA firms with individual clients in 

the U.S. across three time periods:  July 2008, July 2009, and July 2010.  The Total AUM per firm is broken down by form of 

compensation, and by presence of potential agency costs.  Included in the table is the change (by percentage) in Total AUM 

per firm across those three time periods. 

  
Total AUM per Firm 

'08 
Total AUM per Firm 

'09 
Total AUM per Firm 

'10 ∆ '08-'09 ∆ '09-'10 ∆ '08-'10 

Full Sample $2,704,110,846.33 $2,059,495,662.77 $2,345,415,715.70 -24% 14% -13% 
AUMonly $1,159,845,129.49 $914,798,553.87 $1,155,717,632.23 -21% 26% 0% 
Commissions $2,905,338,858.53 $2,109,005,887.27 $2,436,333,496.32 -27% 16% -16% 
Fixed Fees $3,038,511,114.62 $2,465,239,634.70 $2,895,457,722.11 -19% 17% -5% 
Hourly Fees $545,423,836.22 $503,836,019.30 $609,852,146.12 -8% 21% 12% 
Other Fees $5,313,653,486.04 $4,726,843,516.39 $5,207,097,343.49 -11% 10% -2% 
Performance Based $10,187,893,311.95 $7,771,351,079.55 $9,261,674,519.80 -24% 19% -9% 
Ethical Violations $11,015,522,141.01 $9,263,667,229.22 $10,011,503,077.39 -16% 8% -9% 

Dual Registration $4,242,499,398.58 $3,407,693,289.92 $3,989,042,348.83 -20% 17% -6% 
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July 2008-July 2009 

 RIA firms in general experienced a decrease of 24% in Total AUM per firm.  RIA 

firms of all compensation types and agency costs experienced a decrease in Total AUM 

per firm, with commissions experiencing the most dramatic decrease (-27%) in Total 

AUM per firm.  Hourly fees experienced the least dramatic decrease (-8%) in Total AUM 

per firm.   

July 2009-July 2010 

 RIA firms in general experienced an increase of 14% in Total AUM per firm.  

AUM only firms experienced the most dramatic increase (26%), and firms that had 

previous ethical violations experienced the smallest increase in Total AUM per firm 

(8%).   

July 2008-July 2010 

 RIA firms experienced a decrease of 13% in Total AUM per firm between July 

2008 and July 2010.  Firms that charge hourly fees were the only type of firm that gained 

Total AUM per firm over that two year period, and AUM only firms experienced 

virtually no change in Total AUM per firm.  The firms that lost the most Total AUM per 

firm were firms that charge commissions (-16%), firms with performance based 

compensation (-9%), firms with previous ethical violations (-9%), and firms that are 

dually registered as a broker-dealer (-6%). 

The results from Table 4.04 indicate shifts in Total AUM per firm by 

compensation type and agency cost from July 2008 to July 2010.  Table 4.05 provides 

evidence for how the amount of Total accounts per firm shifted across these same time 

periods (see Table 4.05).  



Texas Tech University, Lukas R. Dean, August 2011 

78 

 

Table 4.05 

Total accounts per firm and changes in Total accounts per firm from July 2008-

2010. 

This table presents the Total accounts per firm and changes in Total accounts per firm 

amongst RIA firms with individual clients in the U.S. across three time periods:  July 

2008, July 2009, and July 2010.  The Total accounts per firm is broken down by form of 

compensation, and by presence of potential agency costs.  Included in the table is the 

change (by percentage) in Total accounts per firm across those three time periods. 

  
Accounts per 

Firm '08 
Accounts per 

Firm '09 
Accounts per Firm 

'10 ∆ '08-'09 ∆ '09-'10 ∆ '08-'10 

Full Sample 2129.10 2200.61 2150.95 3% -2% 1% 
AUMonly 2457.62 2345.17 2464.65 -5% 5% 0% 

Commissions 6702.98 7340.81 6818.75 10% -7% 2% 
Fixed Fees 2660.91 2783.52 2674.90 5% -4% 1% 
Hourly Fees 1411.89 1544.78 1716.40 9% 11% 22% 
Other Fees 3739.51 5793.03 4917.10 55% -15% 31% 
Performance Based 1403.86 1290.64 1228.66 -8% -5% -12% 
Ethical Violations 11165.28 12114.79 11678.27 9% -4% 5% 
Dual Registration 13012.40 14870.20 14220.87 14% -4% 9% 

  

 

RIA firms with individual clients had approximately 2,000 accounts per firm in 

2008.  In general, firms that are dually registered as a broker-dealer, and firms that have 

previous ethical violations have over 5 times as many accounts as the average RIA firm.  

Firms that charge commissions had over 3 times as many accounts as the average RIA 

firms.   

July 2008-July 2009 

 RIA firms in general experienced an increase of 3% in Total accounts per firm 

from July 2008 to July 2009.  Firms that charge ‗other‘ fees experienced the most 

dramatic increase in Total accounts per firm (55%).  Dually registered firms gained 14% 

and commission firms gained 10%.  Only two types of firms (performance based 

compensation and AUM only) experienced a decrease in Total accounts per firm, with 

losses of 8% and 5% respectively. 
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July 2009-July 2010 

 RIA firms in general experienced a small decrease of 2% in Total accounts per 

firm.  Hourly fees (11%) and AUM only (5%) firms experienced an increase in Total 

accounts per firm.  Firms that charge ‗other‘ fees experienced a decrease from July 2009 

to July 2010, after having a tremendous increase during the prior year.  The other types of 

RIA firms all experienced a decrease of approximately 4 to 7 percent of their Total 

accounts per firm. 

July 2008-July 2010 

 RIA firms experienced a small increase of 1% in Total accounts per firm between 

July 2008 and July 2010.  Firms that charge ‗other‘ fees (31%) and firms that charge 

hourly fees (22%) experienced the largest increases in Total accounts per firm over that 

two year period.  The only type of firm that experienced a decrease in Total accounts per 

firm over that period was firms that charge performance based compensation which had a 

12% decrease in Total accounts per firm.  

 It is interesting to note that there was only firm type that experienced increases in 

Total accounts per firm over both years (hourly fees), and only one firm type that 

experienced decreases in Total accounts per firm over both years (performance based). 

The results from Table 4.05 indicate shifts in Total accounts per firm by 

compensation type and agency cost from July 2008 to July 2010.  Table 4.06 provides 

evidence for how the amount of Total assets per account shifted across these same time 

periods (see Table 4.06). 
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Table 4.06 

Total AUM per account and changes in Total assets per account from July 2008-

2010. 

This table presents the Total assets under management per account and changes in Total 

assets under management per account amongst RIA firms with individual clients in the 

U.S. across three time periods:  July 2008, July 2009, and July 2010.  The Total AUM per 

account is broken down by form of compensation, and by presence of potential agency 

costs.  Included in the table is the change (by percentage) in Total AUM per account 

across those three time periods. 

  
Assets per 

account '08 
Assets per 

account '09 
Assets per 

account '10 ∆ '08-'09 ∆ '09-'10 ∆ '08-'10 

Full Sample $1,270,075.22 $935,873.70 $1,090,411.34 -26% 17% -14% 

AUMonly $471,938.17 $390,078.19 $468,916.67 -17% 20%   -1% 
Commissions $433,439.62 $287,298.90 $357,299.09 -34% 24% -18% 
Fixed Fees $1,141,907.54 $885,656.28 $1,082,456.07 -22% 22%   -5% 
Hourly Fees $386,308.27 $326,154.87 $355,309.87 -16%    9%   -8% 
Other Fees $1,420,948.78 $815,952.99 $1,058,977.22 -43% 30% -25% 
Performance Based $7,257,075.56 $6,021,330.58 $7,538,027.89 -17% 25%     4% 
Ethical Violations $986,586.76 $764,657.40 $857,276.38 -22% 12% -13% 
Dual Registration $326,035.00 $229,162.58 $280,506.25 -30% 22% -14% 

 

July 2008-July 2009 

 RIA firms with individual clients had assets per account of approximately 1.3 

million dollars in 2008, and the amount of assets per account decreased by 26% to 

$935,873.  All types of firms experienced a decrease in assets per account.  Firms that 

charge ‗other‘ fees experienced the greatest decrease in assets per account (-43%), likely 

due to the large influx of new accounts per firm they experienced between 2008-2009 

(see Table 4.05).  Significant decreases in assets per account were also experienced by 

firms that charge commissions (-34%), and firms that are dually registered as a broker-

dealer (-30%).  The least dramatic decreases in assets per account were experienced by 

firms that charge hourly fees (-16%), followed by firms that charge AUM only (-17%) 

and performance based compensation (-17%). 
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July 2009-July 2010 

 From July 2009 to July 2010, RIA firms in general experienced an increase in 

assets per account from $935,873 to $1,090,411, an increase of 17% in assets per 

account.  All types of firms experienced an increase in assets per account.  Firms that 

charge ‗other‘ fees (30%), performance based compensation (25%), and commissions 

(24%) experienced the largest increases in assets per account.  The smallest increases in 

assets per account were amongst firms that charge ‗hourly‘ fees (9%), and firms that had 

previous ethical violations (12%). 

July 2008-July 2010 

 RIA firms experienced an overall decrease of 14% in assets per account between 

July 2008 and July 2010.  All firms experienced a decrease in assets per account except 

performance based compensation which experienced a 4% increase in assets per account.  

The largest decreases in assets per account were amongst firms that charge ‗other‘ fees (-

25%), firms that charge commissions (-18%), firms that are dually registered (-14%), 

firms that have previous ethical violations (-13%).   

 Conclusions 

Status quo bias 

Consumers have a tendency to prefer the status quo (Samuelson & Zeckhauser, 

1988) due to behavioral biases (Landman, 1987; Kahneman & Tversky, 1984; Thaler, 

1980) and due to the sheer disutility associated with ‗firing‘ the previous advisor.  It takes 

a shock (Inman & Zeelenberg, 2002; Kahneman, Knetsch, & Thaler, 1991) or clear 

evidence of more attractive alternatives to eliminate the preference for inaction (Jones, 

Mothersbaugh & Beatty, 2000). 
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The economic downturn in 2008 created a shock amongst consumers and they 

began to focus more attention on the agency costs, fees, and compensation structure of 

their financial service providers.  The shock and high profile cases of fraud may have 

scared some investors away, but it appears that some consumers actually became more 

reliant on professional investment advisors after the recession.  A survey of 1,088 

investors by Harris Interactive indicates that over 22% of the investors reported being 

more reliant on professional investment advisors after the 2008-2009 recession (TD 

Ameritrade, 2011b). 

Along with the increased reliance on investment advisors, there was also evidence 

that consumers needed to increase their own monitoring and contracting of investment 

advisors.  Dimmock and Gerken (2011) discovered that 5% of the RIA firms with the 

highest fraud risk accounted for 29% of investment frauds and 40% of the total dollar 

losses from fraud. 

Any increase in the perceived costs of sticking with your current advisor would 

also serve to effectively reduce the perceived barriers of switching service providers 

enhance the overall attractiveness of alternative and competing service providers (Jones, 

Mothersbaugh & Beatty, 2000).   The purpose of this study was to determine which 

alternatives appeared the most attractive to clients and assets under management with 

RIA firms in the U.S. after the economic downturn. 

July 2008-July 2010 

 The number of RIA firms increased 7% overall.  Firms charging fees (hourly, 

fixed, ‗other‘, and AUM only) increased in number, while commission and performance-

based compensation remained flat.  The only RIA firms that decreased in number were 
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those with previous ethical violations (-1%), and those that were dually registered as a 

broker-dealer (-5%). 

Assets Under Management 

 The Total AUM experienced a similar, but even more dramatic pattern.  Firms 

charging fees (hourly, fixed, ‗other‘, and AUM only) experienced an increase between 6-

23% in Total AUM during the two years after July 2008.  In contrast, firms with specific 

agency costs all experienced a decrease between 9-17% in Total AUM.  Specifically, 

firms charging commissions experienced a 17% decrease in Total AUM, and firms with 

previous ethical violations and firms dually registered as a broker-dealer experienced a 

10% decrease in Total AUM. 

Number of Clients 

Harris Interactive‘s survey of 1,088 investors suggested that at least one-fifth of 

U.S. investors surveyed reported becoming more reliant on investment advisors (TD 

Ameritrade, 2011b).  This study seems to support those findings by demonstrating that 

RIA firms with individual clients experienced an overall increase of 8% in the Total 

number of accounts between July 2008-July 2010.  Similar to the previous findings, the 

largest gains were amongst firms charging ‗other‘ fees (53%), hourly fees (34%), fixed 

fees (12%), and AUM only fees (7%).  In contrast, the smallest gains in number of 

accounts were experienced by RIA firms with previous ethical violations (4%), firms that 

were dually registered as a broker-dealer (4%), and firms that charge commissions (1%).  

The only type of RIA firm that experienced a decrease in the Total number of accounts 

were firms that charged performance based compensation (-12%). 
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 The findings of this paper suggest that any shifts amongst consumers after the 

economic downturn seemed to benefit (in terms of Total AUM, number of accounts, and 

overall number of firms in business) firms charging fees and seemed to adversely impact 

the business of firms with previous ethical violations, dual registration as a broker-dealer, 

or firms that receive commissions or performance-based compensation.  Further analyses 

were done to examine if there were changes in The Total AUM per firm, Total accounts 

per firm, and Total AUM per account amongst different types of firms between July 

2008-2010. 

Total AUM per firm 

Table 4.01 indicates a 7% increase in the number of RIA firms while Table 4.02 

indicates a 7% decrease in the Total AUM amongst firms.  When examining the changes 

in Total AUM per firm between July 2008-July 2010, there is a 13% overall decrease 

amongst RIA firms.  The only increase in Total AUM per firm was experienced by firms 

that charge hourly fees (12%).  Firms that charge AUM only remained relatively flat.  

The rest of the firms experienced a decrease in Total AUM per firm, with the largest 

decreases in Total AUM per firm occurring amongst firms that charge commissions (-

16%), followed by firms with previous ethical violations (-9%), and firms that charge 

performance-based compensation (-9%).  Firms that are dually registered as a broker-

dealer had a 6% decrease in Total AUM per firm, and firms that charge fixed fees had a 

5% decrease in Total AUM per firm. 

Total accounts per firm 

 The previous findings are all similar in that clients and assets seem to be shifting 

towards firms that charge fees, and away from firms with agency costs and performance-
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based compensation.  However, the Total accounts per firm seems to buck the trend.  

From July 2008-July 2010 there was a slight 1% increase the Total number of accounts 

per firm.  Almost all firms increased in Total accounts per firm, with the lone exception 

being firms that charge performance-based compensation (-12%).  Firms that charge 

AUM only were flat, and firms that charge fixed fees (1%) or commissions (2%) 

experienced slight increases.  The largest increases in Total accounts per firm were 

experienced by firms that charge ‗other‘ fees (31%), and firms that charge hourly fees 

(22%).  However, the next largest increases in Total accounts per firm were experienced 

by firms dually registered as a broker-dealer (9%), and firms with previous ethical 

violations (5%).   

 Firms that are dually registered as a broker-dealer and firms with previous ethical 

violations experienced decreases in Total AUM (see Table 4.02) and number of firms 

(see Table 4.01).  However, the surviving firms experienced a small increase in the 

number of accounts (see Table 4.03).  Therefore, when comparing the Total accounts per 

firm, they have a relatively good increase in Total accounts per firm compared to the 

other forms of compensation and agency costs. 

Total AUM per account 

 There was a 14% overall decrease in the Total AUM per account amongst RIA 

firms with individual clients from July 2008-July 2010.  The largest decreases in Total 

AUM per account were experienced by firms that charge ‗other‘ fees (-25%), firms that 

charge commissions (-18%).  This was followed by firms that were dually registered as a 

broker-dealer (-14%), and firms with previous ethical violations (-13%).  Firms that 

charge AUM only experienced a slight decrease (-1%) in Total AUM per account.  The 
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only increase in Total AUM per account was amongst firms that charge performance-

based compensation, who had a small 4% increase in the Total AUM per account from 

July 2008-July 2010. 

Summary 

 The downturn created anxiety, fear, and trepidation amongst U.S. consumers and 

households.  However, the literature suggests this is exactly the shock they needed to 

encourage them to take a closer look at their investment advisors.  It appears that the 

shock of the downturn was followed by a shift amongst clients and assets towards RIA 

firms that charge fees (hourly, fixed, ‗other‘, and AUM only) and away from RIA firms 

with agency costs (previous ethical violations, dual registration as a broker-dealer, and 

opaque fees).   
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Appendix B 

Appendix B 

The closing price on major indices from July 2008-2010. 

This table presents the closing price on major indices across three time periods:  July 

2008, July 2009, and July 2010.  Included in the table is the change (by percentage) in 

Total AUM across those three time periods.  The closing price of various indexes or 

proxies for the markets over the same period is only to use as a reference for how the 

market performed over the same period of time.  Keep in mind that changes in AUM 

amongst RIA firms over the same time period will be a function of asset returns/losses, 

account withdrawals/deposits, increases or reductions in clients, and other factors. 

 

  2008 2009 2010 ∆ '08-'09 ∆ '09-'10 ∆ '08-'10 

S&P 500 1,252.54 1,010.48 1,106.13 -19%   9% -12% 

Wilshire 5000  10.25 8.52 9.55 -17% 12%  -7% 

Dow 11,349.28 9,370.07 10,497.87 -17% 12%  -8% 

NASDAQ 2,280.11 2,000.25 2,264.56 -12% 13%  -1% 

Global Stock Market  48.00 39.52 42.32 -18%   7% -12% 

Bond Market  67.86 72.50 79.06    7%   9%  17% 
 Note:  S&P 500, Dow, and NASDAQ closing index prices on 7/24/2008, 8/7/2009, and 7/28/2010 

respectively.  Wilshire 5000 proxied by using the Wilshire 5000 Index Institutional shares (WINDX).  

Global Market proxied by using the Vanguard Total Global Stock Market ETF (VT).  Bond Market proxied 

by using the Vanguard Total Bond Market ETF (BND). 
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CHAPTER V 

 
CONCLUSION 

 

 

Complex nature of personal financial planning advice 

A growing number of individuals are seeking professional assistance with 

managing their wealth.  Previous literature has suggested there is a need for a 

comprehensive, portfolio-based approach to the entire family‘s portfolio as a whole 

(Campbell, 2006; Black, Ciccotello, & Skipper, 2002).  Therefore, the household seeks to 

maintain an efficient (Markowitz, 1952) portfolio evaluating financial assets, real assets 

(Delaney & Reichenstein, 1996), human capital (Becker, 1964), government benefits 

(Fraser, Jennings, & King, 2000), private insurance, and inheritance (Kotlikoff, 1988).  

Household portfolio management becomes exponentially more complex when you factor 

in the dynamic nature of assets, markets, and the personal and political contexts which 

change on a consistent basis.   

An individual that understands a variety of financial products and services in 

isolation is still likely to be overwhelmed when facing the challenge of understanding 

them in combination (Black, Ciccotello, & Skipper, 2002) and this complexity is 

exacerbated when previous portfolio assumptions become obsolete with subsequent 

changes in tax laws or family context.  Income tax, estate tax, and family dynamics 

change on a continuous basis.  Therefore, optimizing the entire household portfolio 

accordingly either requires 1) professional assistance, 2) a great deal of personal time and 

human capital/expertise, or perhaps 3) a more narrow approach where the individuals and 

advisors ignore the majority of the household portfolio (Scott, 1995), and focus solely on 
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stocks, bonds, and cash.  Accordingly, there are costs and benefits to each of these 

approaches.   

While hiring an agent allows principals to delegate the duties of optimizing the 

household portfolio from a comprehensive planning approach to a professional (or 

professionals), there are still costs in terms of compensation, monitoring, and search costs 

that are required of the principal (Jackling & Sullivan, 2007).  

While it is possible for individuals to engage in portfolio optimization on their 

own behalf and thus eliminate the need for compensating a professional, this approach 

requires significant amounts of time and investment in human capital (Becker, 1964) 

upfront and on a continuing basis. 

While ignoring most of the household portfolio and focusing strictly on financial 

assets like stocks, bonds, and cash might save a great deal of monitoring costs and 

investment of personal time and human capital, it is a strategy that virtually guarantees a 

suboptimal personal financial plan, with effects that might be devastating to the 

household (Scott, 1995).  Even with this simplified approach, Reichenstein (1998)  has 

demonstrated that a failure to consider the after-tax value of these investments in 

conjunction with anticipated proceeds from social security, pension plans, and personal 

residences will guarantee improper (and therefore, suboptimal) portfolio allocation for 

the household. 

Although there is little argument that financial planning in the household needs to 

be done from a comprehensive approach incorporating the entire family‘s portfolio as a 

whole (Black, Ciccotello, & Skipper, 2002), the individual households still determine 

whether this is best done by 1) hiring professional assistance, 2) investing a great deal of 



Texas Tech University, Lukas R. Dean, August 2011 

93 

 

personal time and expertise to build human capital, or by 3) utilizing a more narrow 

approach where the majority of the household portfolio is ignored.  Jensen and Meckling 

(1994) suggest that when faced with these alternatives, all individuals will rationally 

select the option that makes them better off as they see it. 

Major shifts in regulation of financial advice 

 The recent global financial crisis in 2008 spurred government regulators into 

making dramatic changes in financial services.  Nations like England and Australia 

banned commissions on financial products, New Zealand is considering eliminating large 

upfront commissions on life insurance and annuities, and the U.S. enacted the Dodd-

Frank Wall Street Reform Act which would grant the SEC authority to enact a fiduciary 

standard on broker-dealers.  Holland appears to be taking the most dramatic steps by 

eliminating commissions, requiring a fiduciary standard, and increasing the competency 

requirements for financial advisors (for the 2
nd

 time in the last 5 years).  

These regulatory changes are designed to protect consumers by eliminating 

incentives to push inferior products with superior commissions.  Jensen and Meckling‘s 

(1976; 1994) work on agency theory teaches us that incentives can not be destroyed, they 

can only be changed.  The findings of Paper 1 demonstrate that eliminating commissions 

will in fact reduce the amount of professional financial advisors, and it will also reduce 

the amount of financial advisors who cater to lower net worth clients.  Any regulatory 

changes that eliminate commission-based compensation should be accompanied by 

incentives to work with lower net worth clients or incentives for lower net worth clients 

to seek professional advice. 
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Paper 2 supports the notion that consumers can be classified into 2 categories:  

uninformed and informed.  The higher net worth clients appear to be less likely to hire an 

RIA firm with agency costs like previous ethical violations, dual registration as a broker-

dealer, or opaque charges like commissions.  The lower net worth clients are more likely 

to hire RIA firms with agency costs and opaque fees.   

Paper 3 demonstrates that although consumers tend to prefer the status quo 

(Jones, Mothersbaugh, & Beatty, 2000; Samuelson & Zeckhauser, 1988), they will re-

evaluate their financial service providers when there is a sufficient shock introduced into 

the system.  The economic downturn in 2008 was dramatic enough that consumers began 

to look closer at their financial service providers.  The popular press encouraged 

consumers to seek out advisors with a fiduciary status and a fee-only platform to reduce 

potential conflicts of interest.  The results of Paper 3 indicate that between July 2008 – 

July 2010, the assets under management and clients appeared to shift away from RIA 

firms with agency costs and opaque fees and towards RIA firms with fees like AUM 

only, fixed fees, hourly fees, and other fees. 

The upside of the downturn appears to be that governments (including our own) 

are no longer satisfied operating under regulations that are 70 years old.  The research in 

this field seems to be consistent in reminding us not to place too much confidence in the 

abilities of consumers to be informed and to also not place too much confidence in the 

ability of advisors to overcome the influence of incentives.  The economic downturn was 

just the shock necessary to cause governments and individuals to re-evaluate their role in 

monitoring advisors and adjusting the incentives for professionals in the financial 

services in an effort to protect consumers.  This dissertation suggests more work can and 
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should be done, but it is encouraging to see governments taking dramatic steps for the 

first time in nearly a century. 
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Appendix C 

Form ADV Glossary of Terms 

GLOSSARY OF TERMS  
1. Advisory Affiliate: Your advisory affiliates are (1) all of your officers, partners, or 

directors (or any person performing similar functions); (2) all persons directly or indirectly 

controlling or controlled by you; and (3) all of your current employees (other than employees 

performing only clerical, administrative, support or similar functions).  

 

If you are a ―separately identifiable department or division‖ (SID) of a bank, your advisory 

affiliates are: (1) all of your bank‘s employees who perform your investment advisory 

activities (other than clerical or administrative employees); (2) all persons designated by your 

bank‘s board of directors as responsible for the day-to-day conduct of your investment 

advisory activities (including supervising the employees who perform investment advisory 

activities); (3) all persons who directly or indirectly control your bank, and all persons 

whom you control in connection with your investment advisory activities; and (4) all other 

persons who directly manage any of your investment advisory activities (including directing, 

supervising or performing your advisory activities), all persons who directly or indirectly 

control those management functions, and all persons whom you control in connection with 

those management functions. [Used in: Part 1A, Items 7, 11, DRPs; Part 1B, Item 2]  

2. Annual Updating Amendment: Within 90 days after your firm‘s fiscal year end, your 

firm must file an ―annual updating amendment,‖ which is an amendment to your firm‘s Form 

ADV that reaffirms the eligibility information contained in Item 2 of Part 1A and updates the 

responses to any other item for which the information is no longer accurate. [Used in: 

General Instructions; Part 1A Instructions, Introductory Text, Item 2; Part 2A, Instructions, 

Appendix 1 Instructions; Part 2B, Instructions]  

3. Brochure: A written disclosure statement that you must provide to clients and prospective 

clients. See SEC rule 204-3; Form ADV, Part 2A. [Used in: General Instructions; Used 

throughout Part 2]  

4. Brochure Supplement: A written disclosure statement containing information about 

certain of your supervised persons that your firm is required by Part 2B of Form ADV to 

provide to clients and prospective clients. See SEC rule 204-3; Form ADV, Part 2B. [Used 

in: General Instructions; Used throughout Part 2]  

5. Charged: Being accused of a crime in a formal complaint, information, or indictment (or 

equivalent formal charge). [Used in: Part 1A, Item 11; DRPs]  

6. Client: Any of your firm‘s investment advisory clients. This term includes clients from 

which your firm receives no compensation, such as members of your family. If your firm also 

provides other services (e.g., accounting services), this term does not include clients that are 

not investment advisory clients. [Used throughout Form ADV and Form ADV-W]  

 

Form ADV: Glossary Page 2  

7. Control: Control means the power, directly or indirectly, to direct the management or 

policies of a person, whether through ownership of securities, by contract, or otherwise.  

Each of your firm‘s officers, partners, or directors exercising executive responsibility (or 

persons having similar status or functions) is presumed to control your firm.  
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A person is presumed to control a corporation if the person: (i) directly or indirectly has the 

right to vote 25 percent or more of a class of the corporation‘s voting securities; or (ii) has the 

power to sell or direct the sale of 25 percent or more of a class of the corporation‘s voting 

securities.  

A person is presumed to control a partnership if the person has the right to receive upon 

dissolution, or has contributed, 25 percent or more of the capital of the partnership.  

A person is presumed to control a limited liability company (―LLC‖) if the person: (i) 

directly or indirectly has the right to vote 25 percent or more of a class of the interests of the 

LLC; (ii) has the right to receive upon dissolution, or has contributed, 25 percent or more of 

the capital of the LLC; or (iii) is an elected manager of the LLC.  

A person is presumed to control a trust if the person is a trustee or managing agent of the 

trust.  

 

[Used in: General Instructions; Part 1A, Instructions, Items 2, 7, 10, 11, 12, Schedules A, B, 

C, D; DRPs]  

8. Custody: Custody means holding, directly or indirectly, client funds or securities, or 

having any authority to obtain possession of them. You have custody if a related person 

holds, directly or indirectly, client funds or securities, or has any authority to obtain 

possession of them, in connection with advisory services you provide to clients. Custody 

includes:  

 

● Possession of client funds or securities (but not of checks drawn by clients and made 

payable to third parties) unless you receive them inadvertently and you return them to the 

sender promptly but in any case within three business days of receiving them;  

● Any arrangement (including a general power of attorney) under which you are authorized 

or permitted to withdraw client funds or securities maintained with a custodian upon your 

instruction to the custodian; and  

● Any capacity (such as general partner of a limited partnership, managing member of a 

limited liability company or a comparable position for another type of pooled investment 

vehicle, or trustee of a trust) that gives you or your supervised person legal ownership of  

 

Form ADV: Glossary Page 3  

or access to client funds or securities. [Used in: Part 1A, Item 9; Part 1B, Instructions, Item 

2; Part 2A, Items 15, 18]  

9. Discretionary Authority or Discretionary Basis: Your firm has discretionary authority 

or manages assets on a discretionary basis if it has the authority to decide which securities to 

purchase and sell for the client. Your firm also has discretionary authority if it has the 

authority to decide which investment advisers to retain on behalf of the client. [Used in: Part 

1A, Instructions, Item 8; Part 1B, Instructions; Part 2A, Items 4, 16, 18; Part 2B, 

Instructions]  

10. Employee: This term includes an independent contractor who performs advisory 

functions on your behalf. [Used in: Part 1A, Instructions, Items 1, 5, 11; Part 2B, 
Instructions]  
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11. Enjoined: This term includes being subject to a mandatory injunction, prohibitory 

injunction, preliminary injunction, or a temporary restraining order. [Used in: Part 1A, Item 
11; DRPs]  

12. Felony: For jurisdictions that do not differentiate between a felony and a misdemeanor, a 

felony is an offense punishable by a sentence of at least one year imprisonment and/or a fine 

of at least $1,000. The term also includes a general court martial. [Used in: Part 1A, Item 11; 
DRPs; Part 2A, Item 9; Part 2B, Item 3]  

13. FINRA CRD or CRD: The Web Central Registration Depository (―CRD‖) system 

operated by FINRA for the registration of broker-dealers and broker-dealer representatives. 

[Used in: General Instructions, Part 1A, Item 1, Schedules A, B, C, D, DRPs; Form ADV-W, 
Item 1]  

14. Foreign Financial Regulatory Authority: This term includes (1) a foreign securities 

authority; (2) another governmental body or foreign equivalent of a self-regulatory 

organization empowered by a foreign government to administer or enforce its laws relating 

to the regulation of investment-related activities; and (3) a foreign membership organization, 

a function of which is to regulate the participation of its members in the activities listed 
above. [Used in: Part 1A, Items 1, 11; DRPs; Part 2A, Item 9; Part 2B, Item 3]  

15. Found: This term includes adverse final actions, including consent decrees in which the 

respondent has neither admitted nor denied the findings, but does not include agreements, 

deficiency letters, examination reports, memoranda of understanding, letters of caution, 

admonishments, and similar informal resolutions of matters. [Used in: Part 1A, Item 11; Part 
1B, Item 2; Part 2A, Item 9; Part 2B, Item 3]  

16. Government Entity: Any state or political subdivision of a state, including (i) any 

agency, authority, or instrumentality of the state or political subdivision; (ii) a plan or pool of 

assets controlled by the state or political subdivision or any agency, authority, or 

instrumentality thereof; and (iii) any officer, agent, or employee of the state or political 

subdivision or any  

 

Form ADV: Glossary Page 4  

agency, authority, or instrumentality thereof, acting in their official capacity. [Used in: Part 

1A, Item 5]  

17. High Net Worth Individual: An individual with at least $750,000 managed by you, or 

whose net worth your firm reasonably believes exceeds $1,500,000, or who is a ―qualified 

purchaser‖ as defined in section 2(a)(51)(A) of the Investment Company Act of 1940. The 

net worth of an individual may include assets held jointly with his or her spouse. [Used in: 

Part 1A, Item 5]  

18. Home State: If your firm is registered with a state securities authority, your firm‘s 

―home state‖ is the state where it maintains its principal office and place of business. [Used 

in: Part 1B, Instructions]  
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19. Impersonal Investment Advice: Investment advisory services that do not purport to 

meet the objectives or needs of specific individuals or accounts. [Used in: Part 1A, 

Instructions; Part 2A, Instructions; Part 2B, Instructions]  

20. Investment Adviser Representative: Investment adviser representatives of SEC-

registered advisers may be required to register in each state in which they have a place of 

business. Any of your firm’s supervised persons (except those that provide only impersonal 

investment advice) is an investment adviser representative, if --  

the supervised person regularly solicits, meets with, or otherwise communicates with your 

firm‘s clients,  

the supervised person has more than five clients who are natural persons and not high net 

worth individuals, and  

more than ten percent of the supervised person’s clients are natural persons and not high net 

worth individuals.  
 

NOTE: If your firm is registered with the state securities authorities and not the SEC, your 

firm may be subject to a different state definition of ―investment adviser representative.‖  

[Used in: General Instructions; Part 1A, Item 7; Part 2B, Item 1]  

21. Investment-Related: Activities that pertain to securities, commodities, banking, 

insurance, or real estate (including, but not limited to, acting as or being associated with an 

investment adviser, broker-dealer, municipal securities dealer, government securities broker 

or dealer, issuer, investment company, futures sponsor, bank, or savings association). [Used 

in: Part 1A, Items, 7, 11, DRPs; Part 1B, Item 2; Part 2A, Items 9 and 19; Part 2B, Items 3, 4 

and 7]  

 

Form ADV: Glossary Page 5  

22. Involved: Engaging in any act or omission, aiding, abetting, counseling, commanding, 

inducing, conspiring with or failing reasonably to supervise another in doing an act. [Used in: 

Part 1A, Item 11; Part 2A, Items 9 and 19; Part 2B, Items 3 and 7]  

23. Management Persons: Anyone with the power to exercise, directly or indirectly, a 

controlling influence over your firm‘s management or policies, or to determine the general 

investment advice given to the clients of your firm.  

 

Generally, all of the following are management persons:  

Your firm‘s principal executive officers, such as your chief executive officer, chief financial 

officer, chief operations officer, chief legal officer, and chief compliance officer; your 

directors, general partners, or trustees; and other individuals with similar status or performing 

similar functions;  

The members of your firm‘s investment committee or group that determines general 

investment advice to be given to clients; and  
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If your firm does not have an investment committee or group, the individuals who determine 

general investment advice provided to clients (if there are more than five people, you may 

limit your firm‘s response to their supervisors).  

 

[Used in: Part 1B, Item 2; Part 2A, Items 9, 10 and 19]  

24. Managing Agent: A managing agent of an investment adviser is any person, including a 

trustee, who directs or manages (or who participates in directing or managing) the affairs of 

any unincorporated organization or association that is not a partnership. [Used in: General 

Instructions; Form ADV-NR; Form ADV-W, Item 8]  

25. Minor Rule Violation: A violation of a self-regulatory organization rule that has been 

designated as ―minor‖ pursuant to a plan approved by the SEC. A rule violation may be 

designated as ―minor‖ under a plan if the sanction imposed consists of a fine of $2,500 or 

less, and if the sanctioned person does not contest the fine. (Check with the appropriate self-

regulatory organization to determine if a particular rule violation has been designated as 

―minor‖ for these purposes.) [Used in: Part 1A, Item 11]  

26. Misdemeanor: For jurisdictions that do not differentiate between a felony and a 

misdemeanor, a misdemeanor is an offense punishable by a sentence of less than one year 

imprisonment and/or a fine of less than $1,000. The term also includes a special court 

martial. [Used in: Part 1A, Item 11; DRPs; Part 2A, Item 9; Part 2B, Item 3]  

 

Form ADV: Glossary Page 6  

27. Non-Resident: (a) an individual who resides in any place not subject to the jurisdiction 

of the United States; (b) a corporation incorporated in or having its principal office and place 

of business in any place not subject to the jurisdiction of the United States; and (c) a 

partnership or other unincorporated organization or association that has its principal office 

and place of business in any place not subject to the jurisdiction of the United States. [Used 

in: General Instructions; Form ADV-NR]  

28. Notice Filing: SEC-registered advisers may have to provide state securities authorities 

with copies of documents that are filed with the SEC. These filings are referred to as ―notice 

filings.‖ [Used in: General Instructions; Part 1A, Item 2; Execution Page(s); Form ADV-W]  

29. Order: A written directive issued pursuant to statutory authority and procedures, 

including an order of denial, exemption, suspension, or revocation. Unless included in an 

order, this term does not include special stipulations, undertakings, or agreements relating to 

payments, limitations on activity or other restrictions. [Used in: Part 1A, Items 2 and 11; 

Schedule D; DRPs; Part 2A, Item 9; Part 2B, Item 3]  

30. Performance-Based Fee: An investment advisory fee based on a share of capital gains 

on, or capital appreciation of, client assets. A fee that is based upon a percentage of assets 

that you manage is not a performance-based fee. [Used in: Part 1A, Item 5; Part 2A, Items 6 

and 19]  

31. Person: A natural person (an individual) or a company. A company includes any 

partnership, corporation, trust, limited liability company (―LLC‖), limited liability 
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partnership (―LLP‖), sole proprietorship, or other organization. [Used throughout Form ADV 

and Form ADV-W]  

32. Principal Place of Business or Principal Office and Place of Business: Your firm‘s 

executive office from which your firm‘s officers, partners, or managers direct, control, and 

coordinate the activities of your firm. [Used in: Part 1A, Instructions, Items 1 and 2; 

Schedule D; Form ADV-W, Item 1]  

33. Proceeding: This term includes a formal administrative or civil action initiated by a 

governmental agency, self-regulatory organization or foreign financial regulatory 

authority; a felony criminal indictment or information (or equivalent formal charge); or a 

misdemeanor criminal information (or equivalent formal charge). This term does not include 

other civil litigation, investigations, or arrests or similar charges effected in the absence of a 

formal criminal indictment or information (or equivalent formal charge). [Used in: Part 1A, 

Item 11; DRPs; Part 1B, Item 2; Part 2A, Item 9; Part 2B, Item 3]  

34. Related Person: Any advisory affiliate and any person that is under common control 

with your firm. [Used in: Part 1A, Items 7, 8, 9; Schedule D; Form ADV-W, Item 3; Part 2A, 

Items 10, 11, 12, 14; Part 2A, Appendix 1, Item 6]  

 

Form ADV: Glossary Page 7  

35. Self-Regulatory Organization or SRO: Any national securities or commodities 

exchange, registered securities association, or registered clearing agency. For example, the 

Chicago Board of Trade (―CBOT‖), FINRA and New York Stock Exchange (―NYSE‖) are 

self-regulatory organizations. [Used in: Part 1A, Item 11; DRPs; Part 1B, Item 2; Part 2A, 

Items 9 and 19; Part 2B, Items 3 and 7]  

36. Sponsor: A sponsor of a wrap fee program sponsors, organizes, or administers the 

program or selects, or provides advice to clients regarding the selection of, other investment 

advisers in the program. [Used in: Part 1A, Item 5; Schedule D; Part 2A, Instructions, 

Appendix 1 Instructions]  

37. State Securities Authority: The securities commission (or any agency or office 

performing like functions) of any state of the United States, the District of Columbia, Puerto 

Rico, the Virgin Islands, or any other possession of the United States. [Used throughout 

Form ADV]  

38. Supervised Person: Any of your officers, partners, directors (or other persons occupying 

a similar status or performing similar functions), or employees, or any other person who 

provides investment advice on your behalf and is subject to your supervision or control. 

[Used throughout Part 2]  

39. Wrap Brochure or Wrap Fee Program Brochure: The written disclosure statement 

that sponsors of wrap fee programs must provide to each of their wrap fee program clients. 

[Used in: Part 2, General Instructions; Used throughout Part 2A, Appendix 1]  
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40. Wrap Fee Program: Any advisory program under which a specified fee or fees not 

based directly upon transactions in a client’s account is charged for investment advisory 

services (which may include portfolio management or advice concerning the selection of 

other investment advisers) and the execution of client transactions. [Used in: Part 1, Item 5; 

Schedule D; Part 2A, Instructions, Item 4, used throughout Appendix 1; Part 2B, 

Instructions]  
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Appendix D  

Form ADV Part 1 
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