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SEC Extends Section 28(e) Research Soft Dollar Safe Harbor to Certain Riskless
Principal Transactions
The Securities and Exchange
Commission has amended its well-
established position on the reach of
Section 28(e) of the Securities
Exchange Act of 1934, as amended
(the “Exchange Act”). Last month,
the SEC issued an interpretive release
stating that certain riskless principal
transactions involving equity securities
are now covered by Section 28(e), the
safe harbor provision that permits
money managers to use soft dollars
generated by their clients’ brokerage
transactions to obtain research prod-
ucts and services. The revised posi-
tion applies only to riskless principal
transactions in which the money man-
ager pays the same price as the offset-
ting trade, and remuneration to the
broker-dealer is reported separately.
These transactions, according to the
SEC, afford money managers the
level of transparency necessary to
determine whether the remuneration
paid to the broker-dealer is reasonable
in relation to the value of services
received, as required by Section 28(e)
and, thus, should be treated similarly
to agency trades.

The change in SEC position appears
to have been prompted by a letter
from Hardwick Simmons, Chief
Executive Officer of The Nasdaq
Stock Market, Inc., to Harvey Pitt, the
new SEC Chairman. In his letter, Mr.
Simmons argued that the implementa-

tion of decimal pricing and the mar-
ket downturn in the last several
months have placed a dramatic strain
on market maker profitability, result-
ing in a shrinkage in the spread on
the most liquid Nasdaq stocks from
6¢ to 1¢ and a dramatic drop in trad-
ing volume. Mr. Simmons asserted
that a change in the SEC’s position
was needed so that market makers
could use soft dollar credits to attract
order flow in the current difficult
economic climate.

Prior SEC Interpretation: No
Soft Dollars on Principal
Transactions 
In the past, the SEC consistently stat-
ed that Section 28(e) is limited to bro-
kerage transactions that involve the
payment of commissions – i.e.,
agency trades. Nasdaq trades, there-
fore, that are executed on a principal
(and not agency) basis, were not cov-
ered by the safe harbor because they
involved compensation to the broker-
dealer in the form of spreads, not
“commissions.” For several years, the
argument has been made that not
extending the relief afforded by
Section 28(e) to riskless principal
transactions is really a case of form
over substance. The SEC has main-
tained, however, that principal trades,
including riskless principal transac-
tions, do not provide the requisite

transparency for a money manager to
make the reasonableness determina-
tion that is a condition to reliance on
Section 28(e).

Basis for New Position:
Transparency of Riskless
Principal Transactions
In deciding to change its established
position, the SEC noted that changes
in certain NASD rules in recent years,
combined with Exchange Act Rule
10b-10, now ensure that certain risk-
less principal transactions are as trans-
parent as agency transactions and,
thus, should be treated similarly for
purposes of Section 28(e). In partic-
ular, the SEC noted that NASD Rule
4632 (applicable to Nasdaq National
Market securities), NASD Rule 4642
(applicable to Nasdaq SmallCap
Market securities), and NASD Rule
6420 (applicable to “eligible securi-
ties”), all require a riskless principal
transaction, in which both the pur-
chase and sale legs of the transaction
are executed at the same price, to be
reported once, in the same manner as
an agency transaction, and that any
markup, markdown, commission
equivalent, or fee be reported sepa-
rately. The money manager thus
receives the same price as the offset-
ting trade, and this price, as required
by Rule 10b-10, must be disclosed on
the trade confirmation separately
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from the applicable remuneration to
the NASD member.

In the foregoing circumstances, the
SEC noted, the money manager
would have the same information as if
the transaction had been executed on
an agency basis.  This ensures that the
money manager is in a position to
evaluate, consistent with its fiduciary
duty, whether the payment of  soft
dollar credits to the broker-dealer is
reasonable in relation to the research
and other services received.  The SEC
made it clear that its position does
not extend to the traditional riskless
principal transaction or traditional
principal transaction involving a deal-
er’s own inventory.  The SEC noted
that the compensation for these types
of  transactions may include an undis-
closed fee (reflecting the spread
between the first and second legs of
the transaction), or an undisclosed fee
based on some portion of  the spread.
In these cases, also, the SEC noted,
reporting the fee is to some extent
within the control of  the dealer.  The
new interpretation also does not apply
to riskless principal transactions in the
debt market.

Potential Developments
In an interesting related development,
the Investment Company Institute has
written the SEC requesting that

Section 17(a) of  the Investment
Company Act (which prohibits certain
principal transactions involving regis-
tered investment companies and their
affiliated persons) not apply to risk-
less principal transactions in light of
the new SEC interpretive position.
We do not yet know if  the SEC will
grant the ICI’s request for a new rule
in this area.

Next Steps
Absent more restrictive compliance
procedures, Form ADV or other dis-
closure or contractual provisions,
money managers who participate in
Section 28(e) soft dollar arrangements
should be able to take advantage of
the SEC’s new interpretation immedi-
ately.  Before doing so, however,
money managers should determine if
any such restrictions exist and take
appropriate action.  

What Paul Hastings Can Do
Because we have many clients who
participate in soft dollar arrange-
ments, our Investment Management
Group has a broad understanding of
soft dollar and commission practices
as actually applied by broker-dealers
and money managers.  Please feel free
to contact us if  you would like our
assistance in reviewing your firm’s
policies and procedures, soft dollar
disclosure or client agreements, or if

you want advice on implementation
and compliance with the SEC’s new
interpretive position.
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